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Resumo

As empresas enfrentam inimeros desafios ao realizar suas operagdes de negocios sendo
um dos maiores desafios lidar com as condigdes do ambiente institucional. Neste estudo
analiso como a qualidade do ambiente institucional influencia a performance das empresas
em economias emergentes. Mais precisamente, este estudo desenvolve um modelo
conceitual abrangente de seis relagdes hipotéticas entre a qualidade das trés dimensdes
institucionais propostas por Scott (1995) (regulatéria, normativa e cognitiva) e a
performance das empresas. Além disso, também examina o efeito moderador da afiliagao do
grupo na performance das empresas quando a qualidade institucional ¢ baixa. O modelo ¢
concebido através de uma regressao linear usando uma amostra de 5.166 empresas de 19
economias emergentes para testar as hipoteses tedricas. Os resultados indicam que menor
qualidade regulatdria e normativa levard a menor performance das empresas. Os resultados
também mostram que o efeito moderador da afiliacdo de grupo tem um impacto positivo na
performance das empresas somente quando a qualidade regulatéria do ambiente institucional
¢ baixa. Considerando o efeito das institui¢cdes e afiliagdo de grupo na performance, este
estudo contribui para a nossa compreensdo de como as empresas de paises com menor
qualidade institucional, que estdo mais sujeitas a enfrentar dificuldades, se podem preparar

construindo uma teoria especifica do contexto.

Palavras-chave: teoria institucional; desempenho da empresa; grupos empresariais;

economias emergentes
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Abstract

Firms face numerous challenges while doing their business operations and one of
the biggest challenges is to deal with the conditions of the institutional environment. In this
study I analyse how the quality of the institutional environment influences firm performance
in emerging economies. More exactly, this study develops a comprehensive conceptual
model of six hypothesized relationships between the quality of the three institutional
dimensions proposed by Scott (1995) (regulatory, normative and cognitive) and firm
performance. Besides, it also examines the moderating effect of group affiliation on firm
performance when institutional quality is low. The model is designed through a linear
regression using a sample of 5.166 firms from 19 emerging economies to test the theoretical
hypotheses. The findings indicate that lower regulatory and normative quality will lead to
lower firm performance. The results also show that the moderating effect of group affiliation
has a positive impact on firm performance only when regulatory quality of the institutional
environment is low. Considering the effect of institutions and group affiliation on
performance, this study contributes to our understanding of how firms from countries with
lower institutional quality, that are more likely to face difficulties, can prepare themselves

by building a theory that is context-specific.

Key-words: Institutional theory; firm performance; business groups; emerging

economies
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Institutional quality, firm performance and business groups: evidence from emerging economies

1. Introduction

Firms face numerous challenges in their business operations, challenges that might
be facilitated or not, depending on the institutional environment in which they are inserted
which have the greatest effect on firm’s strategy and performance (Gaur, Kumar & Singh,
2014). Institutions can be considered as “the rules of the game *, divided in formal -such as
rules that human beings create or informal institutions - norms or codes of behaviour (North,
1990). Scott (1995) proposed that the institutional framework would be divided in three
domains: regulatory, normative and cultural-cognitive that together with associated activities
and resources they would provide meaning to life. Institutions decrease the transaction and
information costs by reducing ambiguity and creating an unchanging structure to facilitate
interactions, express and enforce property rights; and regulate the degree of competitions by
defining the terms of market entry (Rodriguez-Pose, 2013). They also act as an influence on
human behaviour since they include what a person can do or not and in under what conditions

the individual can take certain actions (North,1990).

Emerging economies are developing countries that are trying to transform their
economies into efficient market economies (Ferreira, Serra & Reis, 2011) however they
present an institutionally underdeveloped environment (Wu et al., 2016). Khanna & Palepu
(1997) presented three main sources for market failures: information problems; misguide
regulations and inefficient judicial systems. Other problems that contribute to the instability
of the institutional environment like lack of transparency, higher administration charges and
high government intervention makes emerging economies riskier and more uncertain (Xu &
Meyer, 2013). In emerging markets, the institutions that affect firms operations are not stable
(Young et al., 2008) Besides that, the formal institutions that exist in emerging economies
generally do not encourage mutually beneficially impersonal exchange between economic
actors which has as consequence, formal institutions end up being replaced by informal
institutions (Rodriguez-Pose, 2013) .When looking at the excessively imperfect conditions
in these emerging markets it seems crucial to relate existing theories on firm performance to
the institutional environment (Young et al., 2008). While the quality of the institutions

differs even in developed economies, firms performing in emerging economies face several
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institutional voids (El Ghoul, Guedhami & Kim, 2017) requiring managers to adopt certain

business strategies.

One of the most common strategies used to face institutional deficiencies is to join
a business group (Doh et al., 2017). Khanna and Rivkin (2001, p. 47-48) define business
groups as ’a set of firms which, though legally independent are bound together by a
constellation of formal and informal ties and are accustomed to taking coordinated action”.
Their presence is notorious in many countries across the globe especially in emerging
economies like India, Taiwan, Russia, and countries in Latin America and even in Japan
(Carney et al., 2011). Previous research has highlighted that business groups are context
dependent (Gaur & Kumar, 2009), which means that their benefits might function in some
contexts and in others probably not. In emerging economies, business groups are “safe
havens” since they can simulate the institutions that are needed for firms to succeed (Khanna

& Palepu, 2000).

Previous studies on emerging economies and institutions have highlighted the major
market failures (Khanna and Palepu, 1997; Xu and Meyer, 2013), others demonstrate the
importance of business groups in such institutional contexts (Khanna & Palepu, 2000; Gaur
& Kumar, 2009; Karabag & Berggren, 2014). However, to the best of my knowledge, there
are not many studies that evidence the effect of the low quality of the three dimensions of
the institutional environment on firm performance, generating two main research questions
in this study. First, is to find how the quality of the institutional environment (regulatory,
normative and cognitive) impact firm performance and second in which way being a part of
a business group can moderate the relationship between institutional quality and firm

performance.

This study uses ordinary least squares (OLS) controlling for firm-level using data
from an Enterprise Survey of the World Bank, World Bank Developed Indicators and
Hofstede Insights, as well as country-level characteristics using data from the World
Governance Indicators. Although my perspective on institutional quality offers a new
perspective within this research stream, my starting point is identical to existing literature. I
hypothesise that firms operating in countries with better institutions will outperform firms
operating in countries where institutional quality is lower. The test of the hypotheses is made
using a sample with crucial information from a period between 2007 and 2016 composed by

5166 firms from 19 emerging economies.
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The contribution of this study is that managers can gain further insights from
institutional theories. By taking a closer interest in the different elements of the institutional
environment we can understand how the institutional quality has an impact on firm
performance for standalone companies and for companies that are business group affiliated.
This study contributes a to the existing literature about the relationship between institutional
environment and firm performance by demonstrating that in emerging markets the lower is
regulative or normative quality the lower is firm’s performance. It also contributes to the
existing literature about group affiliation as an effective strategy to overcome challenges in
emerging markets by demonstrating that the relationship between low regulatory quality and
firm performance can be positively moderated if firms instead of operating alone become

group affiliated to a business group.

The study is divided in seven chapters as follows. The next chapter addresses the
literature review over the significant themes under analysis: institutional environment;
institutional environment in emerging economies; firm performance in emerging economies
and business groups in emerging economies. The third chapter continues with the
development of hypotheses. In the fourth chapter, the methodology includes presentation of
the data, sample, variables and modelling procedure. The fifth chapter demonstrates the
results of the tests of the hypotheses. The sixth chapter t involves a discussion of the results
linking back to the theory exposed on the literature review. The dissertation concludes with

a framework of final remarks.
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2. Literature Review

Institutions are often described as the “rules of the game” in a society or more properly,
they are “the humanly constructed constraints that shape human interaction” (North, 1990,
p-3). They can be considered as formal; such as rules that human beings create or informal
such as norms or codes of behaviour (Rodriguez-Pose, 2013). They act as an influence on
human behaviour since they include what a person can do or not and in under what conditions
the individual can take certain actions (North,1990). Institutions decrease the transaction and
information costs by reducing ambiguity and creating an unchanging structure to facilitate
interactions, express and enforce property rights; and regulate the degree of competitions by
defining the terms of market entry (Rodriguez-Pose, 2013). One thing that all the definitions
of institutions have in common are constrains and this constrains should be reasonably stable
or durable, as a result, this durability can be used as an historical instrument for the

institutional quality of today (Glaeser et al., 2004)

Institutions focal purpose is to reduce uncertainty and provide meaning by
conditioning the codes and norms of behaviour and defining the limits of what is legitimate.
(Peng et al., 2009). They not only influence the firm strategies and performance, but they
can also influence the evolution of resources and capabilities, for instance, networking
competences are more likely to be developed in countries where transactions are based on
network relationships (Li & Sun,2017). Institutions affect the encouragements faced by
agents and consequently the efficacy of alternative governance structures, they affect the
efficiency of markets which in turn will influence firm’s strategies in case of the existence
of institutional voids, and they also affect the rules of competition and the level of uncertainty
(Meyer & Peng, 2016). The existence of strong institutions also helps to reduce
informational asymmetries, that is one of the reasons of institutional voids, by providing
information about business partners and their possible behaviour otherwise firms will face
more risky partnerships and concentrate more resources seeking for information (Meyer et
al., 2009). From an organizational perspective, the main objective is to examine which
strategies firms must apply to gain legitimacy in a given institutional environment, especially
when firms are in under such institutional pressures (Kostova & Zaheer, 1999). This
concerns specifically firms that operate in multiple institutional environment, since the

institutional environment might represent a barrier for firms to gain legitimacy.
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The institutional environment of a country can be characterized by their economic,
financial, political, administrative, cultural and demographic environment, their knowledge
and global connectedness and finally their geographic position (Berry, Guillén & Zhou,
2010). Others proposed that the institutional environment is divided in two types of
institutions, higher order institutions referring to political institutions and lower order
institutions referring to economic institutions (Freytag & Voll, 2013). Scott (1995) proposed
that the institutional framework would be divided in three domains: regulatory, normative
and cultural-cognitive that together with associated activities and resources they would
provide meaning to life. Each one of these elements have their own importance and

sometimes one might be more relevant that the other but mostly they work in combination.
Regulatory institutional pillar

The regulatory institutional pillar consists in a combination of laws and rules that are
the base of organizational and industry action as well as provides stability and adequate
incentives for minimizing risk, uncertainty and corruption (Rodriguez-Pose, 2013).
Regulatory processes involves not only the capacity to establish rules but also inspect others’
conformity to them and manipulate the penaltiest and rewards if needed in order to guidance
future behaviour (Scott, 1995). The regulatories institutions define in a coercive mode what
is and what is not authorized which means that firms have the obligation to follow the
regulations and should be aware of governance imperfections (Hernandez & Nieto, 2015).
The instability of regulatory institutions can become a source of uncertainty for firms (Xu &
Meyer, 2013) and thus affect their moves, unlike informal institutions, a change in the
regulatory environment is more rapid and can affect business actions faster (Hernandez &

Nieto, 2015).

Previuous studies have found that regulatory sistems are fundamental for business
operations and the lack of them can affect firms negativaly (Stone, Levy & Paredes, 1996;
Ogus, 2002; Li & Zahra, 2012). For example, Brazil and Chile are both emerging economies
but Brazil has a complex legal and regulatory environment while Chile has some regulatory
and legal reforms that seek to facilitate market efficiency (Stone, Levy & Paredes, 1996)
Consequently, Chilean business transactions will benefit from legal integrity and
consistency of enforcement while Bazilean transactions will be higher due to more
complicated regulations and conflict resolution which implies somewhat poor quality of the

regulatory environment for business in Brazil (Stone, Levy & Paredes, 1996). Regulatory
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institutions as a set of economic, political and contractual rules can help to reduce the
transaction costs arising from information assymetry and potential oportunism (Li & Zahra,

2012).
Normative Institutional Pillar

Some theorists view the regulatory institutional pillar as the primary base of
institutions while others consider that institutions rest primarily on the normative pillar
(Scott, 1995). The normative institutional pillar consists in a set of values, norms and beliefs
representing the informal rules that are socially enforced (Mahmoud, 2014). The normative
structures not only define the goals and objectives but also the best way to chase them
(Palthe, 2014) They can describe what kind of behaviour an individual should have in a
certain situation and the confrontation of normative systems induces strong feelings that are
usually associated with the trespassing of norms, they can include shame or disgrace and in
the case of those who have an exemplar behaviour, feelings of respect and honour. These
feelings somehow, provide powerful inducements to comply with prevailing norms. (Scott,

1995).

The normative institutions vary from one country to another and this will also be
reflected in firms. For example, although Europe and United States may appear to have
similar contexts, in European countries social responsibility is said to be naturally
understood as the incorporation of socially responsible practices into the diverse activities
of business and wealth construction, while philanthropic model prevails whereby wealth is
first formed and then directed through foundations into social causes (Blasco & Zolner,

2010).
Cognitive Institutional Pillar

The cognitive institutional pillar can be defined as the social conception of actors in
creating a shared frame of reference or categories in which to understand, or make sense of
the world (Scott, 1995). It is a knowledge that is taken-for-granted, for example, some things
are not questioned because they are already perceived as true as if they were a part of the
common sense (De la Torre-Castro & Lindstrom, 2010). The cognitive domain differs from
the normative because while the norms and values refer to classifying the role of institutions
the cognitive domain is about authenticating “what counts as what “or “true” or “false” (De

la Torre-Castro & Lindstrom, 2010). For instance, cognitive system may worry about how
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knowledge is shaped or shared and may differ significantly between countries (Alexander,
2012). Organizational decision makers are based on their discernment of reality so over time
they develop this cognitive map that is taken for granted and reflect the problems and the
solutions that they use to make decisions in difficult situations (Ang, Benischke & Doh,

2015).

The following table 1 represents the differencies between the three domains of the

institutional environment proposed by Scott (1995):

Table 1 - Three Pillars of Institutions

Regulatory Normative Cultural-cognitive
Basis of Expedience Social Taken-for-grantedness
compilance obligation Shared understanding
Basis of order Regulative rules Binding Constitutive schema
expectations
Procedures Coercive Normative Mimetic
Logic Instrumentality Appropriateness Orthodoxy
Indicators Rules Certification Common beliefs
Laws Acreditation Shared logic of actions
Sanctions Isomorphism
Affect Fear Guilt/innocence =~ Shame/Honor Certainty/ Confusion
Basis Legally santioned Morally Comprehensible
oflegitimacy governed Recognizable
Culturally supported

Source: Adapted from Scott (1995).

Firms are like institutions, they also contribute to build a structure of human
interaction, by including, political, economic, social frames and educational frames (North,
1990). Each firm has incorporated its own institutional environment which involves systems
and practices resulting from the past and the exterior institutional environment that is also
shared with other firms. Internal and external institutional environment can both impact
organization’s actions (Lu, 2002). DiMaggio & Powell (1983) prove that every organization
is shaped by technical and institutional forces. They describe how the mechanisms by which

institutional effects are disseminated by the organizational field, presenting three
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mechanisms of institutional isomorphic change: coercive, mimetic and normative. The
institutional environment forces firms to become more similar with each other by changing
their structure and characteristics so that they can be compatible with the institutional setting.
Firms are influenced by normative pressures, sometimes coming from an external factor
such as the state, other times arising from within the organization itself (Zucker, 1987). The
institutional development will affect firm’s entry strategies as well as manager’s necessity
to find local resources will influence the entry strategies in different ways in different
institutional environments (Meyer et al., 2009). Thus, the success of an organization is
positively related with the degree in which an organization can successfully navigate in the

external context where it is incorporated (Humphreys, 2010).

21. Institutional environment in Emerging Markets

The institutional context is an important factor for firms to succeed since they not
only influence the human behaviour (North, 1990) but they also have an impact on the
strategies of the firms and management decisions (Ahlstrom et al., 2014; Meyer et al., 2009;
Xu and Meyer, 2013), their behaviour (DiMaggio and Powell, 1983) and the resources
evolution and capability (Peng et al., 2009). Emerging economies’ institutional environment
is quite particular and the literature about it is extensive (Khanna & Palepu, 1997; Gaur &
Kumar, 2009; Meyer et al., 2009; Xu & Meyer, 2013) since they provide a big source of
investigation between the institutional environment with firm’s strategies and performance
(Ahlstrom, 2014). They generate opportunities for firms and businesses scholars as well, so
researchers have been interested in exploring and continuing their theories about the
challenges that firms suffer when internationalizing into those markets, challenges that local
firms must face and the challenges that firms from emerging economies face when
internationalizing into other countries (Xu & Meyer, 2013). To understand the effects of
operating in an emerging market, we need to understand also what is indeed and emerging

market.

Countries that are characterized as being emerging markets usually are developing
countries that are trying to transform their economies into efficient market economies and
are recognized by the following characteristics: lower than average per capita income, higher
rate of growth; higher volatility and instability; transitional economy: the government tries
to create a structure of a market economy through decent economic reforms; higher than

average levels of return (Ferreira, Serra & Reis, 2011). Khanna & Palepu (1997) characterize
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emerging markets using a criterion of how well an economy supports buyers and sellers
come together. Most economies provide a set of institutions that enables the relationship
between buyers and sellers, although in many developing countries is not that easy due to
their market failures (Young et al., 2014). Khanna & Palepu (1997) presented three main
sources for market failures: information problems — managers need solid information to
access to the products and services that they buy and the investments that they do, without
it they are hesitant to do business; misguide regulations- in emerging economies there are
some restrict laws that prevent firms to lay off workers, which is good because it provides
stability to the society but firms are less capable to hold the opportunities when compared
with advanced economies; and for last, inefficient judicial systems — firms will be hesitant
to do business when there are no strong judicial systems to enforce contracts between

partners in a consistent and expectable way.

In emerging economies, markets are less efficient due to the lack of transparency,
they suffer from more information problems and higher monitoring and administration
charges; governments not only set rules but they interfere with firm’s behaviours, some firms
are state-owned or state-controlled; firms rely more on networks to interact with each
other’s; risk and uncertainty are more high due to the instability of the institutional
environment (Xu & Meyer, 2013). In emerging economies, the institutions that influence the
firm operations are not stable (Young et al., 2008). Besides that, the formal institutions that
exist in emerging economies generally do not encourage mutually beneficially impersonal
exchange between economic actors which has as consequence that the firms rely more on
the informal institutions. For example, in the case of corporate governance, emerging
economies absence of effective and foreseeable rule of law which characterized them for
having a weak governance environment (Young et al., 2008). This does not particularly
mean that emerging economies have no law, it means that the formal institutions are
inefficient or are not operating as they should (Young et al., 2014) resulting in a corporate
governance shaped by the informal institutions, such as relational ties, business groups,

family connections and government contacts (Ahlstrom et al., 2014; Young et al., 2008).

The local context matter and there are significant differences between developed and
emerging markets, for example, the regulatory environment in emerging economies from
Easter Europe is characterized for being predominantly vertical orientated and state centred
that permeates the business task through excessive regulation also the radical economic

reforms leads to higher unemployment levels (Manolova, Eunni & Gyoshev, 2008). The lack

10
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of institutions to protect property rights, fair competition and financial discipline increases
the risk which in turn makes business costlier. Relatively to the cognitive environment, they
claim that managers with a socialist ancestry may possess higher education achievements
but also possess lower levels of management capacity which makes it irrelevant or
insufficient to guarantee short term venture survival in an environment that is constantly
changing (Manolova, Eunni & Gyoshev, 2008). The differences between advanced
economies and emerging are notorious, for example, while most emerging markets have few
business schools and littles training, in United States it is easier to find high skilled managers,
they have many business schools and consulting firms offering talent thus forming a high
number of managers with capabilities (Khanna & Palepu, 1997). Contrary to advanced
economies, emerging markets not only suffer from much more state intrusion in their
business operations but also firms have difficulty in foreseeing the activities of regulatory
bodies (Khanna & Palepu, 1997). Despite the extensive government intervention, emerging
economies lack instruments to implement contractual agreements, while in developed
countries firms can work together under contractual agreements because they know that

courts will defend them in case the partner break their contract (Khanna & Palepu, 1997).

The following table demonstrates the main differences between developed and

emerging markets:

Table 2 - Differences between developed markets and emerging markets

Dimensions Developed Markets Emerging Markets

Level of  economic High Low/Medium

development

State of economy(society) Developed/stable Transitional/ Unstable
(Economic/Political
reforms)

Macroeconomic Developed/ Stable Undeveloped (being

framework created)

Market institutions Developed Undeveloped (being built)

Governmental Not so high High

involvement

Room for growth Narrow Huge (undeveloped

(matured markets)

markets)

11
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Labour Market Many business scholars Few business scholars and
and  consulting firms little training; management

offering talent talent scarce

Contract Enforcement predictable unpredictable

Source: Adapted from: Khanna and Palepu (1997); Adapted and translated from: Ferreira, Serra & Reis
(2011).

Connecting institutional theory with emerging economies, home country institutions and
institutional changes, format the behaviour of firms that perform in emerging economies,
generating an advantage or disadvantage when performing in overseas markets (Xu &
Meyer, 2013). The weak institutional environment of emerging economies not only affect
local firms but also foreign entrants that might want to do business in emerging economies
Xu & Meyer (2013). Foreign entrants are more likely to choose a joint venture than
acquisition as an entry mode because emerging economies are can lead to smaller, more
unstable and less liquid stock markets (Meyer et al., 2009). This concludes that the
characteristics of the institutional environment of emerging economies has impact on firms,

whether in their strategies or in their performance.

2.2. Firm performance in Emerging markets

Firm performance in emerging economies has been a target of numerous studies
(Khanna & Palepu, 1997; Karabag & Berggren, 2014), because several reasons can affect
performance. Whether if it is something to do with the country, where the firm is operating
or if it is even the strategy or the structure of the firm (Karabag & Berggren, 2014), so we
can assume that performance is a very ambiguous subject. This study investigates how the
quality of the institutional environment affects firm performance, so it is important to do a
previous review on the existing literature about firm performance in emerging economies

since the sample of this study is composed by emerging economies.

In emerging economies, researchers have found that industry structure and firm
strategy have impact firm performance (Karabag & Berggren, 2014). In developed markets
focused strategies may work well but may be wrong for emerging markets Khanna & Palepu,
(1997). Emerging economies have less suffer from market failures which includes uncertain

government behaviour leading to possible obstructions of any firm’s operations, deficiencies

12
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in areas of human capital meaning that firms will battle to find employees with high skills

and communicating with clients becomes more difficult (Meyer & Peng, 2016).

Firms are “planted” in country specific institutional arrangements, a weak
institutional environment will affect firm performance negatively (Chen, 2015). In fact, the
presence of institutional voids or market failures make transactions more difficult and
costlier, becoming one of the reasons why firms have the propensity to belong to a larger
network or a business groups in emerging markets (Gaur & Kumar, 2009). Strong economic
institutions allow firms to benefit from access human capital and technology and skills, also,
firms will suffer from less interference of the government in their behaviour (Li & Sun,
2017). This would translate, that a firm in a well-established institutional environment can
operate more efficiently and competitively when compared with firms that are in a weak

institutional environment (Li & Sun, 2017).

Institutional effects also have an impact the persistence of good or bad performance.
Chacar & Vissa (2005) found that poor performance of the firms will persist longer in
emerging economies than in developed economies. It seems that in emerging economies the
inflexibility of the labour market frequently imposes legal constraints on managers and
owners in their effort to take required action to regain profitability Chacar & Vissa (2005).
Such institutional constrains are likely to intensify the power of dependent actor, such as
employees, who benefit more from the maintenance of an organization independently of its
performance Chacar & Vissa (2005). Poorly developed markets for corporate control, larger
information asymmetry between buyers and sellers, non-executive directors in emerging
markets are likely to have less power and legitimacy to supervise and discipline managerial
action also lead to poor firm performance (Meyer & Peng, 2016). Additionally, the
reputation associated with failure and bankruptcy of emerging economies (Young et al.,
2014) will only aggravate the reasons mention above for the persistence of poor firm

performance.

2.3. Business Groups in Emerging Markets

Business groups are an organizational form in which a set of legally independent
firms are bound together through formal and informal ties and are prepared to take
coordinated action (Khanna & Rivkin, 2001). Ties in business groups are frequently

incorporated in pre-existing social structures such as families and ethnicity that provide
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customs and a moral basis that are a part of group coordination and transactions. This
characteristic is what differentiates groups from other structural forms like alliances,
conglomerates and holding firms (Chang, Chung & Mahmood, 2006). Some studies have
revealed that financial, legal and human resources voids will not affect firm performance the
same way and because of that, business groups will perform better than standing alone firms
when operating in emerging markets due to the benefits they bring to affiliated firms
(Khanna & Palepu, 1997; 2000). However, Khanna & Rivkin (2006) have found that other
reasons like owner overlap, indirect equity holders and direct interlock can be a strong
delineator of group boundaries instead of a family connection. Business groups have an
important role in some countries although there are significant differences between them as
well as their designation, for instance, in Japan we have the keiretsu, in China the chaebol,
business houses in India, the bumiputera groups of Malaysia and Indonesia, also in Russia,

the oligarchic financial-industry groups (Carney, 2008).

Groups also appear to have other differences in the level of diversification, vertical
integration, in their involvement in banking and financial services, family control and in
their political importance. Khanna & Yafeh (2007) have found that groups in Chile are more
diversified than groups in South Korea, groups in India are way less vertically integrated
than groups in Philippines, also groups in Philippines tend to be much more involved in
banking and financial services than in Thailand. In some groups there is a higher family
involvement than in others and while in some countries groups might represent a politically
significant strength, in others the relationship between groups and the government tend to
be more unstable. The differences between business groups around the world are a few but
it is like Khanna & Palepu (1997, p.46) claimed “not every group adds value in the same

way and no group can hope to fill every institutional void.”

The benefits and damages of business groups have been a target of several studies
forming a deep division among investigators about the economic benefits of group affiliation
(Karabag & Berggren, 2014). A proper example of that are some studies that characterize
business groups as “paragons or parasites” (Khanna & Yafeh, 2007) or “heroes and villains”
(Claessens, Djankov & Lang, 2000). Khanna &Yafeh (2007) have found that the portion of
firms classified by domestic sources as a part of a business group is extensive, oscillating
from about a fifth in Chile and two-thirds in Indonesia, also in the other countries of their
study, groups tend to be quite large and economically significant. They also argue that,

although groups may have a positive effect in underdeveloped economies, they can also
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damage social welfare because of rent seeking and monopoly power. It is difficult to confirm
whether groups are “parasites” or “paragons”, it depends on the country and maybe of the

period.

The literature about business groups is broad and although most of the studies argue
that business groups serve has a “safe haven “in the absence of institutions. Khanna & Palepu
(2000) argue that there is no a priori theoretical reason to concentrate on market failures to
explain the existence of business groups because groups can also mitigate problems in
product markets, labour markets and in cross-border markets for technology (Khanna &
Palepu, 1997). The benefits of business groups have been pointed out by other studies (Gaur,
Kumar & Singh, 2014). Khanna & Rivkin (2001) examine the effects of group affiliation in
14 emerging markets and found that affiliates perform better than non-affiliates in six
countries and worse in only three, the other five had no differences in profitability. Chang &
Choi (1988) have also emphasised the importance of business groups reporting that thirty of
the largest business groups in Korea represent 40,7% of the total value of shipments in the
manufacturing sector and that business groups which have a multidimensional structure had
better economic performance results, since this structure would help to overcome transaction
costs due to organizational failures. Chu (2009) investigated the profitability of affiliated
firms in Taiwan and found out that the size of the business group matter, in fact, when
affiliated with small and medium-sized groups, their performance decreased but on the other
hand when affiliated with the largest business groups, member firms indeed show improved

stock market performance.

Despite the advantages, group affiliation also presents some disadvantages. For
instance, Gaur & Kumar (2009) defend that the benefits of groups affiliation are context-
dependent. Firms benefit from groups affiliation due to market failures, absence to
institutions or the presence of government support but when the context changes, group
affiliation may no longer bring benefits moreover it can represent a liability when operating
in a developed country (Gaur & Kumar, 2009). Buysschaert et al. (2008) research has
revealed that the benefits of group affiliation are lower in developed markets than in
emerging economies since developed economies are characterized by strong institutional
framework, the costs of being in a business group, such as misallocation of capital by strong
subsidiaries subsidizing weaker institutions or the phenomenon “tunnelling”- a process
where leading stakeholders transfer incomes from outlying to principal firms in which they

hold relatively superior equity ownership -, would be much higher.
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The effects of groups affiliation seem to be context dependent, in advanced
economies like U.S, the institutional framework is characterized by well-functioning capital,
workforce and product markets which means that is easier for firms to access to information,
raise capital, gain costumer approval and play the “rules of the game”. In this environment,
is less likely for firm to benefit from group affiliation (Khanna & Palepu ,1999). On the other
hand, business groups are a common presence in emerging economies (Khanna & Rivkin,
2001). Emerging markets lack of for regulative, normative e cognitive institutions required
for efficient market-based exchange (Gaur & Kumar,2009). In such circumstances, business
group ties are advantageous because they offer a haven from market failures and offer access

to resources that are inaccessible to stand-alone firms (Carney et al., 2011)

The access to institutions in emerging economies is poor since most of them are
developing countries so firms might be unable to raise the necessary financing and without
stronger educational institutions, they might have troubles to hire skilled employees in
management, communicating with clients becomes more tough when the substructure is
poor (Khanna & Palepu, 1997). However, business groups can simulate internally the
functions provided by market institutions in developed countries (Khanna & Palepu, 1999).
For example, in India the biggest business groups have built autonomous industrial cities
implementing their own necessary infrastructure such as roads, telecommunications,
electrical power, schools and medical facilities (Carney, 2008). This seems to agree with
what Khanna & Palepu (1999) claim, business groups serve as intermediaries between
entrepreneurs and imperfect markets, for instance, they can use their extensive scope to
soften out the income flows and by thus assure the access to internal finance in a context
where external finance is even more costly than in developed economies, groups also
facilitate the access to technology for member firms. From a transaction costs perspective,
business groups also help to develop managerial talent and improve the lack of lack of skilled
labour and comparing it with stand-alone firms, business groups do it more efficiently due

to transaction recurrence (Chang & Choi, 1988).

The advantages and disadvantages of business groups appear to be many, also, their
success and purpose seem to be context dependent. The prior literature about business groups
shows that in many emerging economies they are a common organizational strategy used by
firms to overcome the institutional voids, so I will test to see if in a context where the
institutional environment is weak, such as emerging economies, firms that are group

affiliated can improve their performance when compared with standalone firms.
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3. Conceptual Framework

The literature review shows us that the institutional environment is important for
companies to do business; in fact, it is acceptable to affirm that countries with strong formal
and informal institutions create more robust environments for firm performance (LiPuma,
Newbert & Doh, 2013). This means that the “rules of the game” will affect the “players of

the game”.

3.1. Regulatory environment and firm performance

Emerging economies are more likely to suffer from high levels of regulatory
volatility which might be reflected on regular and unpredicted changes in government
policies, government interference in business and inadequate means to enforce laws and
contracts (Hernandez & Nieto, 2015). A change in the regulatory environment is faster than
in the normative or cognitive environment, so it is more difficult for firms to be prepared to
these changes that will have an impact on firm’s decisions exposing them to more risks
(Hernandez & Nieto, 2015; Meyer & Peng, 2016). Researchers have found that rules and
laws, more exactly the legal framework of a given country can shape the transactions costs
in some markets and influence investor’s strategic choices and firm’s performance (Li &

Sun, 2017).

Political institutions encourage rule of law, without it there would be no transparency
and law enforcement which would lead that contractual agreements are not so protected and
thus the risks and costs of doing business will increase, it would also lead to poor
enforcement intellectual property rights (Meyer & Peng, 2016). Strong property rights are
an encouragement for firms to innovate and operate competitively, therefore property rights
are a crucial factor for a positive firm performance (Li & Sun, 2017). The performance of
firms, special the new ones and the smaller ones, will be affected by the institutional quality
of the environment where they are inserted, which include consistent transparent regulation,
a well-developed and fair legal system, low levels of bureaucracy and easy access to

financial services (LiPuma, Newbert & Doh, 2013).

The quality of the regulatory environment is reflected by of how well the legal

systems work in order to encourage transparency, strong property rights and protection of
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contractual agreements. Emerging economies are characterized by the lack of transparency
misguide regulations and. inefficient judicial systems which mean the quality of the
regulatory environment has low quality, this will translate in a decrease of firm performance
when comparing with advanced economies since in this environment firms will not entirely

take advantage of the opportunities to invest (Bulow, 2015).

Hypothesis 1: In emerging economies, the lower the quality of the regulatory

environment the lower is firms’ performance.

3.2. Normative environment and firm performance

The normative and cultural cognitive environment refer to informal institutions.
These informal aspects in a country can be reflected on the level of corruption, the
responsiveness of political systems to economic challenges, transparency in governance, the
importance of business networks and connections and culture (Gaur, Delios & Singh, 2007).
Norms exist on the society level, however, they are incorporated by individuals, and
individuals’ behaviour is mutually persuaded by norms. Corruption is one of the most serious
threats to society and is a behaviour of public officials, which differs from the norms
(Chabova, 2017). In developing countries where the laws and public system lack of fairness
and does not assure equal access to services it is more favourable to be corrupt while in
countries that are democratic and have a strong regulatory environment it is more favourable
to be honest (Chabova, 2017). Firms from developed countries are more likely to have a
corporate culture of transparency due to their norms and believes and that’s why foreign -
owned firms in Moscow are less likely to misrepresent their employees’ salaries due to this

transparency (Zhao, Teng & Wu, 2018).

The new institutional economic sociology claims that individuals perform in a
context-bounded rationality, shaped by tendencies, networks, norms, cultural values and
institutional environment (Hechavarria & Reynolds, 2009). Culture is a part of the normative
environment since is it is a set common norms, beliefs and behaviours and thus the normative
environment of a country will affect manager’s behaviour in different ways (Hechavarria &
Reynolds, 2009). People will act according with their values and norms, for example, a
culture that encourages entrepreneurial behaviours tends to develop innovation while
cultures that encourages conformism has less probability to encourage such behaviours

(Hechavarria & Reynolds, 2009). In order for firms’ normative environment to provide

18



Institutional quality, firm performance and business groups: evidence from emerging economies

sustained competitive advantages and thus ,contribute to greater financial performance,
certain requirements must be satisfied; the norms and values must be relevant, it must allow
a firm to do things and behave in ways that lead to high sales, reduce costs high margins or

in other ways add financial value to firms (Adekunle & Jude, 2014).

The informal institutions such as unwritten rules and norms of behaviour will shape
the process through which firms will gain legitimacy from the local community to boost their
probability of survival and growth over time (Roxas & Chadee, 2012). Norms and conducts
of behaviour influence people which in turn will influence the way people act within an
organization, the quality of the normative institutional environment will impact firm
performance, such as, firms acting in environments with lower normative institutional

quality will decrease their performance.

Hypothesis 2: In emerging economies, the lower the quality of the normative

environment the lower is firms’ performance.

3.3. Cognitive environment and firm performance

The cognitive environment assumes what is taken for granted in an individual’s mind
as if it is something that is a part of the common sense that is not questioned (Scott, 1995).
Cognition incorporates the intellectual processes through which information is collected,
changed, stored, recovered, and used (Adekunle & Jude, 2014). Cognition maps of human
beings are a significant predictor of behaviour, since these maps are created through culture
and the social environment which helps us to understand the differences in individual’s
behaviour between countries (Busenitz & Lau, 1996). In business, also the way of how
people think will influence their behaviour within an organization, for example, some
decisions of stating a new venture are influenced by the way of how the managers remark
and interpret the countries’ environment (Busenitz & Lau, 1996). Manager’s perceptions of
the environment where they form business might play a key role in the firm’s chances of

success (Hechavarria & Reynolds, 2009).

Every country has their own culture and culture affects how people behave, so it is
expected that different cultures will affect people in a different way (Busenitz & Lau, 1996).
Studies have discovered that in China, managers appreciated participative decision making
much more than Hong Kong managers and that in turn Hong Kong managers prefer internal

competition and individual risk-taking initiative, consequently leading to essentially
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dissimilar ways in which business opportunities are examined and explored (Busenitz &
Lau, 1996). The quality of the cognitive environment will depend on what people believe
and the kind of knowledge people have that is a part of the common sense or what is taken
for granted, which will affect what managers believe what is right or wrong for the

organization affecting also the performance of the organization itself.

Hypothesis 3: In emerging economies, the lower the quality of the cognitive

environment the lower is firms’ performance.

3.4. Moderating effect of business group affiliation

The regulatory environment plays an important role for firms to succeed but this
environment is not always the most favourable. In countries with too many state
interventions sometimes it is difficult for firms to regulate their workforce to altering their
economic condition, by implementing inflexible labour regulation the government may
prevent firms to lay of their employees and labour unions may insist on job security in the

absence of government-provided unemployment assistance (Khanna and Palepu, 1997).

Business groups can be a major help to overcome these inflexibilities since they can
create extensive internal markets of their own, for example, if the prospects of an affiliated
are falling its employees can move to another group company that is on the rise (Manikandan
& Ramachandran, 2015). In addition to the excessive government intervention, in emerging
economies, firms also have difficulties in predicting the actions of the regulatory system
(Meyer & Peng, 2016). For example, in India the law sometimes establishes criteria of for
various business decisions, so Indian bureaucrats have a lot of discretion in how they apply
the rules (Khanna and Palepu, 1997). In cases like this business groups serve as an

intermediary when their singular firms need to deal with the regulatory bureaucracy.

The strength of the regulatory environment also includes the formal protection for
property rights and contract, including efficient government regulation and courts. The
credibility of the judicial systems makes it easy for everyone but that not always happen, if
the regulatory environment does not include formal protection for property rights and
contract, firms will face more difficulties to resolve disputes trough judicial systems (Khanna
& Palepu, 1997). In many Asian countries the organization of firms into business groups is
due to the lack of regulatory institutions that can guarantee business transactions (Estrin &

Prevezer, 2011). Business groups interchanging repeatedly with one another create markets
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for capital, high skilled employers, technology, and other resources that are expensive or
unreachable through market contracting (Estrin & Prevezer, 201 1. Group reputation replaces
for underdeveloped legal and regulatory instruments that leave smaller investors susceptible
to expropriation risks and information asymmetries (Khanna and Palepu, 2000; Manikandan
& Ramachandran, 2015), so I proposed that being a part of a business groups will moderate

the effect of low regulatory quality in emerging economies on firm performance:

Hypothesis 4: In emerging economies, business group affiliation will moderate the
effect of regulatory quality on firm performance, such as firm that are affiliated to a

business group will perform better than standalone firms.

The normative environment is composed by unwritten rules and norms of behaviour
that will shape the process through which firms will gain legitimacy from the local
community to boost their probability of survival and growth over time (Roxas & Chadee,
2012). The quality of the normative institutional environment will depend of these unwritten
rules and norms of behaviour and it can be reflected on the level of corruption, the
responsiveness of political systems to economic challenges, transparency in governance, the
importance of business networks and connections and culture (Gaur, Delios & Singh, 2007).
High levels of corruption, lack of transparency in governance leads to lower quality of the
normative environment consequently affecting firm’s legitimacy and performance so it is
important for firms to have strong business networks and connections (Meyer & Peng, 2016).
For firms from emerging economies it is difficult and expensive to gain legitimacy in foreign
countries due to the weak country-of-origin effects and absence of any prior recognition

(Gaur and Kumar, 2009).

Under these conditions, the predominance of business groups in emerging markets
helps firms overcome some of the challenges they face. Firms which are group affiliated
have better access to the information, knowledge and resources implanted in the social
relationships of family and business groups (Chung & Luo, 2013). Firms inserted in strong
social networks operate distinctively with regard to the low quality of the normative
environment, since these networks offer benefits to the affiliated firm such as quality real-
time information, joint problem solving, learning and reciprocal assistance when comparing
with stand-alone firms. A second important theory emerging from sociology highlights
solidarity norms and codes of behaviour in business groups proposing that business groups

might generate a “moral community” within which there is less probability of opportunistic
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behaviour which should affect positively the performance of group affiliated members
(Khanna and Palepu, 2000), so I propose that group affiliation can moderate positively the

effect of lower normative institutional quality on firm performance:

Hypothesis 5: In emerging economies, business group affiliation will moderate the
effect of normative quality on firm performance, such as firm that are affiliated to a

business group will perform better than standalone firms.

In the beginning, the idea of cognitive maps was mostly viewed as an individual-
level concept, however, some scholars have discussed that the individuals of the same firm
may share the same cognitive maps (Grewatsch & Kleindienst, 2017). Members of the same
functional area or community of practice have identical experiences and interpret those
experiences identically (Mitchell & Nicholas, 2006). Firms belonging to a business group
may face identical problems, so it is easier for them to find the solutions once they share the

same cognitive maps.

Being a part of a business group generates a greater opportunity of management
turnover since an extensive portion of new top managers comes from other group members;
and usually managers become more experienced subsequently (Shi, 2015). The connection
between several distinct areas of the group represents an opportunity of exchange of
knowledge that is exclusive to each area (Mitchell & Nicholas, 2006). Business groups not
only provide more tacit knowledge and capabilities to affiliates but also group affiliated
firms tend to be more autonomous than subsidiaries or multidivisional firms since they are

legally distant from each other (Mukherjee, Makarius & Stevens, 2018).

In some countries where goals are unclear or when the institutional environment
generates representative uncertainty, firms may shape themselves to other firms since
problematic search may yield a feasible solution with little expenditure (DiMaggio &
Powell, 2000). Firms belonging to a business groups may imitate other firms from the same
group by sharing the same cognitive maps which would be an advantage when facing
problems. Besides, belonging to a business groups will lead to mutual trust and routine
interactions between the members of the group allowing them to share available information
within the group (Chung & Luo, 2013). I proposed that in emerging economies when the
quality of the cognitive environment is low being a part of a business groups will lead to

better performance than acting alone.
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Hypothesis 6: In emerging economies, business group affiliation will moderate the
effect of cognitive quality on firm performance, such as firm that are affiliated to a

business group will perform better than standalone firms.

The hypotheses above mention are schematically represented in the figure below:
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4. Method

4.1. Data and Sample

This study uses a sample of business groups and stand-alone firms, from a period of
2007 to 2016, that are listed on the Enterprise Survey from the World Bank Group. The
Enterprise Survey is a firm-level survey of an illustrative sample of an economy's private
segment. The surveys cover an extensive range of business environment themes including
access to finance, corruption, substructure, crime and disorder, competition, and
performance measures. The World Bank collects enterprise data to evaluate manager’s
consciousness of business environment to develop a better insight about firm behaviour and
performance. The World Bank Enterprise Survey also has available information about firm’s
attributes as well as group affiliation, human resources practices, technological innovation
and other management proceedings, besides, it also provides information about the control

variables.

The sample is composed by 5.166 observations from 19 emerging economies
represented in table 8: Brazil, Chile, China, Colombia, Czech Republic, Egypt,
Hungary, India, Indonesia, Malaysia, Mexico, Morocco, Peru, Philippines, Poland, Russia,
South Africa, Thailand, and Turkey. These emerging economies where chosen from the
MSCI (Morgan Stanley Capital International) Emerging Market Index which captures the

large and mid-capitalization emerging markets equities.

The reasons why I choose emerging economies to conduct this study are: first,
emerging markets are characterized by the lack of institutions and market failures (Khanna
& Palepu, 2000) which turns them into a favourable sample to investigate if the firm
performance is associated with poor institutions. Second, once business groups are a
response to market failures (Gaur & Kumar, 2009) by simulating internally the functions
provided by market institutions in developed countries (Khanna & Palepu, 1999), they are
mostly common in emerging economies than in developed economies which turns emerging
economies an appropriate sample to test the moderating effect of group affiliation. Third and
last, emerging markets are target of several studies (Chacar & Vissa 2005; Chang, Chung &
Mahmood, 2006; Freytag & Voll, 2013; Xu & Meyer, 2013; Manolova, Eunni & Gyosheyv,
2008) since they motivate the growth in the global economies because they are devoting in

more productive capacity.
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4.2. Variables

4.2.1. Dependent Variable

Firm performance. This study focuses on the relationship between firm performance

and the institutional environment in Emerging economies. Firm performance is main
research question within the field of International Business (IB) and as a result, performance
is a crucial dependent variable of interest to IB scholars (Li & Sun, 2017). Firms operating
in countries with weaker institutions will be affected in their performance negatively when
compared with firms operating in countries with stronger institutions. Following extant
research (Gaur and Kumar, 2009; Li & Sun, 2017) I present the sales of current year to
measure firm performance, more exactly the In of the sales, using the data from the

Enterprise Survey from the World Bank.

4.2.2. Independent Variables

Regulatory Quality. The independent variable Regulatory Quality capture of how strong the
regulatory institutions are, of how well the laws are being enforced. Is measured trough one
of the World-Wide Governance indicators from the World Bank Group. The World’s bank
governance indicators have been implemented from several studies since the six indicators
(Voice & Accountability, Political Stability and Lack of Violence, Government
Effectiveness, Regulatory Quality, Rule of Law, and Control of Corruption) cover 209
countries and regions starting from year 1996 (Ang, Benischke, & Doh, 2015). I choose the
indicator regulatory quality which according with the world Bank captures perceptions of
the aptitude of the government to articulate and implement sound policies and regulations
that allow and encourage private sector development (Kaufmann, Kraay & Mastruzzi, 2011).
The measurement of this variable is made by using the standard normal units of the
governance indicators, ranging from -2,5 to 2,5 governance performance to define regulatory
and normative quality, with the higher values indicating a better governance performance
(Kaufmann et al., 2011). To avoid using negative values that could make the results

confusing, I transformed this variable and re-computed the scale from -2,5 to 2,5 to 0 to 5.

Normative Quality. The normative institutional pillar consists in a set of values, norms and
beliefs that are represented in the form of national culture in each country (Scott, 2001). The
beliefs reside on the importance of “group” against “individual” in society that govern
actions, also the importance of consistently applied rules versus personal relationships or

mutuality (Alexander, 2012). Collective responsibility, trustworthiness and mutual
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obligations strengthen the value of collaboration and reduce the possibility of desertion,
reducing transaction costs and encouraging investments in extremely specific assets (Hill,
1995). These norms and believes will influence the behaviour of the individuals inside of an
organization, the way they conduct work, how they solve problems and how they
communicate and create relationships. Following extant research (Alexander, 2012), I use
one of the nine dimensions of culture measurement in the GLOBE model from the GLOBE
Project. I selected Institutional Collectivism (Social Practices) which measures the degree to
which organizational and societal institutional practices encourage and reward (and should

encourage and reward) collective distribution of resources and collective action.

Cognitive Quality. The cognitive institutional pillar can be defined as the social conception
of actors in creating a shared frame of reference or categories in which to understand, or
make sense of the world (Scott,1995). Equally, the taken-for-granted beliefs surrounding
how individuals in a society comprehend and deal with risk or ambiguity, conducts
behavior in firms and affects orientations towards change and innovation (Alexander,
2012). To measure this variable, I follow extant research (Alexander, 2012) by choosing
uncertainty avoidance (UAI), one of the six dimensions of culture measurement from the
Hofstede Insights, which measures the degree to which the members of a society feel
uncomfortable with uncertainty or ambiguity. Countries exhibiting strong UAI maintain
rigid codes of belief and behaviour and are intolerant of unorthodox behaviour and ideas.
Weak UALI societies maintain a more relaxed attitude in which practice counts more than

principles.

4.2.3. Moderating Variable
Group Alffiliation. The data for this variable was from the Enterprise Survey from the World

Bank and it is measured by an indicator variable which took the value of one if the

establishment is a part of a larger firm and zero otherwise.

4.2.4. Control Variables

The control variables are, at the country level: GDP per capita, Exports and Inflation

and at the firm level: Firm Size, Firm Age and Experience of the Top Management Team

(TMT).

GDP per capita. The GDP per capita represents the market size of the investment recipient

country, it measures the wealth and purchasing power of a country. Through the analysis of
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its evolution we can observe the growth of the market. High GDP per capita may indicate
more economical efficiency and that the country is richer which can affect the dependent
variable since the population will have a greater purchasing power. This variable is measured
through the natural logarithm of the GDP per capita of the country in US dollars collected

from the World Development Indicators.

Exports. Exports represent the goods and services produced in one country and bought by
economic agents of another country. I included this variable because it might influence sales
indirectly. Firms that are in countries with high volumes of exports may benefit from the
technical support that overseas buyers offer to exporters by improving thus production
effectiveness (Park et al., 2010). Export involvement may also lead to faster learning about
market prospects for new products or how to adapt products to the needs of individual
buyers. This channel can affect firm performance independent of any learning (Park et al,
2010). This variable is measured using the natural logarithm of the Exports of each country

in the samples that I collected from the World Development Indicators.

Inflation. Inflation is a state of the economy in which the general prices are rising, but the
value of money and the purchasing power is falling (Masovic, 2017). Through its effect on
interest rates, exchange rates and cost of living, inflation contributes to the decrease of
general confidence in the country’s economy. During a period of inflation, holding monetary
assets, such as cash and account receivables, results in a loss of the general purchasing power
(Masovic, 2017), which can translate in a decreasing in sales. I collected the data for inflation

from the World Development Indicators and it is measured in percentage.

Firm Size. The size of a firm may affect its performance in a positive and negative way.
Larger firms may attract new customers more easily because of scale-related cost benefits
and perceptions of higher integrity (Kor, 2003). On one hand large firms are more diversified
they have more chance to beneficiate from economic scale and on the other hand, they are
more susceptible to more bureaucracy and extreme hierarchies and they are less efficient
when generating income in a dynamic environment (Kumar, 2003). I measured Firm Size
by the number of full-time employees the establishment employ when it started operations,
the data was available on the Enterprise Survey from the World Bank. The size is considered
by the following categories: Small if >=5 and <= 19; Medium if =20 and <= 99; Large
>=100.
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Firm Age. This variable is also important and can influence firm performance. New firms
may perform differently at different stages of development (Kor, 2003). Older firms may be
better performers than new ones once they benefit from the experience and learning they
already have. On the other hand, older firms are not flexible enough to quickly adapt to
environmental changes in the market (Anderson & Reeb, 2003; Kumar, 2003). I measured
firm age by the total number of years the establishment begin operations in the country with
data available on the Enterprise Survey from the World Bank, which in other words is
obtained by subtracting the year in which the questionnaire was conducted by the year in

which the company began its operations.

Experience of Top Management Team (TMT). 1 control for Experience in TMT because when
compared to managers without firm experience, managers with tacit knowledge of the firm’s
competences and organizational habits may visualise a greater subjective productive
opportunity set for the firm (Kor, 2003). The knowledge of the TMT in the sector can help
managers to identify new opportunities, develop proper strategies to locate new products and
services (Kor, 2003). It is measured by the numbers of years of experience working in the
sector does the top manager have with data available from the Enterprise Survey from the

World Bank.
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Table 3 - Description of the variables

Variable

Description

Source

Firm Performance

Logarithm of the sales of
the current year

World Bank, Enterprise

Survey

Regulatory quality (RQ)

Measured by one of the

World Bank, World

Governance indicators: Governance Indicators
regulatory quality

Normative Quality (NQ)  Measured by the level of GLOBE
Collectivism (Social
Practices)

Cognitive Quality (CQ) Measured by the level of Hofstede insights

uncertainty avoidance in a
country

Business Group Affiliation

If the establishment is a part
of a larger firm or not

World Bank, Enterprise

Survey

GDP per capita Logarithm of the GDP per World bank, World
capita Development Indicators

Exports The output of goods and World Bank, World
services from the home Development Indicators
country.

Inflation The rate at which the level World Bank, World
of prices for goods and Development Indicators
services is increasing and
the acquiring power of
currency is tumbling.

Firm Size Number of  full-time World Bank, Enterprise
employees the Survey
establishment employ when
it started operations

Firm age Number of years the  World Bank, Enterprise
establishment begin Survey
operations in the country

Experience of TMT Numbers of years of  World Bank, Enterprise

experience working in the
sector does the top manager
have

Survey
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4.3. Procedure

I will examine the performance implications of institutional environment, namely
regulatory quality, normative quality and cognitive quality, and business group affiliation
using a firm-year unit of analysis in a period between 2007-2016, by estimating a linear

regression model.

The Ordinary Least Squares (OLS) Regression is a statistical model that allows to
analyse the relationship between a continuous response variable (Y) and an explanatory
variable (s) (X), where Y is predicted in some way by X (Craven & Islam, 2011) in this case,
Y would be firm performance and X would be the independent variables. OLS method is
one of the best methods of regression analysis because it is linear, unbiased and it has a
minimum variance in the class of all such linear unbiased estimators making it an effective

estimator (Dismuke & Lindrooth, 2006).

The model specification to test our hypotheses is as follows:

FIRM PERFORMANCE = [ + B1 RO +:NQO+ B3 CO+B4 RO * BGA + B5s NQ * BGA+
Ps CO* BGA+ Control Variables + &

Where,

RQ — Regulatory Quality

NQ — Normative Quality

CQ- Cognitive Quality

BGA-Business Group Affiliation

RQ * BGA- Interaction between RQ and BGA

NQ * BGA- Interaction between NQ and BGA

CQ * BGA- Interaction between CQ and BGA

The OLS method requires the verification of some assumptions such as, a linear

relationship between de dependent and independent variables, all variables must be
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multivariate normal, little or no multicollinearity in the data and little or no autocorrelation
in the data. Starting with the multicollinearity diagnosis which would indicate if the
independent variables would be strongly correlated (Mardco, 2014) 1 will test if there are
multicollinearity issues using two types of diagnosis: analysing the correlation matrix

between the variables of the data base and the VIF values (Variance Inflation Factor).

Analysing the correlation matrix means to analyse Pearson correlation coefficient which
indicates the strength of the relationship between the dependent variable and independent
variables ranging from -1 to 1, the closer the correlation values are to -1 or 1 the stronger is
the relationship between the variables subjective to analysis. VIF measures how much the
variance of the determination coefficient of the model is increased because of
multicollinearity (Mardco, 2014). The VIF values ranges between 1.011 and 6,752, VIF
values higher than 10 indicate problems in the estimation of Bi due to the presence of
multicollinearity in the independent variables (Maroco, 2014), so we can assume that this

model has no multicollinearity issues.
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5. Results

Table 4 presents the descriptive statistics and Table 5, the coefficients of correlation

between the variables that I use in this research.

Table 4 - Descriptive Statistics

N Minimum Maximum Mean Stal}dz}rd
deviation

Firm Performance 5166 4,61 31,64 16,86 2,56
Regulatory Quality 5166 1,66 3,96 2,37 0,51
Normative Quality 4735 3,85 5,62 4,55 0,48
Cognitive Quality 4680 30 95 63,29 26,38
Business Grou
Affiliation P 5165 0,0 1,0 0,183 0,39
GDP per Capita 5166 7,35 9,90 8,54 0,79
Exports 5166 24,21 26,93 25,93 1,00
Inflation 5166 0,1 10,9 7,56 3,05
Firm Size 5166 0 3 1,78 0,78
Firm Age 5166 1 2025 33,69 182,65
Experience TMT 5166 1 65 16,20 10,26
N valid (listwise) 4341

Source: The author
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Table 5 - Correlation Matrix

Variables 1 2 3 4 5 6 7 8 9 10 11 VIF

1. Firm Performance 1

3;;‘;%;‘“"” O111%% 1 3,803
3. Normative Quality -0,169%* 0,118** 1 1,851
4. Cognitive Quality 0,071** 0,188%* -0,530%% 1 6,752
ifﬁﬁ;‘t‘l‘:;s Group ) 150%x 0,004 0,145% -0,109%* 1 1,168
6. GDP per Capita  -0,002 0,464 -0,446" 0,724 -0,168" 1 6,208
7. Exports 0,057%% -0,157%% -0,318** 0,320%* -0,116** 0,883** 1 2,995
8. Inflation L0,143%% -0,817%% -0,105%* -0,265%% -0,051** 0,450%* 0,703%* 1| 3321
9. Firm Size 0,437%% 0,020% 0,134%% -0218%% 0,251%% -0,112%* 0,121%% -0,124%* | 1,156
10. Firm Age 20,003 0,005 0,013 -0,044** 0,002 -0,062%* 0,012 -0,041%* -0026 1 1,011
11. Experience of

TMT 0,065** 0,131** 0,145%* 0,146** 0,020 -0,142%*-0,229** -0,204** -0,198** 0,084 ** 1 1,131

Source: The author

*p<0.10, ** p < 0.05, *** p < 0.01
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The descriptive statistics demonstrate that the mean for firm performance is 16 86, this
result represents the mean of the logarithm of the sales of the current year. The mean for
Regulatory Quality is 2,37 which is lower than 2,5 indicating that in general there is low
governance performance. The mean for Normative Quality is 4,55 indicating most countries
have high levels of collectivism and the mean for Cognitive Quality is 63,29 indicating that
most countries have medium values for uncertainty avoidance. The mean for business groups
is 0,183 which means that 18,3 % of the firms analyzed in this study are a part of a larger

firm.

The results from the correlation matrix demonstrate that the relationship between the
dependent variable and the variables regulatory quality, cognitive quality, business group,
Exports, Firms Size and Experience of the TMT is positive and significant (p-value < 0.05).
In turn, the relationship between the dependent variable and the variables normative quality,
population and inflation is negative but significant (p-value < 0.05). Only GDP per capita
and Firm Age had a non-significant relationship with the dependent variable. The VIF values
are all lower than 10 ranging between 1,011 and 6,752 which according with Mardco (2014)

indicates no multicollinearity issues.in this sample.

A simple measure of the adjustment quality of this model is the analysis of the
determination coefficient (usually represented by R?). The R? is a measure of the size of the
effect of the independent variable on the dependent variable, as described by the regression
model (Mardco, 2014). The R? ranges from 0 to 1, where zero means that the model does
not fit the data and one suggest that the adjustment is perfect. Model 8 in table 6 suggests
that 29,3 % of the variance is explained by the independent variables present in the linear
regression adjusted model. Some studies do not take the determination coefficient since the

incorporation of more variables in the model tend to increase the R2.

An alternative way to measure the quality of the model is analyzing the ANOVA
table. The ANOVA table indicates the F test which is represented in table 6, the F test
validates the model in general. Considering the values obtained, for a significance level of
5%, the F test has a p-value < 0.05 with a significance level of 0.000, so we can confirm that

the global model is statistically significant.
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Table 6 - OLS Regression Results

Variables Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 Model 8
Constant 4,380 5,112 17,747 27,837 5,301 16,998 27,565 27,527
GDP per Capita -0,058%** -0,048%** -0,281%%** -0,365%** -0,044%** -0,265%** -0,359%** -0,384***

(0,046) (-0,048) (0,050) (0,066) (0,047) (0,050) (0,068) (0,092)
Exports 0,192%%** 0,201 *** 0,190%** -0,075%%** 0,201 *** 0,195%%** -0,073*** 0,046**
(0,034) (0,035) (0,032) (0,049) (0,035) (0,032) (0,049) (0,058)
Inflation -0,219%** -0,293%** -0,205%** -0,118%** -0,280%** -0,194 -0,117%** -0,191%**
(0,012) (0,019) (0,013) (0,014) (0,019) (0,013) (0,014) (0,020)
Firm Size 0,448*** 0,452%** 0,450%** 0,448%** 0,443%%** 0,435%%** 0,443%** 0,433%**
(0,041) (0,041) (0,038) (0,043) (0,042) (0,039) (0,044) (0,041)
Firm Age -0,007 -0,008 -0,002 -0,004 -0,008 -0,001 -0,004 0,000
(0,000) (0,000) (0,000) (0,000) (0,000) (0,000) (0,000) (0,000)
Experience TMT 0,030%** 0,028%** 0,052%%** 0,005 0,030 0,052%%** 0,006 0,046%**
(0,003) (0,003) (0,003) (0,003) (0,003) (0,003) (0,003) (0,003)
Regulatory quality -0,0971*** -0,125%#* -0,091%**
(RQ) - (0,110) - - (0,113) - - (0,148)
Normative quality -0,323%*** -0,322%** -0,262%**
(NQ) - - (0,075) - - (0,077) - (0,087)
Cognitive quality 0,425%** 0,427%%* 0,209%**
(CcQ) - - - (0,002) - - (0,002) (0,003)
Business Group -0,316%** 0,038 0,054 -0,130%*
Affiliation (BGA) - - - - (0,364) (0,077) (0,226) (1,100)
BGA X RQ 0,367%%** 0,431 ***
- - - - (0,149) - - (0,234)
BGA X NQ 0,032 -0,043
- - - - - (0,0195) - (0,222)
BGA X CQ -0,034 0,083
- - - - - - (0,004) (0,004)
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R? 0,24 0,243 0,303 0,263 0,250 0,307 0,263 0,293
Adjusted R? 0,239 0,241 0,302 0,262 0,249 0,306 0,262 0,291
F-Value 271,427%**  235,927*** 203 306***  237,701***  191,244%** 232 498***  185,236%**  138,198%**
N 5166 5166 4735 4680 5165 4734 4679 4341

Source: The author

*p<0.10, ** p < 0.05, *** p < 0.01
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Table 6 represents the results of the linear regression for the all sample and to test
my hypotheses and explain the results I ran several sequential models in the following
manner. In the first model, only the six control variables were included. Model 2,3 and
4 represents the interactions between the dependent variable, firm performance, and the
independent variables, regulatory quality, normative quality and cognitive quality
respectively. In Model 5, 6, 7 I introduced the moderating variable, business group affiliation
effect and test the interaction between the dependent and independent variables. Model 8
represents the combined model, which includes all the variables above mentioned as well as
the interactions between them. Model 2 to 7 refers to the specific hypotheses proposed in

this study.

The control variables may or may not have importance for the level of sales, in Model
1 we can observe which ones matter, for example in the first model we can see that
Exportations of the country, firm’s age and experience of the top management team have no
influence in firm performance (p = 0,053; B = -0,005; B =0,022; p > 0,01). Hypothesis 1
proposed that firm performance will be negatively affected when regulatory quality is poor.
This hypothesis was supported with the significant and negative coefficient B = -0,087 (p <
0,01) in Model 2. Model 3 tested Hypothesis 2 which suggested that firm performance will
be negatively affected when normative quality is poor. This was supported with the negative
loading of normative quality (B = -0,214, p < 0,01). Model 4 tests the relationship between
firm performance and cognitive quality as proposed in Hypothesis 3, although the coefficient
has statistical significance it is also positive which is the opposite direction that I was
expecting (p = 0,134, p <0,01), so I cannot confirm Hypothesis 3. The results show that the

2 of the 3 direct independent variables are strongly in line with my expectations.

Model 5 captures the relationship between firm performance, regulatory quality and business
group effect. Supporting Hypothesis 4 findings show that firms that are a part of a business
groups will perform better when regulatory quality is poor than standalone firms ( = 0,356,
p < 0,01). Contrary to what was proposed in Hypothesis 5 the relationship between firm
performance, normative quality and business group effect is not significant (§ = 0,032, p >
0,01). Model 6 highlights that we cannot confirm that firms that are in a business group will
perform better when normative quality is poor. The same happens in Model 7, it is not
possible to confirm that firms that are a part of a business group will perform better than
stand-alone firms when cognitive quality is poor, since H6 it is not supported ( = 0,008, p

>0,01).

38



Institutional quality, firm performance and business groups: evidence from emerging economies

Table 7 - Hypotheses confirmation

Hypotheses Result
H1 In emerging economies, the lower the quality of the regulatory  Supported
environment the lower is firms’ performance.
H2: In emerging economies, the lower the quality of the normative  Supported
environment the lower is firms’ performance.
H3: In emerging economies, the lower the quality of the cognitive Not
environment the lower is firms’ performance. Supported
H4: In emerging economies, business group affiliation will moderate the ~ Supported
effect of regulatory quality on firm performance, such as firm that are
affiliated to a business group will perform better than standalone firms.
HS: In emerging economies, business group affiliation will moderate the No Effect
effect of normative quality on firm performance, such as firm that are
affiliated to a business group will perform better than standalone firms.
H6: In emerging economies, business group affiliation will moderate the =~ No Effect

effect of cognitive quality on firm performance, such as firm that are
affiliated to a business group will perform better than standalone firms.

Source: The author
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6. Discussion

In this study I examined the impact of the institutional environment on firm performance,
more exactly the effect of lower quality of the institutional environment on firm
performance. I tested my hypotheses using a sample composed by firms from 19 emerging
economies (Brazil, Chile, China, Colombia, Czech Republic, Egypt, Hungary, India,
Indonesia, Malaysia, Mexico, Morocco, Peru, Philippines, Poland, Russia, South Africa,
Thailand, Turkey) from a period between 2007 and 2016. I tested for the quality of the three
dimensions of considered by Scott (1995): regulatory, normative and cognitive suggesting
that the lower is the quality of each dimension the lower firm performance would be. In
addition, I also test the effect of group affiliation on firm performance when the quality of

the institutional environment is low.

The literature demonstrates how poor institutions resulting into market failures, can
affect firm performance (Chen, 2015; Gaur, Kumar & Singh, 2014). However, I contribute
to the literature by analysing the impact of institutional environment on firm performance
through each one of Scott’s dimensions: regulatory, normative and cognitive. In addition, I
present business group affiliation as a moderated variable of this effect and although there
are several studies about the advantages and disadvantages of business groups integrating
institutional theory ((Khanna & Yafeh, 2007; Claessens, Djankov & Lang, 2000) there are
few studies about the impact of group affiliation on firm performance (Karabag & Berggren,
2014). This is to the best of my knowledge the first study integrating business group
affiliation as a moderating effect of the impact of lower institutional quality on firm

performance using Scott’s (1995) three dimensions of institutional environment.

In Hypothesis 1 I argue that the lower is regulatory quality in emerging economies
the lower firm performance would be, which was statistically sported and accordingly with
the previous literature. Regulatory quality can be reflected on how well the laws and legal
systems are being enforced and we can assume that emerging economies have lower
regulatory quality that developed economies considering that they lack of strong regulatory
systems, lack of strong protection for property rights which are crucial for firm performance

(Li & Sun, 2017) so the results came out as expected.

The quality of the normative institutional environment will depend on the unwritten

rules because such norms influence individual behaviour and their participation in the
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society, so the way norms are conducted will influence how people act within an
organization. In Hypothesis 2 I defend that the lower is normative quality in emerging
economies the lower firm performance would be which once again was statistically

supported.

In Hypothesis 3 I suggest that in emerging economies lower quality of the cognitive
environment will result into lower performance. The effect of lower cognitive quality did
not have the direction I was expecting, according with results, lower cognitive quality does
not translate into lower firm performance in fact, and lower cognitive quality translates into
higher performance. A possible explanation for this result it could be the measurement of
this variable. I measured cognitive quality using one of the Hofstede’s dimension,
uncertainty avoidance where lower uncertainty avoidance would indicate a higher cognitive
quality. In some countries the level of uncertainty avoidance may affect the level of
entrepreneurship and the opportunity of doing good business deals. However, in emerging
economies, risk and uncertainty are higher due to the instability of the institutional
environment (Xu & Meyer, 2013) so higher uncertainty avoidance can prevent firms from

making risky decisions that would lead them to worse performance.

This study seeks to understand from an institutional perspective what affects firm
performance. As I demonstrated the quality of the institutional environment influences firm
performance negatively and positively but firstly, I proposed that lower quality of three
dimension would lead to lower firm performance. In order to attenuate this relationship, I
decided to introduce a moderating variable, business group affiliation, to the relationship
between institutional quality and firm performance. In H4 1 suggest that in emerging
economies the effect of low regulatory quality on firm performance would be positively
moderated by business group’s affiliation which was statistically sported. As literature has
demonstrated business groups may provide several benefits to the affiliated firms (Khanna
& Yafeh, 2007; Claessens, Djankov & Lang, 2000; Khanna & Rivkin, 2001) especially when
the regulatory quality of the institutional environment is low, benefits such as protection of

property rights and by creating extensive internal markets (Khanna and Palepu, 1997).

The effect of business group affiliation on the impact of normative and cognitive
quality on firm performance was not confirmed for all the proposed hypotheses. H5 and H6
that defended that in emerging economies business group affiliation will moderate the effect

of low normative and cognitive quality, respectively, on firm performance, such as firm that
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are affiliated to a business group will perform better than standalone firms were not
statistically supported. In fact, I had no confirmation about what effect that business group
affiliation would have on firm performance. A possible explanation for this result it could
be that both normative and cognitive institutions are informal institutions, they represent the
norms and values and what is taken for granted for the individuals of a given country.
Individual’s mind-set shapes the values of an organization so probably changing the
organizational form of a company will not make any difference because the values will be

the same.
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7. Conclusion

The objective of this study is to explore whether the quality of the institutional
environment as some effect on firm performance, and if that effect can be moderated by
business group affiliation. This empirical study examines 5166 firms scattered in 19
emerging economies during a period between 2007 and 2016, and a linear regression model
is used to analyse the relationship between the quality of institutional environment and firm
performance. This research contributes to shape a theory that is context-specific by
introducing some new insights for the institutional theory research with a focus on the quality
of three domains of the institutional environment present by Scott (1995) and their impact

on firm performance.

This study proposes that poor institutional environmental quality influences firm
performance negatively. However, the results demonstrate that the quality of the institutional
dimensions does not affect firm performance in the same way. Poor quality on the regulatory
and the normative institutional domain decreases firm performance but poor quality in the
cognitive domain has an opposite effect on firm performance influencing it positively.
Besides that, the results also suggest that business group affiliation only moderate the effect
of poor regulatory quality on firm performance, by reducing its negative impact on firm
performance. For the effect caused by poor normative and cognitive institutional quality I

cannot confirm if the moderating variable has some impact or not.

One of the challenges that firms face while doing their business operations is the
institutional environment where they are inserted on (Meyer & Peng, 2016). Strong
institutions allows firms to conduct business more efficiently using the market; weaker
institutions generate higher transaction costs and make market-based exchanges less
efficient (Gaur, Kumar & Singh, 2014). Firm performance may be affected by several factors
(Karabag & Berggren, 2014) which according with this study, institutional quality is one of
them. Research also emphasizes the benefits of group affiliation as a strategy that firms can
apply when regulatory quality is poor (Hernandez & Nieto, 2015; Li & Sun, 2017; Meyer &
Peng, 2016). It is important for firms to understand the combination of these effects in order
to create effective strategies to face the challenges of the institutional environment.
Regardless of how low the institutional quality firm is can still build strategies to overcome

these difficulties successfully.
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7.1. Limitations and Future Research

This study has a few limitations that are important to mention, once they might represent
opportunities for future research. First, this study is limited to a specific group of countries,
all the countries used in the analysis represent emerging economies which might lead to
similarities in the institutional environment or market failures. Therefore, future research
could investigate the same research question but using another sample, for example
developed economies and analyse if higher institutional quality leads to higher firm
performance. However, probably the moderating effect of business group affiliation would
no longer be benefit, since the advantages of business group affiliation seem to be context
dependent (Buysschaert, Deloof, Jegers, & Rommens, 2008). Future research could also
explore this relationship in other emerging economies and see if the findings are similar or

not.

Second, some data limitations may influence the results, the measurement of
normative and cognitive data was not available for all countries. Future research can find
other ways to measure normative and cognitive data, for example, some studies measure
normative data with the level of corruption and cognitive data with the level of education of
the population in a country. Other data limitations such as the measurement of the dependent
variable, firm performance. I use return on sales to measure firm performance, although,
there are other ways to measure performance, so, future research could use Tobin’s Q or
some other market-based performance measures instead of the accounting-based

performance measures.

Third, this study is limited to period from 2007 to 2016, which can also influence
results because the institutional environment is constantly changing over time, especially the
regulatory environment. Future research could consider other periods of time and compare

the results with the ones obtained in this study.

Forth, I consider Scott’s dimensions to describe the institutional environment.
However, institutions may be represented by other forms such as formal and informal
institutions, the ones present in the CAGE model developed by Ghemawat (2001): Cultural,

Administrative, Geographic and Economic or the ones presented by (Berry, Guillén & Zhou,
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2010) which in addition to those mentioned in the CAGE model still adds political, financial,
knowledge, global connectedness, demographic institutions. Future research should analyse
the impact of different institutions on firm performance, since categorizing institutions in
three domains may be redundant, specifying institutions in more categories may lead to
different results on performance and to know better which different areas of the institutional

environment really influences firm performance.

7.2. Managerial Implications

This study addresses some significant implications for firms and managerial practices
that are important to mention. First, for local firms operating in an environment of lower
institutional quality, such as emerging economies, they need to find strategies to overcome
the difficulties of operating in an environment with market failures. One possible strategy
that I highlight in this study, could be to join a business group since they can fill some of the
institutional gaps that inhibit firms to perform better in fact, results show that firms operating
in environments with lower regulatory quality will perform better if they are business group

affiliated rather than stand-alone firms.

Second, for firms from emerging economies an institutional perspective can help
them improve their competitiveness, especially when venturing abroad. They need to know
more about the rules of the game abroad that may be different the familiar rules at home.
Firms from lower quality institutional environments may have less legitimacy when entering
in international markets that are more developed, so it is important to understand how to

overcome such adversities.

Third, firms from environments with higher institutional quality entering in emerging
economies should be aware of the institutional environment and be prepared to face some
institutional differences. Other strategies, such as acquisitions or joint ventures may be more
favourable for these firms than joining a business group when entering a lower institutional

quality environment.
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9. Appendices

Table 8 - Number of firms per country

Country N° of firms per country
Brazil 227
Chile 133
China 778
Colombia 104
Czech Republic 76
Egypt 398
Hungary 55
India 1027
Indonesia 121
Malaysia 158
Mexico 155
Morocco 89
Peru 92
Philippines 130
Poland 90
Russia 1253
South Africa 97
Thailand 123
Turkey 60

Source: The author
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