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This study investigates how the drivers of liability of foreignness (LOF) influence the
likelihood of emerging multi-national companies completing overseas acquisition deals
and explores contingencies that moderate the adverse effects of LOF from both static
and dynamic perspectives. We test our hypotheses and find that (1) statically, the
formal institutions of laws and regulations per se as well as culture distance are sources
of LOF, rather the distance between the laws and regulations of home and host
countries. (2) Organization-inherent characteristics, like an industry that may trigger
legitimacy concerns, have moderating effects on LOF, while state-ownership is not
proved to be a significant moderating factor. (8) Dynamically, different drivers of LOF
exert asymmetric effects on firms with prior international experience: cultural distance
ceases to exert a significantly negative influence on the completion of acquisitions, but
the negative effect stemming from formal institutions is reinforced.

D22 F23 G34.

Contribution/ Originality: This study is one of very few to investigate how the drivers of liability of
foreignness influence the likelihood of emerging MNCs completing overseas acquisition deals, and to explore the

contingencies that moderate the adverse effects of LOF from both static and dynamic perspectives.

1. INTRODUCTION

Overseas mergers and acquisitions by Chinese enterprises have been increasing rapidly in the past decades.
More and more enterprises are employing cross-border mergers and acquisitions (CBMAs) to obtain strategic
assets or to expand into new markets to enhance their international competitiveness in a short period of time. The
rapid expansion of Chinese enterprises’ outward foreign direct investment (OFDI) in the world market has received
a great deal of academic attention. Scholars have shown great interest in the phenomenon and have explored
various features of Chinese OFDI, such as the trends and driving forces (Morck, Yeung, & Zhao, 2008; Yang, Jiang,
Kang, & Ke, 2009), the determinants (Buckley et al., 2007; Kolstad & Wiig, 2012), the motives (Child & Rodrigues,
2005; Rui & Yip, 2008), and the entry modes (Cui & Jiang, 2009; Meyer, Estrin, Bhaumik, & Peng, 2009). Although
Chinese enterprises’ CBMAs are in a booming period of development, according to a report by the Boston

Consulting Group, their completion rate is only 67%, which is far below that of their counterparts from the United
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States, Japan, and other developed countries.! The acquisition process consists of two phrases: the private takeover
process and the public takeover process (Boone & Mulherin, 2007). The private takeover involves the process of
identifying the targets through diligent investigation along with the assistance of legal and financial advisors,
negotiating with the seller along with other bidders, and making the public announcement of the offer when the
initial contract is signed. The public takeover process is the public announcement session in which the market and
stakeholder receive the information and is, in most cases, subject to government approval. Normally, a CBMA case
will undergo investment barriers at this stage, such as a national security review, market monopoly investigation,
industry access restrictions, and various kinds of recognition of stakeholders. It is worth clarifying that the failure
of a merger and acquisition intention refers to cases in which companies have announced their intentions for a
foreign enterprise's equity, but have failed to reach an agreement. In other words, failures occur in the public
takeover period. The pre-stage of a CBMA is of great importance to a multinational enterprise, because the failure
of the takeover will not only waste the substantial costs they incurred in the private takeover stage and the
opportunity cost in acquiring the equivalents, but also damage the firm’s reputation and credibility (He & Zhang,
2018; Li., Xia, & Lin, 2017).

The growing literature provides a number of reasons why CBMAs fail at the initial stage, such as geographic
distance (Chakrabarti & Mitchell, 2016); timing of the transaction in the wave (Doan, Rao, & Van, 2016); lack of
prior divestiture experience (Doan, Sahib, & van Witteloostuijn, 2018); or deal-level factors, such as percentage of
stake or cash transactions (Zhou, Xie, & Wang, 2016); state-ownership identity of the acquirers (Li et al., 2017); and
the adverse institutional image for investors from developing countries (He & Zhang, 2018). In this study we try to
address the problem from a liability of foreignness (LOF) perspective, rooted in institutional theories (Denk,
Kaufmann, & Roesch, 2012; Pogrebnyakov & Maitland, 2011).

This paper aims, firstly, to unpack the drivers of LOF toward emerging multi-national enterprises (EMNEs)
and reveal which dimension results in a greater extent of LOF compared to the others; secondly, to explore to what
extent these sources affect EMNESs, contingent upon organizational-inherent characteristics, as emerging multi-
national corporations (EMNCs) compete in a resource-deficient position. In other words, the organizational static
state of identity and dynamic state through accumulation of experience may have moderating effects on the degree
of vulnerability to LOF.

This study tries to contribute to the literature in the following ways. First, the pre-entry stage can provide a
better perspective from which to observe LOF. In practice, the study of pre-acquisition performance is imperative
not only due to the high failure rate of Chinese CBMAs, but also because the pre-acquisition stage is a complex
business process that requires due diligence, bidding and approval by the host country, which will determine the
successful completion of the CBMA cases. Theoretically, we assume that pre-acquisition is an appropriate stage in
which to study LOF. The extant research focuses mostly on the extent of LOF’s influence on the performance of
firms, for instance in terms of survival rate, profitability and returns, or probability of lawsuits (Li, Meng, Wang, &
Zhou, 2008; Miller & Eden, 2006; Zaheer & Mosakowski, 1997). It is arguably beneficial to employ the financial
performance of subsidiaries to measure the influence of LOF, as the profitability can not only be affected by firm-
specific advantages but also internal price or profit transfer strategy. Thus, we have chosen the pre-acquisition
stage as the context of the study to wipe out the “noisy” variables, because in this stage the objective of M&A is
quite simple and clear —the consummation of the deal — and will not be confused with other strategic intents.

Second, while the static picture of LOF prevails in the literature, our knowledge regarding the dynamics of
LOF is still limited. Although the institutional environment per se is relative stable over time, reflecting the
idiosyncratic context of the local market that FDI is subject to North (1990); Peng, Sun, Pinkham, and Chen (2009),

we argue the outcome of interactions between MNEs and the institutional environment is both firm-specific and

"The Economist. The New Colonialists; China’s Hunger for Natural Resources [Online].
Available at http://www.economist.com/node/ 10853534 accessed : March 1 8 20087.
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dynamic. From a static point of view, we added the inherent characteristics that might enhance the adverse effects
of LOFs, which cannot be overcome. From a dynamic perspective, we try to explore how different shades of
experience can cope with the different dimensions of LOF’s sources to help investigate the mechanism of effective
organizational learning activities. Further, in contrast to prior literature that used the total number of global
operational identities or the count of different countries operated in as a proxy to measure the degree of
international experience (Mezias, 2010), our nuanced categorization of experience is based on the calculation of the
environment proximity and FDI patterns, to tackle the problem of lack of experience on the part of EMNEs.

Third, it is worth noting that a variety of research efforts has been shown to exhibit bias toward MNEs from
developed countries (Denk et al., 2012; He & Zhang, 2018), while emerging MNCs (EMNCs) that suffer many
disadvantages are worthy of particular attention. Despite the additional costs of doing business compared to
indigenous firms, EMNCs also lack well-known brand names and cutting-edge technologies, and what is even more
challenging is that they bear the negative national and institutional image of their home country (Bartlett &
Ghoshal, 2000; He & Zhang, 2018). Hence, EMNCs experience more difficulties combatting LOF, and the ways in
which they overcome their initial disadvantages when entering the global marketplace is of increasing importance

to IB theories.

2. THEORETICAL BACKGROUND AND HYPOTHESES
2.1. The Drivers of Liability of Foreignness

The “liability of foreignness” (LOF) concept was introduced by Hymer (1960), suggesting that foreign
companies have disadvantages compared to local firms due to their inexperience with the business conditions of
foreign markets, which can be considered additional “rent” expenditures. LOF is considered to be major hurdle to
the successful establishment of foreign operations (Johanson & Vahlne, 2009). Therefore, MNEs will employ their
proprietary assets to offset LOF and rely on their “net competitive advantages” (Dunning, 1979) to stabilize their
footprint. However, for EMNCs, specific ownership advantages such as labor resource advantages may fail to
contribute. Even worse, some advantages, such as relational assets, turn to disadvantages in host countries.

Despite the fact that MNCs go to great efforts to accommodate the local environment, for instance by
identifying special preferences of the target market or exploring new market channels, the host country’s culture
and specifically tacit knowledge remains less identifiable to them (Kostova & Zaheer, 1999) and thus cultural
distance influences the degree of LOF (Eden & Miller, 2004).

Even when they eventually figure out how local managerial practices work, it is still very difficult to implement
them, due to their lack of comprehension (Edelman, 1990). As the main task of the pre-acquisition stage is to collect
reliable information on the target firm in a timely manner under competitive circumstances (Jemison & Sitkin, 1986;
Very & Schweiger, 2001), the ambiguity stemming from culture will not only result in higher costs associated with
scanning, analyzing and understanding the information, but will also cause conflicts between the parties, which will
slow down the pace of the negotiation of the deal. Hence, entering into culturally similar country blocs entails less
additional cost for foreign entrants; otherwise, MNCs need cultural sensitivity to resolve incompatibilities caused
by informal or tacit constraints (Dikova, Sahib, & Van Witteloostuijn, 2010; Morosini, Shane, & Singh, 1998).
Where there are large cultural differences, CBMAs at the negotiation stage are more likely to be subject to failure
or abandonment. Thus, we propose
H1a: Cultural distance negatively influences the realization of MNEs” CBMA intentions.

An institution is a system that consists of regulations and norms, and a complete institutional framework is
composed of the formal and informal institutions that dominate personal and corporate behaviors (North, 1990).
The formal legal institutions include rules and regulations; informal institutions include norms, culture and ethics
(Scott, 1995). As rules, norms and morals vary by country, MNEs bear additional costs in searching for information

and resources, including getting acquainted with the managerial practices of the local labor market and laws and

18
© 2022 AESS Publications. All Rights Reserved.



Asian Development Policy Review, 2022, 10(1): 16-34

hiring local lawyers and agencies, in order to gain legitimacy and acceptance in the host countries (DiMaggio &
Powell, 1983; Eden & Miller, 2001).

Due to their lack of legitimacy in the host country, foreign firms are more likely to experience adverse
treatment by local stakeholders, such as governments, customers and suppliers (Denk et al., 2012; Newburry,
Gardberg, & Belkin, 2006). Aside from discriminatory attitudes towards foreign firms due to political pressure or a
hostile relationship between home and host countries (Henisz & Williamson, 1999), local regulatory agencies often
consider national security issues when ratifying a deal (Li et al., 2017). Consumer ethnocentrism towards foreign
brands also adds extra costs to MNCs (Balabanis, Diamantopoulos, Mueller, & Melewar, 2001). It also takes foreign
firms time and effort to build their business networks with local suppliers and distributors, due to their lack of
embeddedness and trust (Cuervo-Cazurra, Maloney, & Manrakhan, 2007; Eden & Miller, 2004).

On the one hand, high-quality legal systems can reduce the uncertainty in transactions and promote inward
FDI. With stable and well-designed rules of law, enterprises would have more complete and accurate transactions
in the market so as to facilitate MNEs’ preliminary investigations (Muehlfeld, Sahib, & Van Witteloostuijn, 2007;
North, 1990). As foreign companies have more difficulties in undertaking and learning the legalities than domestic
companies, if the law is clear and systematic it will reduce the foreign enterprises’ cost of learning; in contrast, if the
law is ambiguous, foreign enterprises have to expend high costs to learn the local hidden rules and practices.

On the other hand, the complexity of legal and institutional systems also provides an excuse for investment
protectionism. The initial intention is quite plausible; for instance, the American federal anti-trust law regulates
that if an M&A deal jeopardizes competition or leads to monopoly, then it will be disapproved (Wier, 1983). Yet the
acquisition regulations may aim to protect “national security” through vague criteria that leave regulatory agencies
a great deal of discretion (Li et al., 2017). The US has several laws concerning the security review of foreign capital,
such as the Exxon-Florio Action, involving national security review of foreign mergers and acquisitions, and the
Foreign Investment and National Security Act in which the security review is expanded from national security to
economic security. In Canada, the Foreign Investment Review Act and Investment Canada Act have established holistic
review procedures to ensure Canada can gain “net benefit” from inward FDI. Similar laws are very common; there
are around 90 similar laws world-wide (Singh, 2002). In most cases, the foreign acquirer must notify the
government or even gain approval before the investment takes place. There are around 90 countries world-wide
that require diligent examination of every publicly announced M&A deal to assess the possibility of it creating a
monopoly (Singh, 2002).

It follows that investment protection activities will arise during the scrupulous case-by-case examination
process and that host countries where institutions are more mature and well-run will have more excuses to cover
the purpose of protectionism. Some scholars have even found that Chinese MNEs prefer to invest in destinations
with low-quality or high-risk institutions, dubbed the “risk paradox” (Kolstad & Wiig, 2012). Thus, we propose:
H1b: The quality of a host country’s institutional system serves as a double-edged sword that can influence the realization of
MNEs” CBMA intentions in either direction.

2.2. The Moderating Role of Firms’ Identity

Since China has arisen as an important player in the world economy, Chinese enterprises investing overseas
have been met with skeptical and cautious attitudes from the international community under the rampant fear of the
"China threat". The hostility caused by identity is manifested in three aspects:

Chinese state-owned enterprises’ CBMA activities are perceived as having dual motivations. There is an
obvious "non-market motivation" besides profit orientation (Morck et al.,, 2008). Host governments and public
opinion have difficulty accepting bidders that receive subsidies from their government and operate with "political
intentions" (Cuervo-Cazurra, Inkpen, & Musacchio, 2014; Wan & Wong, 2009). Moreover, opaque management

practices that suppress the disclosure of information will reinforce the above concerns and present state-owned
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firms with additional challenges (Li et al., 2017). These concerns contribute to the labeling of the state-owned
enterprises’ identity and causes discrimination against these enterprises on the part of the host government and/or
the public (Zhang, Zhou, & Ebbers, 2011). The identity of “state-owned”, which may be advantageous in their home
country, could be a burden to enterprises in the host countries.

Industry features have a direct influence on firms’ strategy (Porter, 1980). As more and more MNEs speed up
their expansions in key industries, host countries have come to realize the significance of energy resources and
advanced technologies in securing the development of their economy and social stability; as a result, these factors
have been integrated into the category of national security system and are supervised strictly. The Foreigners
Acquisitions and Takeovers Act in Australia requires project application and approval of foreign acquisitions in key
areas such as mining, finance and media. The Foreign Investment and National Security Act of the US government
stipulates that if a Foreign M&A threatens the leadership in key technology areas, influences local employment or
leads to bypassing the export control of the US’s core technologies, it will be regarded as a threat to national
security, and the President will be empowered to suspend or terminate the transaction. Thus, we propose:

H2a: When the acquirer is a state-owned enterprise, the negative effects of LOF will be magnified.
H2b: When the deal concerns the technology industry, the negative effects of LOF will be magnified.
H2c: When the deal concerns the energy industry, the negative effects of LOF will be magnified.

2.3. The Role of Experience

MNEs experience LOF mainly because of the information asymmetry and the lack of legitimacy caused by
formal and informal institutions. The tacit attributes of the complicated written procedures, as well as the informal
and unwritten norms and practices, are more difficult for foreign firms to learn and understand compared to
indigenous firms (Calhoun, 2002). However, a firm’s accumulated experience will bring more additional benefits,
e.g. awareness of financial options, the collection of important industry information, the establishment of business
networks and relationship capital, the identification of the right acquisition targets, increased skill in
communications and negotiations with local stakeholders, or even greater understanding of the hidden rules of the
local informal institutions (Beckman & Haunschild, 2002; Delios & Beamish, 2001; Li et al, 2017). Through
practical experience, it is much easier for firms to get acquainted, comprehend or even become isomorphic within
international settings, thereby mitigating LOF in subsequent M&A transactions (Sethi & Guisinger, 2002).

In spite of the above general knowledge on how experience can help mitigate LOF, theory and literature
suggest that learning is highly context specific, especially when it concerns the relatively rare, complex and
heterogeneous corporate activities of CBMA (Haleblian & Finkelstein, 1999; Zollo, 2009). Prior experience does not
necessarily lead to gains in knowledge or skills to successfully tackle the complexity of a subsequent CBMA project.
It is more likely that experience play a greater role in institutionally less distant countries (Dikova et al., 2010).
Variation of context may cause firms to draw incorrect inferences, which substantially hinders the effectiveness of
learning (Haleblian & Finkelstein, 1999; Muehlfeld, Rao Sahib, & Van Witteloostuijn, 2012). Inspired by prior
research (Johanson & Vahlne, 1977; Kostova & Zaheer, 1999) that recommends MNEs enter institutionally similar
blocs to their home country to reduce the negative effects of LOF, we argue that prior experience in a similar
context can also be effective in combating LOF.

We classify experience according to the relatedness of context and content. Context-related experience is
categorized based on the similarity of the environment to one that the MNC has operated in before. A high level of
context-related experience is gained by operating in the local environment or an institutionally similar
environment, where market-specific knowledge is acquired, such as customs, culture, laws and other regulations.
Market-specific knowledge can help companies identify the differences between home and host business settings,
adopt routine practices to fit the host institutional environment, and negotiate with the host country stakeholders,

which can effectively mitigate LOF caused by information asymmetry (Dikova et al., 2010; Kostova & Zaheer,
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1999). Low context-related experience means that the MNE’s past operational experience was in institutionally
distant international markets. Learning in largely different environments around the world exposes firms to
different events and ideas, hence they will be more likely to develop an extensive knowledge base (Hedberg, 1981).
Organizations with a higher learning capability can utilize opportunities to avoid the managerial inertia that results
in repetitive business settings (Abrahamson & Fombrun, 1994; Fiol & Lyles, 1985; Levitt & March, 1988). In the
long run, enterprises that deal with limited competitors and customers increase their investment risk due to the lack
of learning opportunities (Hayward, 2002). However, given the immaturity of EMNCs, we posit they are more
likely to fit in the high-context-related environment.

Content-related experience refers to prior operations that had the same patterns of FDI. Firms can choose
either M&A or green-field investment when entering enter host countries. However, different types of knowledge
are involved in different pattern choices. The M&A pattern requires more knowledge and skills in negotiating with
the target firm and stakeholders, such as due diligence, gaining legitimacy with stakeholders, circumventing anti-
trust regulations, and negotiating the deal price and rearrangement of incumbent management teams and
employees, during which process firms need to rely on the aid of local external consultants (Very & Schweiger,
2001). On the other hand, green-field investment mainly deals with location choice factors, such as market size,
distance and availability of labor resources and suppliers. In this sense, prior CBMA activity is considered high-
content-related experience that can contribute relevant knowledge to the focal acquisition, and green-field
investment experience is considered low-content-related experience. However, prior experience of green-field
investment in an environmentally similar market may still be helpful in combating LOF, for it can provide
contextual knowledge and skills as discussed above.

Hence, we developed a matrix to help categorize the degree of international experience based on the two
dimensions of relatedness: context and content. As shown in Figure 1, prior CBMA experience in the same or
institutionally similar host countries is considered both high-context and high-content experience, which is the
most favorable type of experience; prior CBMA experience in institutionally distant host countries is considered
low-context and high-content experience. Prior green-field investment experience in the same or institutionally
similar host countries is considered high-context and low-content experience, and prior green-field investment
experience in institutionally distant host countries is low-context and low-content experience. Thus, we propose
H3: LOF exerts fewer adverse effects on EMNCs with prior outward FDI experience in their realization of CBMA

intentions, depending on the degree of context/content relatedness of the experience

High-content relatedness

M&A M&A
experience in dissimilar| experience in same or
context similar context
Low-context High-context
Relatedness GF experience in GF experience in Relatedness
dissimilar context same or similar context

Low-content relatedness

Figure 1. CBMA experience grouping based on context-content relatedness.
Note: GF: green field investment.

3. THE MODEL AND DATA
3.1. Model Design

The outcomes of the 574 transactions of Chinese enterprises’ overseas acquisitions between 2005 and 2014 are
taken as the dependent variable, which is a dummy variable. A successful case is valued as 1, and 0 otherwise. A

probit model is used to test the hypotheses using Stata15.0 software.
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Model 1 & Model 2 explore the driving forces of LOF at the pre-CBMA stage; Model 3 through Model 5
identify the moderating effects from the static perspective, i.e., how organizational identity affects the degree of
LOF; Model 6 through Model 11 investigate the moderating effects from the dynamic perspective, i.e., the role of
accumulated context/content experience on the degree of LOF.

We use sub-samples to study the moderating effects of experience for the following reason: the data shows that
two dimensions (culture and law quality) that measure the relatedness of contextual experience correlate highly
(0.8) with each other, i.e., culturally adjacent countries are likely to also have less regulatory distance. Given this
connection, we cannot simply use cultural contextual experience to moderate the “cultural distance” variable, and
regulatory contextual experience to moderate the “law quality” variable, due to the high correlation of the
moderators and the subsequent difficulty in interpreting the results. Therefore, we use different sub-groups to

investigate the role of contextual/content experience and their moderating effects on the driving forces of LOF.

3.2. Sample

The data in this study is taken from the regularly published "China Global Investment Tracking" (CGIT)
reports from the Heritage Fund, which aim to track Chinese investment cases. The database supplied by the report
covers more than 1,100 transactions, including 599 investment and 441 construction contracts during the period
2005-2014. The reports confirmed 130 projects as "problematic transactions", meaning that they were rejected by
the host country authorities, suffered huge property damage, or failed because of investors’ mistakes. This paper
incorporates both the successful and failed cases, and thus involves 729 M&A transactions, excluding the
construction contracts. The software automatically identified 574 samples, and the remainder are due to incomplete
data that failed to be matched by the statistical software. The descriptions of all the variables and data sources can
be found in Table 1, and the overall statistical descriptions and correlation matrix are shown in Table 2 and Table 3
respectively. From the results of the VIF test in Table 4, it can be seen that the VIF values of all variables are below

the threshold of 10, indicating that there is no significant multicollinearity in the models.

3.8. Variables
3.8.1. Dependent Variable
In this paper, the 574 outcomes of the Chinese overseas M&A transactions are treated as the dependent

variable. This is a dummy variable, with successful cases valued 1, and failed cases valued 0.

3.4. The Independent Variables

Hofstede developed the cultural dimension theory to define the distinctiveness of cultures across countries, i.e.,
in terms of individualism-collectivism, power distance, uncertainty avoidance, masculinity-femininity, long-term or
short-term orientation. In our study, culture is measured in these five dimensions and the following formula is

adopted to calculate the cultural distance, consistent with the prior research of Kogut and Singh (1988).

CDj= ?:1{{‘?:'; - ‘Tic}zf'rve} /5

CD; represents the cultural distance between China and country j, Ijstands for the index of the sth cultural
dimension of country j, while J;is the Chinese index on zth cultural dimension. Viis the variance of the ith dimension
vector. The data on each country’s cultural dimensions is extracted from Hofstede’s website on culture

(http://www.geerthofstede.com/).

We combine “rule of law” and “regulatory quality” governance from WGI into a single index by averaging the

two indicators, which is used as a proxy to represent the quality of the formal institutions of laws and regulations.

22
© 2022 AESS Publications. All Rights Reserved.


http://www.geerthofstede.com/

Asian Development Policy Review, 2022, 10(1): 16-34

Table 1. Definitions and sources of variables.

Variables Full name Definition and measurements Sources
. . Kogut and Singh’s (1988
. cultural Cultural distance between China and other rogut and SIngh s ( )
cul_dis . . formula using data extracted
distance countries

from Hofstede’s website

law quality

quality formal

Quality of host country formal institutions
n

World Governance Indicator

institutions measured by "rule of law" and "regulatory quality
f 1 . .
. ormal The distances between host country formal Calculated from World
law_dis nstitutions R ., .
. institutions and China’s Governance Indicator
distances
freedom ceonoImie Index of Economic Freedom The Heritage Foundation
freedom
e Political Stabili asured by "Absence of .
gov_stability gove'r‘nment ontica " tabtlity measured by sence o World Governance Indicator
stability Violence
the China Global Investment
Inquantity transaction Logarithm of the total amount of transactions Tracking database
amount
. size of the « . S
Insize . Size of the acquirer measured by sales Firms’ annual reports
acquirer
State-owned assets
el state-owned Dummy variable. 1 represents the acquirer being a | supervision and
enterprises state-owned enterprise, and 0 otherwise administration commission of
the state council
energy Dummy variable. 1 represents energy industry China Global Investment
sec_energy . S . o :
industry acquisition, and 0 otherwise Tracking database
high- . . .
180 Dummy variable. 1 represents high-technology China Global Investment
sec_tech technology . . . .
. industry acquisition, and 0 otherwise Tracking database
industry
Dummy variable.. 1 represents high—co.ntext M&A experience extracted
experience, meaning the firm has previously .
Context- . from China Global
operated in a host country that has lower cultural .
related - . . Investment Tracking
. and regulatory distances. Failure to meet this
experience .o . database; Green field
criterion is classified as low-context related .
. experience from FDI market.
experience and coded as 0
. . M&A i tracted
Dummy variable. 1 represents high-content . eXperience extracte
Content- . S : from China Global
experience, which is M&A experience; O .
related : S Investment Tracking
. represents low-content experience, which is green -
experience - . database; Green field
field experience . .
experience from FDI market.
Table 2. Statistical description of variables.
Var Name Obs Mean SD Min Median Max
victory 602 0.83 0.37 0.00 1.00 1.00
cul_dis 602 3.26 1.58 0.57 3.34 7.82
Law quality 602 0.72 0.20 0.17 0.83 1.00
law_dis 602 0.24 0.12 0.01 0.28 0.45
freedom 602 67.77 18.01 22.10 69.10 88.40
gov_stability 602 0.72 0.08 0.42 0.73 0.91
Inquantity 602 6.25 1.14 4.61 6.16 9.88
Insize 602 10.65 2.46 2.94 10.82 15.08
central 602 0.59 0.49 0.00 1.00 1.00
sect_tech 602 0.16 0.37 0.00 0.00 1.00
sect_energy 602 0.52 0.50 0.00 1.00 1.00
m&a experience 601 0.29 0.45 0.00 0.00 1.00
green field experience(gt) 602 0.02 0.16 0.00 0.00 1.00
high-cultural-context m&a experience 602 0.57 0.50 0.00 1.00 1.00
high-law-context m&a experience 602 0.57 0.50 0.00 1.00 1.00
high-cultural-context gt experience 602 0.23 0.42 0.00 0.00 1.00
high-law-context gf experience 602 0.22 0.41 0.00 0.00 1.00
23
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Table 3. Correlation matrix.

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17
1.victory
2.culdis -0.11%
3.Jaw quality 0.01 0.14%*
4.Jawdis 0.02 0.26* | 0.70%
5.freedom 0.11% 0.12% | 0.72% 0.71%
6.gov_stability -0.02 0.11% | 0.39% 0.45% 0.42%
7.Inquantity -0.24* 0.05 -0.03 -0.01 -0.08 | -0.02
8.Insize -0.06 -0.07 -0.07 -0.04 | -0.13* | -0.04 | 0.22%
9.sect_related -0.09% 0.06 | -0.10% | -0.03 -0.06 | -0.02 | 0.11% | 0.09*
10.central -0.09% | -0.04 | -0.10% | -0.05 | -0.11* | -0.01 | 0.31% | 0.37* | 0.11*
11.sect_tech -0.04 -0.03 0.06 0.06 0.13* | -0.01 | -0.05 | 0.01 | 0.14* | 0.00
12.sect_energy -0.02 0.02 | -0.11* | -0.07 | -0.12% | -0.05 | 0.22* | 0.09*% | 0.22* | 0.830* | -0.46*
13.expl -0.11% 0.06 0.14* 0.18% 0.16% | -0.01 | 0.20* | 0.16% | 0.08 | 0.25% | 0.10% | 0.07
14.exp2 0.01 -0.16*% | -0.17* | -0.12%* | -0.14* | -0.14* | -0.02 | 0.08 | 0.05 | 0.00 | -0.01 0.05 | -0.01
15.exp3 -0.06 | -0.11* | 0.04 0.01 -0.01 -0.06 | 0.22* | 0.38*% | 0.04 | 0.87* | 0.11* | 0.10% | 0.41* | 0.01
16.exp4 -0.09*% | -0.01 0.04 -0.01 -0.02 | -0.07 | 0.24* | 0.36% | 0.03 | 0.88*% | 0.09* | 0.09% | 0.41* | 0.01 | 0.79*
17.exp5 0.04 -0.20*% | -0.17* | -0.09% | -0.16* | -0.12¥ | 0.01 | 0.29*% | 0.09*% | 0.14* | -0.02 | 0.09* | 0.07 | 0.30* | 0.16% | 0.12%
18.exXp4 -0.06 | -0.11* | -0.14* | -0.19% | -0.14* | -0.06 | 0.01 | 0.19*% | 0.03 | 0.06 0.07 0.02 | 0.01 | 0.30*% | 0.12* | 0.12* | 0.28%
Note:

Lower-triangular cells report Pearson's correlation coefficients, upper-triangular cells are Spearman’s rank correlation * p<0.05
expl: m&a experience;

exp2: green field experience(gf);

exp3:high-cultural-context m&a experience;

exp4: high-law-context m&a experience;

expb: high-cultural-context gt experience ;

exp6: high-law-context gf experience.
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Table 4. The result of VIF test (reporting only the highest five variables).

Variable VIF 1/VIF
freedom 3 0.333633
cultext 2.92 0.34259
lawtext 2.78 0.360208
law 2.75 0.86354
lawdis 2.67 0.374388
Mean VIF 1.77

5. Moderating Variables
5.1. Organizational Characteristics

SOE identity is based on the records of the State-owned assets supervision and administration commission of
the state council. Sensitive sector of either technology or energy is the original classification in the China Global
Investment Tracking database.

3.
3.

3.5.2. Contextual and Content Related Experience
We investigate the degree of relatedness between the focal country and prior host country indirectly by using

China as benchmark, because of the lack of available data. If the difference between the two countries’ cultural
distance is lower than the standard deviation of the culture distance variable, we regard the prior experience as
highly related cultural context and take the value as 1, and 0 otherwise. In terms of the relatedness of the formal
institutions of laws and regulations, we calculate the distance between the focal host country and prior host country
directly by means of their own index, comparing each to the standard deviation of the “law quality” variable. We
regard the prior experience as highly related law context and take the value as 1, and 0 otherwise. We define prior
FDI experience in both culturally and regulatory adjacent countries (both cultural and law context are rated as 1)
as highly related contextual experience, while failing to meet these criteria, i.e., experience in either culturally or
regulatorily distant countries, or a complete lack of prior experience, is categorized as low related contextual
experience. The calculation is made twice for both the prior M&A and green field dataset respectively. And hence
we arrive at four sets of categories, ie., highly-related context M&A experience, low-related context M&A

experience, highly-related context GI experience and low-related context GIF experience.

3.6. Control Variables

Economic freedom: The high quality of an economic system is reflected in the free flow of capital, goods and
labor, and no limitation on individuals to pursue and sustain economic independence Beach and Kane (2008). The
higher the quality of the economic system, the lower the degree of government intervention in the economy. The
degree of government interference or economic freedom can influence the realization of MNEs” CBMA intentions.

Political environment: The volatility of the political environment in a host country increases the uncertainty of
multinational investment, where the political risks include civil armed contflict, political strikes, riots, terrorism and
external conflicts. Dixit and Pindyck (1994) highlight the impact of uncertainty on investment decisions. For the
irreversible FDI, when the benefits and costs associated with political uncertainty are yet unknown, the investors
may take a “wait and see” approach to their investment. As the political risk is applied equally to domestic and
foreign enterprises, and the extra management cost is not solely borne by foreign enterprises, it is not included in
LOF, so is treated as a control variable in this paper.

Scale of transaction: Large M&A deals may arouse increased scrutiny by stakeholders such as host country
governments and major competitors in the same industry and, as a result, may lead to failure of the deal.

Size of the firm: The firm’s size is controlled for to reflect the heterogenicity of each CBMA case.

4. RESULTS
Table 5 shows the results of the sources of LOF as well as the moderating effects of organizational identity on

the completion of CBMA. Model 0 includes control variables only, as a benchmark specification. Based on Model 0,
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the independent variables cultural difference and law quality are included in Model 1. In Model 2, we replaced law
quality with law quality distance for the purpose of comparison, thus justifying our standpoint on the drivers of LOF
from a formal institution perspective. We next add firm attributes that are more likely to arouse regulatory
concerns into the model as moderating factors of formal institutions, for which reason SOE identity, technological
sector and energy sector are added respectively in Models 3, 4 and 5.

Table 6 shows the degree of LOF exposure contingent on the different degrees of context/content related
experience of EMNCs. Models 6-11 are listed from the highest level of experience relatedness to the lowest level of
relatedness. Model 6 is composed of firms with prior M&A experience in the host country. We include firms that
have either M&A experience or GF experience in Model 7, because the number of firms with prior host-country GF
experience is very limited (only 8 cases), such that it is not feasible to reach a regression result for these as a
subgroup alone. Model 8 is the subgroup of firms with high-related contextual experience in M&A (high-content
related). And Model 9 concerns firms with either high-related M&A or GF experience, for the same reason as in
Model 7. Model 8 represents the subgroup of firms with low-contextual and high-content (M&A) experience, and
Model 9 is firms with low-contextual and low-content (GF) experience.

For each model, we report the coefficients, t statistics, the value of the likelihood function at convergence, chi-
square statistics and pseudo R-square. The chi-square statistics are significant at the 1% level, signifying that the
null hypothesis is rejected and hence a good model fit for all models. The coefficients of cultural distance and law
quality are both negatively significant (p<0.05), supporting Hla and H1b. This indicates that the greater the
cultural difference, the more likely it is that bidding for M&A cases fails, and higher degrees of complication of the
host-country law systems have the same effect. In Model 2, we replace the variable law quality from Model 1 with
law distance, the effects of which fails to be significant, and the pseudo R-square of Model 2 is also lower than that of
Model 1. The results of the moderating effects in Model 3, Model 4 and Model 5 show that technological sector has
a negative and significant (p<0.05) marginal effect of LOF on the completion likelihood of CBMA, consistent with
H2b. However, SOE identity and energy sector fail to show any significant marginal effect, and thus H2a and H2c
are not supported.

Table 6 reports the results of the degree that LOF effects are contingent on different shades of outward FDI
experience. Interestingly, if the firm has prior experience operating in an exact or highly related institutional
context (Model 7, Model 9 and Model 10), the cultural distance ceases to exert significant adverse effects on the
completion of CBMAs, however, the quality of laws still has a significantly negative effect on CBMA completion. In
Model 8, when adding local GF investment to Model 7, law quality becomes insignificant, suggesting experience
from local GF investment does have a positive role in reducing regulatory barriers. Model 11 is exactly the opposite
sample of that in Model 9, and the results of cultural distance and law quality display the opposite significance. In
other words, when prior highly related contextual experience is 0, cultural distance has a negative impact on the
completion of CBMA; however, if prior highly related contextual experience is 1, the marginal effect of cultural
distance is no longer significant, indicating that highly related experience reduces the negative impact of cultural
distance. On the contrary, when prior highly related contextual experience is 0, law quality has an insignificant effect,
however, if highly related contextual experience is 1, the marginal impact of law quality is negatively significant,
indicating that highly related experience decreases the negative impact of law quality. Finally, the results in Model
12 suggest having low levels of related context/content experience fails to reduce the drivers of LOF, as expected.
Hence, H3 is partly supported. In addition, as is shown in Table 7, we have looked at the results of Logit regression
on the robustness check of the law quality variable, and the results are consistent with the main regression results,

implying that our results are robust and consistent.
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Table 5. The results of LOF factors influencing the completion of CBMAs.

(0) (1) (2) (3) (4) (5) (6)
cul_dis -0.093%* -0.092%* | -0.106%* | -0.093** | -0.088%%* -0.095%*
(-2.18) (-2.18) (-2.52) (-2.19) (-2.08) (-2.24)
law quality -1.142%%* -0.975 -0.870% -1.672%*
(-2.34) (-1.48) (-1.73) (-2.58)
lawdis -0.598 0.724
(-0.72) (1.15)
freedom 0.014%* 0.018%** 0.027%*% 0.028%** | 0.026%** | 0.026%**
(2.50) (2.46) (8.50) (3.52) (3.87) (3.83)
gov_stability -1.023 -0.761 -0.669 -0.322 -0.684 -0.603 -0.583
(-1.21) (-0.87) (-0.77) (-0.38) (-0.79) (-0.69) (-0.67)
Inquantity -0.805%%% | —0.294%%* | -0.289%** | _0.801%*%* | -0.288%** | _0.278%%* | -0.288%**
(-4.84) (-4.64) (-4.54) (-4.77) (-4.52) (-4.84) (-4.52)
Insize -0.051 -0.053 -0.051 -0.056 -0.052 -0.056 -0.054
(-1.51) (-1.56) (-1.49) (-1.64) (-1.52) (-1.63) (-1.56)
sect_related -0.029 0.016 -0.006 0.002 -0.005 -0.036 -0.026
(-0.14) (0.07) (-0.08) (0.01) (-0.02) (-0.17) (-0.12)
central 0.112 0.091 0.090 0.070 0.280 0.072 0.082
(0.64) (0.52) (0.51) (0.40) (0.52) (0.41) (0.46)
sect_tech 0.021 0.034 -0.086 0.219 -0.097 1.810 -0.062
(0.02) (0.04) (-0.09) (0.22) (-0.10) (1.81) (-0.06)
sect_energy 1.724 1.727 1.792 1.870 1.819 2.102 1.265
(1.83) (1.81) (1.86) (1.40) (1.88) (1.40) (0.89)
central# cul_dis
sect_tech#cul_dis
sect_energy# cul_dis
central# law -0.261
(-0.87)
sect_tech# law -2.504%%
(-1.97)
sect_energy# law 0.870
(1.23)
_cons 8.541%%* | 8.490%** | 4.298%%* | 3.369%** | 3.298%*¥* | 3.961%**
(3.20) (3.25) (4.00) (3.00) (3.04) (3.45)
N 595 595 595 595 595 595 595
Prob > chi2 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000
Pseudo R2 0.1221 0.1340 0.1433 0.1229 0.1436 0.1519 0.1461
Log likelihood -237.930 | -234.711 -232.174 | -287.6984 | -232.104 | -229.846 -231.407

Note: *p<0.1; #*p<0.05; ***p<0.01
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Table 6. The regression results based on groups with different degrees of internationalization experience.

(7) (8) (9) (10) (11) (12)
Same contextual | Same contextual High-related High-related contextual Low-related Low-related
M&A exp M&A or GF exp contextual M&A exp M&A or GF exp contextual M&A exp contextual GF exp
cul_dis -0.034 -0.047 -0.093 -0.060 -0.184%* -0.089%
(-0.22) (-0.84) (-1.28) (-0.86) (-2.36) (-1.76)
law quality -2.248% -1.414 -1.882%* -1.539%* -0.560 -1.569%*
(-1.75) (-1.18) (-2.35) (-2.07) (-0.49) (-2.36)
freedom 0.023 0.013 0.033%%* 0.032%%* 0.031% 0.038%*%*
(1.15) (0.66) (2.81) (2.78) (1.66) (3.29)
gov_stability 1.985 1.708 -1.768 -1.917 -0.678 0.082
(0.98) (0.84) (-1.41) (-1.57) (-0.36) (0.07)
Inquantity -0.239% -0.226% -0.274%** -0.275%*% -0.370%* -0.27 1***
(-1.90) (-1.99) (-8.05) (-8.25) (-2.52) (-8.39)
Insize -0.288%** -0.27T*** -0.072 -0.068 -0.034 -0.087*
(-8.16) (-8.26) (-1.85) (-1.87) (-0.46) (-1.88)
sect_related 0.128 0.100 -0.155 -0.166 0.479 0.125
(0.18) (0.14) (-0.47) (-0.52) (0.94) (0.49)
central 1.150%* 1.081%* 0.262 0.284 0.411 -0.003
(2.51) (2.80) (0.83) (0.95) (1.12) (-0.01)
sect_tech 1.205 1.274 2.743 2.696 4.120 -0.083
(1.34) (1.42) (0.01) (0.01) (0.01) (-0.07)
sect_energy 4.27 1 %% 4.180%* 9.243 9.420 0.881% 2.387
(2.40) (2.46) (0.08) (0.02) (1.94) (1.57)
_cons 8.745% 8.984%* 4.154% %% 2.753% 2.451 2.377*
(1.91) (2.16) (8.17) (1.82) (1.88) (1.75)
N 143 151 307 334 152 388
Prob > chi2 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000
Pseudo R2 0.2554 0.2326 0.1790 0.18438 0.2568 0.1870
Log likelihood -61.644 -66.993 -122.159 -131.837 -53.965 -139.927

Note: #p<0.1; *%p<0.05; ***p<0.01
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Table 7. Results of Logit regression on Robustness check of law quality variable.

(13) (14) (15)
victory victory victory
culdis -0.165%%* -0.169** -0.192%**
(-2.18) (-2.24) (-2.58)
law quality -2.259%*
(-2.54)
lawdis -0.967 1.278
(-0.65) (1.18)
freedom 0.049%** 0.030%*
(8.57) (2.84)
gov_stability -1.104 -1.417 -0.714
(-0.70) (-0.88) (-0.45)
Inquantity -0.528%** -0.527*** -0.534%**
(-4.59) (-4.65) (-4.75)
Insize -0.100 -0.099 -0.107*
(-1.61) (-1.61) (-1.76)
sect_related -0.111 -0.040 -0.058
(-0.27) (-0.10) (-0.14)
central 0.161 0.169 0.127
(0.50) (0.53) (0.40)
sect_tech -0.388 -0.026 0.256
(-0.21) (-0.02) (0.15)
sect_energy 3.099 2.954 3.239
(1.42) (1.834) (1.45)
_cons 6.358% %% 6.4Q7*** 7.672%**
(3.28) (3.21) (3.97)
N 595 595 595
R-Square 0.1461 0.1345 0.1246
Log likelihood -231.4073 -234.5678 -237.2392

Note: ¥p<0.1; ¥*p<0.05; ***p<0.01.

5. DISCUSSION AND CONCLUSIONS

Based on institutional theory (Barney, Wright, & Ketchen Jr, 2001; North, 1990; Peng et al., 2009) and the
springboard perspective (Luo & Tung, 2007), we explore the factors affecting the LOF suffered by EMNCs in the
context of the pre-CBMA stage. We propose two dimensions of institutional factors that underlie LOF, not only
for the purpose of unpacking the black box of LOF, but also to explore contingent strategies to tackle these factors.
Both static and dynamic perspectives are employed to address the question in the context of Chinese multinational
cases, and lead to the following findings: (1) In alignment with prior studies, we find that cultural distance does play
a major role in causing EMNCs to suffer from LOF. Yet it is the sophistication of the formal institutions per se
rather than the distance of laws or regulations that underpins the LOI plaguing EMNCs. (2) From a static
perspective, firm characteristics like state-owned identity are not found to be significant in terms of increasing the
adverse impact of LOF. But firms in the high-tech industry are more likely to be subject to additional regulatory
scrutiny that may lead to the failure of CBMA. (8) From a dynamic perspective, we posit that the extent of
vulnerability to LOF may change with the accumulation of experience. However, we found that prior international
experience works well to mitigate cultural distance but reinforces the negative effects stemming from the
complexity of local formal institutions.

Our research may be beneficial in three ways. First, it decouples the institutional sources of LOF into formal
and informal dimensions, namely laws and culture. Our findings on the negative impact of law quality rather than
the distance of laws or regulations contradict the existing literature (Dikova et al., 2010; Johanson & Vahlne, 1977;
Kostova & Zaheer, 1999), possibly due to the fact that most similar studies were undertaken within the context of
MNCs from developed countries (Denk et al., 2012), which is arguable different from that of EMNCs. Assume that

EMNC:s invest in developed markets as well as in the least developed country, which exhibit the same distance in
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terms of formal institutions, yet one is better and the other is worse than the EMNC’s home country. The “distance
of laws” and “the quality of laws” will then display different outcomes, i.e., the completion likelihood in the former
case will be the same as between developed and least developed countries, while in the latter case investing in
developed countries may result in a low completion rate, considering the negative impact of the regression results.
Our results advocate the latter variable; the stereotyped and negative understandings of host countries may ruin
EMNC s’ institutional images and thus account for the failures of the EMNCs. Prior research (He & Zhang, 2018;
Herz & Diamantopoulos, 2013) also shows that multinationals from relatively poor institutional environments will
suffer exacerbated obstacles in their realization of CBMAs.

Second, we also applied organizational learning theory to the study of the effects of LOF. Theoretical
pluralism, in contrast to a single theory, allows for the integrated study of various facets of a topic, which in turn
enhances our understanding of it. To accomplish this, we explore the effect of experience on different drivers of
LOF. Prior research has produced mixed empirical results as to the effect of experience on the performance of
M&A. Some have claimed a positive effect of cumulative M&A experience (Fowler & Schmidt, 1989; He & Zhang,
2018), while others found a negative relationship (Hayward, 2002); some have argued that experience plays a role in
less institutionally distant countries (Dikova et al., 2010) while others reported no significant eftects (Zollo & Singh,
2004). This study was based on a continuum of international experience that ranged from exact contextual
experience to highly related contextual experience to distantly related contextual experience, corresponding to the
patterns of FDI. This not only produces a clear picture of how different degrees of experience work but provides a
robust means of testing the role of experience. The results show that prior international experience works well to
mitigate cultural distance, but struggles to alleviate the negative effects stemming from local formal institutions.
We justify the results by contending that firms can take the initiative to develop mimetic isomorphism, which has
been shown to be an effective way to gain external legitimacy in a host country (Zaheer, 1995). The efforts they
make to undertake mimetic behavior can help them better understand and to some extent overcome the culture
differences. However, unlike culture, which comes down in one continuous line, laws, regulations and policies are
more volatile, complicated and country-dependent, so that transferring knowledge from one country to another is
not necessarily a valid move. Hence, similar contextual M&A experience with highly complicated regulations could
be incorrectly applied to the focal M&A events, causing misleading or negative marginal effects (Haleblian &
Finkelstein, 1999). Our research may fill the gap in the extant studies and help reconcile ambiguities in the
literature.

Third, we address the LOF theory from both static and dynamic perspectives. From the static perspective,
some firm-inherent characteristics like industry are proved to have negative moderating effects on LOF.
Interestingly, we did not find evidence indicating that state ownership exacerbates the negative effects of LOF, in
contrast with the findings of Zhang et al. (2011). We argue that institutional changes are developed following the
process of the pre-institutionalization stage to the theorization stage to the diffusion stage (Greenwood, Suddaby, &
Hinings, 2002), where the acquisitions by SOE are experiencing the theorization stage, suggesting that the hostile
attitudes and practices toward SOEs are still being justified by regulatory agencies and are not being taken for
granted (Li et al., 2017). The dynamic perspective responds partly to the call to enhance our understanding of the
dynamics of LOF (Denk et al.,, 2012). Examining the question from both static and dynamic perspectives can also

help to increase our knowledge of what can and cannot tackle the problems of LOF.

6. MANAGERIAL IMPLICATIONS AND LIMITATIONS

Our research findings have important implications for corporate managers. First, they should attach high
importance to the initial stage of CBMA. If the transaction fails, the company will miss investment opportunities,
release important information, experience a loss of reputation or credibility, and bear various negotiating costs,

such as costs of legal and financial advisors. The accurate identification of LOF can help MNC managers select
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among different countries to invest in and increase the odds of successful completion of the case. Moreover, the
correct measurement of the extent of LOF is also helpful for managers when assessing the comparative
performances of subsidiaries in different countries.

Second, managers should take more precautions in relation to developed CBMA destinations. Despite the
advantageous investment environment, developed countries may have stricter national security regulations, which
in turn become legitimate excuses for protectionism. Advocates of protectionism assert that free-trade policies were
responsible for the recent collapse of the world economy. Along with the trend towards de-globalization, the rise of
emerging economies, particularly China, has caused hostile sentiments to prevail in Western communities that
worry about being surpassed. The advocacy of the “China threat” is thus prevalent. Managers of emerging MNCs
should seriously consider the sophistication and volatility of laws and regulations of the host country as a key driver
of LOF, as past experience in similar settings can help mitigate culture distance but cannot tackle the negative
effects of legal issues.

There are certainly some limitations to this research that would otherwise make it more convincing. Some
variables have not been included in the models due to the unavailability of data. First, the frequency with which
firms have undertaken FDI cannot be calculated correctly as the database only spans the period from 2005 to 2014
such calculation is clearly not plausible if activities before 2005 are overlooked. Second, the length of time during
which a firm participates in CBMA is also a very important experience factor. The longer the operating time in the

host country, the more experience or networks will be accumulated, and thus the greater the mitigation of LOF.
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