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ABSTRACT

We explain how home-grown political ties of Chinese firms negatively influence the effect of
outward foreign direct investment (OFDI) on the innovation performance of their parent firms.
Our results show that these ties can turn into a liability in the host countries (particularly
developed ones) due to their misfit with the local institutional environment, hampering the parent
firms’ innovation performance from OFDI. We also clarify how absorptive capacity of the parent
firm mediates the relationship between OFDI and innovation performance. Our study furthers
understanding of the link between internationalization and innovation performance and the ‘dark

side’ of political ties.
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1. Introduction

Although prior research establishes that Chinese firms leverage corporate political ties to
support their internationalization strategy (Liu, Yang & Augustine, 2018), little research has
examined whether the usefulness of such ties extends beyond China’s national borders and
affects the innovation performance of Chinese firms from outward foreign direct investment
(OFDI). This is surprising because while political ties are identified as important drivers of
Chinese firms’ OFDI (Hong et al., 2015; Wang et al., 2012), by logic they should also influence
the performance outcomes of OFDI. This study seeks to address this gap and explain whether
and how home-grown political ties affect the relationship between OFDI and innovation
performance of Chinese internationalized firms.

Political ties are defined as ‘boundary-spanning personal and institutional linkages
between firms and the constituent parts of public authorities’ (Sun et al, 2012, p. 68). Political
ties may compensate for inefficient institutions and reduce uncertainty (Liu et al, 2018; Wang et
al, 2020), provide firms with otherwise unattainable resources (Li et al., 2018; Wang et al.,
2012), and therefore create a competitive edge. However, political ties may also prejudice firms
to serve social and political objectives to reciprocate for government support (Wang et al., 2020),
distort firm decisions (Sun et al., 2015), and hence become a liability (Wang & Luo, 2019).

Despite this conflicting theoretical prediction, empirical evidence overwhelmingly
supports the positive value of political ties (Krammer & Jiménez, 2020). This theoretical and
empirical misalignment is particularly surprising when we consider Chinese internationalized
firms. For example, in 2016 the US government blocked the acquisition of the GCS Holdings Inc
by Xiamen San’an Integrated Circuit Co., Ltd of China due to concerns with the relationship

between the company and the Chinese government and the implications this relationship has for



the US’s national security (WIR, 2017). Such evidence suggests that home-grown political ties
may create institutional misfit with the industry and business environment of host-countries
(Volberda et al., 2012), heighten legitimacy barriers (Li et al., 2018; Zhang et al., 2018), amplify
the ‘liability of foreignness’ (Salomon & Wu, 20212) and therefore hinder organizational
learning and innovation performance of internationalized Chinese firms. The theoretical
significance of understanding this inconsistency between prior empirical evidence and this
observation of practice is that it helps reveal whether and how the effect of political ties may
change when firms cross national borders (Fernandez-Meéndez et al., 2018), which is under-
researched in the extant literature.

We draw on insights of organizational learning theory (Argote, 2015; Barkema, &
Vermeulen, 1998; Hong et al., 2006) and the notion of institutional fit (James and McGuire,
2016; Kondra & Hinings, 1998; Volberda et al., 2012) to explore how a Chinese firm’s political
ties with Chinese government may become detrimental to its innovation performance, defined as
‘the development and market introduction of a new, redesigned or substantially improved
product” (Wang et al., 2020, p. 3) when it crosses China’s borders to conduct OFDI. According
to organizational learning theory, internationalization can be viewed as a process of learning
whereby firms can enhance innovation performance through accessing, learning, and integrating
knowledge and technologies from multiple countries (Kafouros et al., 2018; Piperopoulos et al.,
2018). However, according to the notion of institutional fit, broadly defined as the degree of
compliance by an organization with the institutional prescriptions of its environment (Kondra &
Hinings, 1998), a high degree of institutional misfit between the internationalized firm and its
host country environment may create challenges for the firm’s organizational learning in the host

country by affecting its attainment of local legitimacy (Kostova et al., 2020). Legitimacy refers



to the extent of perceived organizational compatibility/congruence with the demands of
stakeholders in the host countries (Suddaby, Bitektine & Haack, 2017). Indeed, ‘firm strategies,
organizational structures, and governance mechanisms successfully pursued and implemented in
a particular institutional context many not achieve the same outcomes in another institutional
context’ (Hoskisson et al., 1999, p. 445). Accordingly, our overarching argument in this study is
that the positive effect of Chinese firms’ political ties (Liu et al., 2018; Wu et al., 2016) may turn
negative when they conduct OFDI because of their misfit with the institutional environment of
the host country; this in turn impairs Chinese firms’ organizational learning from OFDI (Liu &
Meyer, 2020; Wang et al., 2020) and stifles their innovation performance at home.

Our study makes two contributions. First, we add to research on the link between
internationalization and firm innovation performance (Anderson et al., 2015; Kafouros et al,
2008; Li et al., 2016; Piperopoulos et al, 2018). Prior research posits that OFDI enables firms to
use their network of subsidiaries to augment organizational learning from foreign locations and
improve innovation performance (Anderson et al., 2015; Kafouros et al., 2018). In this study we
ask a question that has rarely been examined in prior conceptualizations: when are firms not able
to enhance innovation through OFDI? We integrate political ties perspective with the notion of
institutional fit to suggest that a ‘problem of fit” between home-grown political ties and host
country institutional environment prohibits internationalized firms from achieving legitimacy in
the host environment and embedding into the local market, blocks their learning and hampers the
innovation performance outcomes of their OFDI.

Additionally, previous studies (Li et al., 2016; Wu et al., 2016) suggest that absorptive
capacity (AC) enhances the effect of internationalization on innovation performance by enabling
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the institutions in the host country (Wu et al., 2016). Our study extends this literature by
suggesting that AC of the parent firm mediates the link between OFDI and innovation
performance of the parent.

Second, we enrich research on the value of political ties. Prior theoretical and empirical
research supports an overwhelmingly positive effect of political ties on firm outcomes. We
depart from this line of research and instead seek to understand when political ties may become a
liability for firms. By conceptualizing how home-grown political ties create legitimacy barriers
in foreign countries, particularly in those that are developed and institutionally very distant from
China, that, in turn, hampers learning outcomes from OFDI, our research demonstrates that the
effect of political ties may turn negative when the firm crosses national borders and operates in
foreign countries. Our study thus helps explain when political ties may become a liability for
firms and furthers understanding of the ‘dark side’ of such ties (Wang & Luo, 2019; Wang et al.,

2018).

2. THEORETICAL FRAMEWORK
2.1 Organizational learning through OFDI and innovation

Organizational learning is the process of creation, retention, transfer and use of
knowledge within an organization through learning from its own and from others’ experiences
(Argote, 2015). Organizational learning is a useful lens to examine how OFDI influences
innovation because it can explain how firms learn by embedding into multiple communities of
the host country (Hong et al., 2006), and therefore augment their knowledge base (Kafouros et
al., 2018). From this lens, internationalization can be viewed as a process of learning, whereby

firms use OFDI as a method to gain access to diverse knowledge, increase the set of



technological combinations that they can create and improve their innovation performance
(Kafouros et al., 2018; Piperopoulos et al., 2018).

Although firms conduct OFDI for various motives and some OFDI activities (e.g.,
resource seeking and market seeking projects) may not aim directly at acquiring new
technological knowledge, foreign subsidiaries can still learn and gain knowledge (e.g.,
environmental regulations, new standards, customers’ tastes/impulses) by interacting with local
suppliers, customers, and institutions in the host country. Such knowledge may not necessarily
be direct (technical) inputs into the innovation process but is widely recognized (von Hippel,
1988) for its complementary role to the core research and development (R&D) process, enabling
the design and development of innovations.

As Chinese firms, on average, do not possess equally strong R&D capabilities compared
with their developed-country counterparts (Piperopoulos et al., 2018; Wu et al., 2016),
organizational learning through internationalization is vital for these firms to enhance their
position in the global technological competition arena (Piperopoulos et al., 2018). Specifically,
collaborations with firms and institutions in the host country enable acquisition of advanced
knowledge needed to improve innovation performance that would otherwise be unattainable to
them. Such collaborations also give access to a large pool of high-quality scientists and engineers
who can help Chinese firms learn and assimilate advanced knowledge and technologies
(Kafouros et al., 2015). In addition, as sophisticated customers are essential for providing new
ideas and input for innovation (von Hippel, 1988), collaborations with such customers in foreign
markets may lead to superior innovation outcomes. For example, the internationalization and
innovation strategy of ZTE, a leading Chinese telecom equipment manufacturer, relied on

learning from demanding foreign consumers to enhance innovation (Fan, 2011).



This inter-organizational learning process is then followed by an intra-organizational
learning process that involves reverse knowledge transfers (RKT) from overseas subsidiaries to
the parent units of the internationalized firms (Liu & Meyer, 2020). This RKT can be direct,
when the subsidiary units transfer knowledge directly to the parent without attempting to
assimilate it into the organization’s culture and R&D capabilities (Nair et al., 2018). In the
process of indirect RKT, the subsidiary will embed itself in the local context, un-embed the
situated knowledge from the specific location and re-embed it into the entire organization (Nair
et al., 2018). A Chinese firm’s portfolio of foreign subsidiaries, therefore, will add value to the
entire organization by allowing it to access and learn from local markets and by transferring
R&D capabilities to the rest of the organization.

However, the extent to which Chinese subsidiary firms can learn, assimilate and transfer
knowledge back to their parent units may vary depending on the institutional fit between the
Chinese subsidiary firm and the institutional environment of the host country. The rules,
regulations, and norms of learning and developing new knowledge and technological capabilities
in a foreign country can be different from those in the home country of the Chinese firm. These
differences create a degree of institutional misfit between the Chinese firm’s organizational
systems, structures, strategies and behaviors and the institutional prescriptions of the host
country (Kondra & Hinings, 1998). This degree of institutional fit or misfit is important for
organizational learning because it determines the attainment of legitimacy of the Chinese firm in
the host country. Legitimacy hurdles arising from institutional misfit may restrict Chinese firms’
learning by hindering their engagement with local networks, interpretation of the protocols of
host-county institutions, and acquisition of institutional support and resources in the host country

(Wang et al., 2020).



A higher degree of institutional fit (i.e., higher compatibility between the organization’s
practices, strategies, and its environmental contingencies) can help reduce the liability of
foreignness and enhance legitimacy and local isomorphism as host-country local actors
understand better foreign firms’ behaviors and practices (Salomon & Wu, 2012). This in turn
helps enhance the Chinese firm’s learning from the foreign environment and facilitates a
smoother transfer of host-country specific advantages and knowledge assimilated by the
subsidiary back to the parent firm (Kostova et al., 2020), consequently improving the innovation
performance at home. By contrast, a lower degree of institutional fit (i.e., lower compatibility
between the organization’s practices, strategies, and its environmental contingencies) will
hamper organizational learning and knowledge transfer from the Chinese subsidiary firm to the
parent firm. For example, the US is a prime destination for internationalized firms to set up R&D
centers because of its advanced regulatory regimes and innovation systems that encourage
innovative activities and protect innovations. However, the degree of institutional misfit between
Chinese firms (particularly state-owned firms) and the US institutional frameworks is high,
which impedes local acceptance of Chinese firms, hinders their interaction with government
authorities, customers, suppliers and other innovation/knowledge agents (Salomon & Wu, 2012),

and therefore hampers their organizational learning in the US market.

2.2 The benefits and costs of political ties for innovation performance

Political ties may have positive effect on innovation performance. First, political ties
assist firms in creating innovation by providing privileged access to regulatory resources, such as
administrative privileges, licenses, permits, and financial assistance (Li et al., 2018; Liu et al.,

2018) and by enabling firms to tap into government-funded/controlled intermediaries of



knowledge and technology creation (Wu et al., 2016), such as publicly funded R&D laboratories,
knowledge-intensive business centres, Universities and national research centres. This advantage
helps firms compensate for insufficient internal R&D capabilities (Kafouros et al., 2015).
Political ties also confer legitimacy and reputation in firms (Liu et al., 2018), which help them
deal with environmental uncertainties, build R&D partnerships and acquire complementary
knowledge that are important for the creation of innovations. Second, political ties also help
firms appropriate value from innovations. Emerging countries in general are characterized with
weak protection and enforcement of intellectual property rights, which increases transaction
costs and opportunistic behavior (Kafouros et al., 2015). Political ties can compensate for this
weakness by protecting firms from external expropriation and threats (Wang et al., 2018),
increasing the returns from innovation.

However, political ties may also have a negative effect on innovation performance. First,
coined the ‘resource curse’ (Krammer & Jiménez, 2020), excessive reliance on political actors
and lobbying may lead managers to habitually overestimate the advantages of political ties and
underestimate the importance of developing market-based capabilities required for innovation
(Albino-Pimentel, Anand & Dussauge, 2018; Wang et al., 2012). Second, strong political ties
may lead political forces to have a greater say in the governance and strategic direction of the
firm (Okhmatovskiy, 2010), leading it to deviate from innovation related goals (Liu et al., 2018),
reduce managers’ autonomy in decision making, and thus hamper the firm’s ability to develop
innovation capabilities.

While research has not reached a consensus in regard to the effect of political ties on
innovation performance, extant theorizing also implicitly assumes such ties to remain similarly

valuable despite environmental changes (i.e., from home country to host country). In this regard,



the contingent view of political ties (Sun, Mellahi & Wright, 2012) suggests that whether the
positive effect of such ties dominates the negative effect depends on a wide range of contextual
factors that can tip the balance either way (Wang et al, 2018). In this context, we suggest that the
benefits-costs balance may vary depending on the degree of fit or misfit of the home-grown
political ties with the institutional prescriptions of the host country. The notion of institutional fit
(Volberda et al., 2012) complements the political-ties perspective (Liu et al, 2018; Wang et al,
2020) because it helps explain how the usefulness of such ties may change depending on the
degree of compatibility between the ties and host country’s institutional environment, and
therefore enables a more nuanced understanding of how home-grown political ties affect
organizational learning from OFDI and consequently innovation performance (Piperopoulos et

al., 2018).

3.1 OFDI, absorptive capacity and innovation performance

Section 2.1 suggests that Chinese firms use OFDI as a learning tool to augment their
knowledge base (Hong et al., 2006; Kafouros et al., 2018). However, there is little theoretical
and empirical work exploring the mechanisms through which OFDI can lead to technological
innovations at the home/parent of the firm (e.g., Li et al., 2016). Below we draw upon the notion
of AC (Cohen & Levinthal, 1990) to propose that OFDI enhances the innovation performance of
the Chinese internationalized firm through enhancing the AC of the parent unit of the firm.

A key concept associated with organizational learning is AC, which is coined by Cohen
and Levinthal (1990, p. 128) as ‘the ability of a firm to recognize the value of new, external
information, assimilate it, and apply it to commercial ends’. AC and learning coevolve and

reinforce each other (Barkema & Vermeulen, 1998) and act as key promotors of innovation
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(Cohen & Levinthal, 1990). Although AC differs between firms depending on factors such as
R&D investments, firms need to have at least a certain level of AC to assimilate external
knowledge and develop innovation (Cohen & Levinthal, 1990). Despite that Chinese firms are
still on average constrained by weaker R&D capabilities compared with their developed-country
counterparts (Piperopoulos et al., 2018), the market oriented economic reform and policies of
attracting FDI since 1978 have enabled many of them to achieve a good threshold of AC and get
established in their highly competitive home markets before embarking on OFDI. Indeed,
innovation systems in China are designed to assimilate foreign technologies enabling Chinese
firms to benefit from spillovers of inward FDI, the increased number of new technology
suppliers and the breadth of technologies available in the home markets (Liu et al., 2011).

We posit that Chinese firms’ OFDI further enhance their parent firms’ AC through two
mechanisms. The first involves effective cross-border knowledge and technology transfer based
on the recipient’s (i.e., parent firm’s) learning intent. When a Chinese internationalized firm
identifies certain valuable technological knowledge residing in foreign locations, it builds the
prerequisite learning intent (i.e., motivation and desire) to acquire such knowledge and transfer it
back to its parent firm. For example, when the foreign subsidiaries of Shanghai Automotive
Industry Corporation identified certain valuable knowledge and technologies from foreign
companies, their parent firm created the management processes and systems to facilitate the
assimilation of the external knowledge (Cuervo-Cazurra & Rui, 2017). This in turn enables
efficient integration of the external knowledge to the parent firm (Nair et al., 2018), enhancing
its AC.

The second mechanism involves the acquisition of foreign firms or collaborations with

knowledge and technology sources abroad, such as Universities, research centres, suppliers and
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customers. In such cases, subsidiaries of the Chinese internationalized firm act as listening posts
within the foreign innovation system, transmitting knowledge and information back to the parent
firm (Anderson et al., 2015; Nair et al., 2018), increasing its AC. For example, Chinese Lenovo
acquired the Motorola mobility business from Google. This allowed Lenovo to add human
capital (and hence new knowledge) of over 2,800 US based highly trained employees and own
over 2,000 patents previously developed by Motorola (Osawa & Luk, 2014). Lenovo’s US
subsidiary then transferred those ‘readily-available’ technologies back to the parent firm,
enhancing its AC.

Next, we expect the enhanced AC to enable the parent Chinese firm to augment its
innovation performance. Higher levels of AC allow the parent firm to comprehend, transform,
and internalize a diverse set of technological knowledge and therefore develop new innovative
capabilities (Zobel, 2017). Such capabilities, in turn, enable it to increase the set of rare
technological combinations (Kafouros et al., 2018) and engage with exploratory and exploitative
innovation practices (Grimpe & Sofka, 2009). Moreover, AC facilitates changes in a firm’s
organizational culture, cognitive schema and knowledge-sharing routines (Cohen & Levinthal,
1990). This assists the firm’s assimilation and integration of new knowledge, ensures the right
knowledge reaches the right employees (Cepeda & Vera, 2007) and therefore enhances product
innovation. Following the above argumentation, we suggest that AC mediates the effect of OFDI
on innovation of the parent Chinese firm. Accordingly,

Hypothesis 1 (baseline): Chinese firms’ OFDI has a positive effect on innovation

performance of the parent firms through enhancing their AC.

3.2 The moderating role of political ties
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We further posit that because of the pervasive role of Chinese government in economic
exchanges (Hong et al., 2015; Wang et al., 2012; Wang et al., 2020), particularly in approving
and screening OFDI activities (Cui & Jiang, 2012), political ties with their home country
government influence how internationalized Chinese firms learn from OFDI and enhance
innovation performance. Indeed, many internationalized Chinese firms leverage on political ties
to acquire institutional support and resources to compensate for their latecomer disadvantages
and lack of experience in operating abroad (Luo & Tung, 2007; Wang et al., 2014).

However, a firm’s political ties are deeply shaped by the idiosyncrasies of the firm’s
home country institutional environment. Formal institutions, such as laws and rules, and informal
institutions, such as societal beliefs, norms and values, influence the creation and the ways of
deploying political ties. As such, a Chinese firm’s home-grown political ties may not fit with the
institutional idiosyncrasies of the host country. This in turn may decrease its subsidiary’s
legitimacy abroad and hinder its chances to become isomorphic in the foreign business
environment. Chinese firms can reduce this misfit and gain local acceptance by tactically
adopting a ‘right’ entry strategy, such as joint venture (JV) (Cui & Jiang, 2012). However, JVs
are notoriously prone to conflicts between the foreign and local partners (Cui & Kumar, 2012),
partly because of the misfit between the foreign partner’s home ways of doing things and the
host country’s institutional prescriptions. For instance, whereas a Chinese firm might be
accustomed to gift-giving and even briberies as a commonly accepted business norm (Chao &
Kumar, 2010), the host-country local partner might face moral challenges with such norms and
practices. Such institutional discrepancy implies that although JV strategy may help Chinese
firms compensate for the lack of institutional fit as they would be perceived ‘less foreign’ by

local players, substantial learning hindrance remains.
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This institutional misfit presents challenges for Chinese firms to obtain a ‘social license’
and legitimize their operation-related activities (Suddaby et al., 2017), which in turn can hinder
learning and the acquisition of knowledge-based assets in foreign locations and consequently
limit the enhancement of the parent firms’ AC. It may also prevent Chinese firms from
unlearning some of the knowledge embedded from their home institutional environment,
untangling causalities from prior embedded experiences, practices, and operations at home (Zeng
et al., 2013). This in turn can lead to mistrust and miscommunications between the Chinese
subsidiary firm and host-country R&D laboratories, Universities and other learning and
knowledge agents (Zeng et al., 2013). Furthermore, the misfit and the associated legitimacy
barriers may prohibit Chinese firms from using home-grown political ties to secure privileged
resources from local agents such as government and investors. This in turn, further, constrains
the subsidiary’s ability to conduct deep searches for valuable new knowledge and invest in R&D
capabilities, thus limiting RKT to the parent Chinese firm and restricting the upgrading of its AC.

Despite the contingent view that suggests that the benefits-costs balance of political ties
depend on a wide range of contextual factors (Sun et al., 2012), we argue that the effect of the
institutional misfit of home-grown political ties likely outweighs the resource benefits of these
ties in the host country. Our discussion in section 2.2 broadly suggests that political ties assist in
developing a firm’s AC (and thereby helping create innovation) by providing privileged access
to various regulatory resources (Li et al., 2018; Wu et al., 2016). However, these benefits to the
firm’s AC may not be achieved because the legitimacy gap created by the misfit of the home-
grown political ties in institutionally dissimilar locations hinders the subsidiaries’ (learning) role
of enhancing the parent firm’s AC. Moreover, because foreign subsidiaries often operate as a

portfolio of inter-related multiple knowledge units (Kafouros et al., 2018), the negative effect of
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the misfit created by one or a few subsidiaries may disrupt the knowledge supply chain of the
entire company and hamper diffusion of global learning within the firm.

In sum, a high degree of misfit between home-grown political ties and host country’s
institutional environment may neutralize Chinese subsidiaries’ efforts to engage in local
networks, collaborate with external players and develop new technological capabilities that can
enhance the parent firm’s AC. This in turn limits the parent firm’s chances to engage with
exploratory and exploitative innovation practices and develop new innovative capabilities
(Grimpe & Sofka, 2009; Zobel, 2017), hindering the innovation performance outcomes of OFDI
back home. Accordingly,

Hypothesis 2: Chinese firms’ home-grown political ties negatively moderate the positive

effects of OFDI on innovation performance.

3.3 The moderating role of location choices

While it is widely agreed that Chinese firms learn new knowledge and technologies from
OFDI in developed countries (e.g., Piperopoulos et al., 2018; Wu et al., 2016), other emerging
markets may also serve as valuable learning laboratories for Chinese firms. On the one hand,
these markets have pockets/locations of business clusters where there are good quality
Universities, research centres, high-talent and low-cost scientists and high-tech foreign and local
firms (Karreman, Burger & van Oort, 2017), providing ample learning opportunities for Chinese
firms. For instance, Shanghai Fosun Pharmaceutical's Indian arm Gland Pharma operates in the
Hyderabad pharma cluster in India (Genome Valley) which hosts R&D centres, Universities, and
over 190 international and domestic pharmaceutical firms, providing the Chinese firm with

plenty learning opportunities. On the other hand, there are also locations within emerging
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countries where Chinese firms can access certain diverse and complementary knowledge that is
often unavailable in developed countries but is particularly crucial for developing innovations
and new products, such as frugal/low-cost innovations, that cater for customers in developing
countries (Prahalad, 2012).

Although Chinese firms can learn from OFDI in both developed and other emerging
countries, the negative moderating effects asserted in Hypothesis 2 will be stronger when they
invest in developed (institutionally more dissimilar) countries compared to other emerging
(institutionally more similar) ones. This premise is based on the argument that the level of
(mis)fit between Chinese firms’ home-grown political ties and host-country institutional
environment varies depending on the location choices of their OFDI. China exhibits institutional
idiosyncrasies, such as relationship-based governance and the dominate role of government, that
differ fundamentally from those in developed countries. The ways Chinese firms develop and
deploy political networking strategies reflect the dominant logic of organizing under those
institutional idiosyncrasies of China. As such, the Chinese managers’ embedded ways of
building and leveraging political ties deviate fundamentally from the institutional, societal norms
and accepted practices of political lobbying and networking in developed host countries (Child &
Marinova, 2014).

The resulting misfit of political ties’ deployment in developed, and thus, institutionally
dissimilar locations, hampers Chinese firms’ efforts to embed into local networks of the host
country and engage in organizational learning and innovation activities. Chinese firms’ OFDI in
developed countries is largely driven by the search for and acquisition of strategic assets for
upgrading technological capabilities (e.g., Luo & Tung, 2007). Yet the high degree of

institutional misfit between their home-grown political ties and the institutional environment of
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the developed host country acts as a hurdle to achieving this objective because it inhibits these
firms®> attainment of legitimacy from the local environment. For example, although
collaborations with Universities in developed countries may enable Chinese firms to integrate
valuable complementary knowledge into their R&D processes (Wu et al., 2016) and therefore
develop the parent firm’s AC and in turn its innovative capabilities, the higher institutional
incompatibility with the Chinese ways of building connections and collaborative partnerships
may erect high legitimacy barriers, preventing Chinese firms from developing common
knowledge-sharing systems (Hsieh et al., 2018) with local Universities and inhibiting their
organizational learning and enhancement of absorptive capacity.

Furthermore, the higher level of institutional misfit increases the tension between
resourcing external host-country legitimacy and maintaining internal organizational legitimacy
and the attainment of economic and technological efficiency (Kostova et al., 2020). To earn
legitimacy from developed host country stakeholders, Chinese firms need to deploy additional
resources to search and process a large amount of information for legitimacy management
(Zhang et al., 2018), adjust internal structures and routines, and strike a balance between
accommodating the institutionally dissimilar idiosyncrasies of the host country and conforming
to the established corporate cultures and practices (Kostova et al., 2020). This in turn redirects
the firm’s finite resources and managerial attention away from organizational learning and
transfer of knowledge back to the home country, which hinders the enhancement of the parent
firm’s AC and stifles the innovation performance of the parent firm from OFDI.

By contrast, the degree of the home-grown political ties’ misfit with host-country
institutions is lower when Chinese firms conduct FDI in other emerging countries because these

are institutionally more similar to China. The modes of political lobbying and networking that
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are socio-institutionally accepted in China are relatively more compatible with the ways that
these emerging host markets and governments operate. This reduced institutional misfit helps
Chinese firms minimize liability of foreignness, reduces legitimacy challenges, and therefore
leverage some of their embedded home country experience for organizational learning and
knowledge acquisition in the foreign country (Salomon & Wu, 2012). For example, lower levels
of institutional misfit and legitimacy barriers may better enable Chinese firms to use their home-
grown political ties to engage government networks in the host country to acquire information
about industrial policies, regulations and technical standards that are important inputs into the
enhancement of AC and innovation of the parent firm, enabling adaptation of home-country-
based technologies and new products to meet local needs (Piperopoulos et al., 2018; Prahalad,
2012).

To sum up, although an institutional misfit may reduce the usefulness of home-grown
political ties for learning activities in host countries to enhance AC and innovation, this misfit
effect is more pronounced for Chinese firms operating in developed host countries than in other
emerging countries. Accordingly,

Hypothesis 3: The negative effect asserted in H2 will be more pronounced when Chinese

firms’ OFDI is undertaken in developed countries.

Figure 1 depicts our conceptual model. The model shows that the effects of OFDI on
Chinese firms’ innovation performance (1) are mediated by the AC of the parent firm being
enhanced via subsidiaries’ learning from host countries and (2) are contingent on the effect of
home-grown political ties in the host country, and this latter effect varies further depending on

the location choice of FDI, i.e., developed vs emerging countries.
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[Insert Figure 1 about here]

4. METHODS
4.1 Data

To test our hypotheses, we developed a unique panel dataset for Chinese A-share listed
manufacturing firms> OFDI activities and innovation performance for the period 2007-2017. The
period is long enough for us to allow for the fact that some OFDI projects take longer time to
influence the innovation performance of the parent firm than others do. We chose 2007 as the
starting year because it earmarked the introduction of new accounting rules for Chinese listed
firms, making certain pre- and post-2007 data less comparable. We chose 2017 as the ending
year because more recent years will not allow us to calculate innovation performance accurately.
This is because the number of patent citations of an invention often needs 3-5 years to reach its
peak (Wagner & Wakeman, 2016).

Data on patents were obtained from the Chinese State of Intellectual Property Office’s
website (SIPO) (http://www.pss-system.gov.cn). We manually collected data on OFDI from the
annual reports of Chinese listed firms. Because we study how OFDI enhances innovation
performance through learning in the host country, we excluded OFDI in tax havens such as the
Cayman Island, the British Virgin Islands and Bermuda. We obtained information on the
political ties of each firm’s top-management team members (TMT) from the China Stock Market
& Accounting Research (CSMAR) Database. Data on other firm-level variables were obtained
from CSMAR and Wind databases.

Using a unique company code, we cross-linked and collated the information extracted

from different sources for each company. After removing firms with unusable and/or unreliable
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observations, as well as firms that were suspended from public listing temporarily and/or
permanently, we were left with an unbalanced panel dataset consisting of 1,163 firms out of a
total of 1,849 over 11 years (2007-2017), which created a sample of 8,232 out of a total of
12,793 (1,163 x 11) firm-year observations. Table 1 shows the information about distribution of
OFDI of the firms in the sample, while Table 2 displays definition and data source of each
variable.

[Insert Tables 1 and 2 about here]

Table 1 shows that among 1,163 Chinese manufacturing firms that conducted OFDI
during the period 2007 to 2017, majority of them (862) invested in developed countries, that
provide many opportunities for Chinese firms to learn and catch up with global technology
leaders. In terms of sectoral distribution, Chinese OFDI was concentrated in high-tech industries
related to computers and communications, electronic equipment, special equipment, chemical
products and medical equipment. This observation is in line with the view that Chinese firms’
OFDI is driven by the search for and acquisition of strategic assets and benefits from spillovers

(Luo & Tung, 2007).

4.2 Measures
4.2.1 Dependent variable

We measure innovation performance by the number of forward invention patent citations
a (parent) firm has received in a year. Compared with the number of patents, this measure is a
more accurate reflection of a firm’s level of innovativeness and can better capture the quality of

innovation in terms of its technical and market value (Piperopoulos et al., 2018).
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4.2.2 Independent variables

Our main independent variable is OFDI in foreign countries each year. We build on
previous studies that use the amount of OFDI to measure internationalization (OFDI) (Kang &
Jiang, 2012; Sethi et al., 2003; Wang et al., 2012) and define it as the total accumulated amount
of OFDI (stock) each year that each firm has. This operationalization is appealing because it is
close to the value of foreign assets, and a larger stock of FDI is associated with a greater scope
and ability of organizational learning in the host country. It has an advantage over measures that
use actual amount of annual OFDI by each firm (Wang et al., 2012) in that it reflects the total
accumulated OFDI that a firm can use for learning. Using the same operationalization, we
devised two more measures: OFDI in develop countries and OFDI in emerging countries. We

used the data from World Bank (https://data.worldbank.org/income-level/high-income) to

distinguish developed countries from emerging countries. All countries not in the ‘high income’
group are classified as ‘emerging countries’.

We measure political ties using the ratio of politically tied TMT members to the total
TMT members in each firm (Lee & Wang, 2017). We reviewed the background of each firm’s
TMT members and coded whether they are or have been deputies to the National People’s
Congress (NPC), Chinese People’s Political Consultative Conference (CPPCC) at the central,
provincial, city and county levels. We then calculated the ratio of politically tied TMT members
to the total TMT members in each firm. Compared with studies that use dummies or the number
of political ties that a firm has, the use of a ratio allows us to control for the effect of TMTs’ size.
The seminal work of Cohen and Levinthal (1990) suggests that R&D investment leads not only

to innovations but also to increased AC. We followed this conceptualization and previous studies
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and used the ratio of R&D expenditure to sales to define AC (Rothaermel & Alexandre, 2009;

Tsai, 2001; Wu et al., 2016).

4.2.3 Control variables

First, because younger and smaller-sized firms tend to be more innovative than their
larger siblings, we control for both firm size and age (Stock et al., 2002). We define firm size
using the logarithmic transformation of each firm’s total number of employees (Piperopoulos et
al., 2018). Second, we define firm age by the number of years since the establishment of the firm
(Wang et al., 2012). Our third control variable is state ownership, which we operationalize as the
ratio of state-owned capital over total capital (Cui & Jiang, 2012). State ownership can make the
firm more likely to conform to home-country institutional pressures (Wang et al., 2012) rather
than firm objectives such as innovation. Fourth, given that business group affiliation may
influence a firm’s innovation (Wang et al., 2015), we include business group, which is defined
using a dummy variable (equal to 1 if the firm is affiliated with a business group) (Wang et al.,
2015).

Fifth, because financial leverage can help discipline management and enhance firm
performance and innovation, we include leverage which is defined as the ratio of total debt to
total assets. Sixth, given that the overseas experience of TMT members is important for
organizational learning in international markets and innovation performance (Buckley et al.,
2014), we controlled for this effect by including TMT overseas experience, which is
operationalized as the ratio of TMT members with overseas experience to the total number of
TMT members. Seventh, domestic market competition may force Chinese firms to move

overseas and conduct FDI. We therefore construct a measure of domestic market competition for
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each industry using the sum of the square of the market shares (sales revenue) of all firms in an
industry (Herfindahl index). Eighth, because high profitability has a positive effect on
subsequent innovation activities, we include profitability, which we measured as the ratio of
profit to total assets (ROA). Finally, we include a number of dummy variables to control for
idiosyncrasies associated with additional region-, industry-, and time- specific effects. Table 2

presents the definitions.

4.3 Estimation method

Given that the dependent variable is measured by the number of forward patent citations
a Chinese internationalised firm received in a year, OLS can lead to biased estimates. Because
the number of patent citations often shows large variations between firms, a simple logarithm
transformation would not solve the problem. Instead, Poisson regression is often used in models
where the dependent variable is defined by count data. The Poisson regression, however,
assumes that the mean and variance are the same, which again is not fitting to our dataset as the
summary statistics show that the mean (58.45) differs from standard deviation (485.40). Hence,
the negative binomial regression model is more appropriate (Piperopoulos et al., 2018). However,
because there are some zero citation counts (30.81% of all observations) in our sample, a
negative binomial regression model can lead to biased results. We conducted Vuong test (Z-
score>0) which suggests that a zero-inflated Negative Binomial (ZINB) model is more
appropriate (Pahnke et al., 2015). We therefore adopt this method. Furthermore, because models
with interaction terms are sensitive to multicollinearity concerns, we mean-centered variables in
the interaction terms to increase interpretability of interactions (Aiken & West, 1991). We also

lagged all independent variables by one year, given that it takes time for a firm’s actions to
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influence innovation performance. Because it may take longer time for OFDI to influence AC
and subsequently innovation performance, we specifically lagged the OFDI variable for two
years when we test Hypothesis 1. Nevertheless, our estimations show that the effect of OFDI on
innovation performance does not actually differ qualitatively between one year and two years

lags.

5. RESULTS
5.1 Baseline results

Table 3 shows the descriptive statistics and pairwise correlations of the variables. All
correlations are fairly low, and the average value of the variance inflation factors (VIFs) is 1.19,
which is substantially below the acceptable level of 10 (Neter et al., 1985), suggesting that
multicollinearity is not a concern.

[Insert Table 3 about here]

Table 4 shows the results. The coefficient of OFDI in foreign countries is positive and
significant at 0.1% level in all models (e.g., b=0.9419, z=14.30 in model 1), indicating that OFDI
improves Chinese firms’ innovation performance (e.g., Piperopoulos et al., 2018)%. Model 2 (in
which AC is the dependent variable) shows that the coefficient of the OFDI variable is positive
and significant, suggesting that OFDI enhances AC of the parent firm. Model 3 introduces AC
(the mediator) into the model, and the coefficient of the OFDI variable is still positive and

significant (b=0.5433, z=8.87), indicating that AC has a partial mediation effect on the focal

! Because OFDI beyond a certain level may increase the cost of global governance and coordination and, therefore,
reduce innovation performance, we experimented with adding a squared term of the OFDI variable into model 1. We
find that it is not significant, indicating that the relationship between OFDI and innovation performance is linear.
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relationship. In terms of the magnitude of the mediation effect, our calculations from models 1
and 3 show that about 42.32% of the total effect is mediated through learning?. We analyzed the
mediation effect with 500 bootstrapping samples (Williams & MacKinnon, 2008). This effect is
significant (p<0.01) and the 95% confidence interval does not contain 0 (Rodriguez & Nieto,
2016). These results substantiate Hypothesis 1, indicating that AC mediates the relationship
between OFDI and innovation performance.

[Insert Table 4 about here]

Model 4 shows that the coefficient of the interaction between OFDI in foreign countries
and political ties is negative and significant at 0.1% level (b=-2.1658, z=-4.07). This result
provides support for Hypothesis 2, which predicts that home-grown political ties negatively
influence the positive effects of OFDI on innovation performance. Models 5 and 6 show that
OFDI in developed countries has a positive and significant effect on innovation performance at
0.1% level, whilst OFDI in other emerging countries has an insignificant effect. These results are
in line with previous findings (Luo & Tung, 2007; Piperopoulos et al., 2018), suggesting that
Chinese firms indeed learn more from OFDI in developed countries than in other emerging
countries. Model 6 shows that the interaction term between OFDI in developed countries and
political ties is negative and significant at 0.1% level, while the interaction term between OFDI
in emerging countries and political ties is not significant at 5% level. These results corroborate
H3, which predicts that the negative effect of home-country political ties on innovation

performance of internationalized Chinese firms is more pronounced when OFDI is undertaken in

2 The mediation effect is 0.3986 (=0.9419 in model 1 - 0.5433 in model 3) and thus the 42.32% is derived from
0.3986/0.9419.
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developed, rather than other emerging, countries. We also re-tested Hypotheses 2 and 3 by
splitting the sample into Chinese OFDI in Belt and Road Initiative (BRI) countries and in non-
BRI countries. There were 39 BRI countries (which signed BRI agreements with the Chinese
government) and 113 non-BRI countries up until 2017. The results show that Hypothesis 2 is
supported in the non-BRI group but not in the BRI group. In other words, H3 remains supported
when we replace developed countries with non-BRI countries and emerging countries with BRI
countries®. To illustrate the moderating effects of political ties, these relationships are presented
in Figure 2.

[Insert Figure 2 about here]

5.2 Further analysis
5.2.1 Where does the moderation effect of home-grown political ties occur?

Section 5.1 shows that home-grown political ties negatively moderate the positive effect
of OFDI on innovation performance. As our results also show that this focal relationship is
mediated through AC, it is interesting to understand where the moderation effect of political ties
occurs in the relationship chain of OFDI—-AC—innovation performance®. We suggest that it
occurs mainly on the first stage, i.e., OFDI-AC; that is, Chinese firms’ access to external
knowledge sources and organizational learning in the host country is compromised by the
institutional misfit between their home-grown political ties and the institutional environment of
the host country and the legitimacy barriers this misfit creates. By contrast, we expected these

ties to have a limited impact on the second stage, i.e., AC—innovation performance. This is

3 These results are well expected because most BRI countries up until 2017 are in fact emerging countries.
4 We appreciate this constructive suggestion from a reviewer.
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because the process through which AC influences innovation performance occurs within the firm
(intra-firm) and is less likely to be ‘interfered’ by the institutional misfit discussed above. To
examine in which part of OFDI—-AC—innovation performance the moderation effect will occur,
we conducted a mediated moderation analysis (Muller, Judd & Yzerbyt, 2005). Table 5 confirms
our prediction, showing that the interaction between OFDI and political ties is negative and
significant (model (1)), whereas the interaction between AC and political ties is negative but
insignificant (model (2)).

[Insert Table 5 about here]

5.2.2 The moderating role of ascribe vs achieved political ties

Zhang et al. (2016) differentiate between two types of managerial political ties, ascribed
and achieved. Achieved ties refer to ‘prestigious appointments to state organs such as congresses
or political councils [...] which come as the result of executives’ and/or their firms’
achievements’ (Zhang et al., 2016, p. 1308), whereas ascribed ties refer to those ties executives
had before they joined the specific firm. Chinese executives (particularly those in the private
sector) may have ‘achieved’ political ties because of their efforts or achievements (Zhang et al.,
2016). Because achieved ties come later in life of the focal firm than ascribed ones, the two types
of ties may differ in the degree of their (mis)fit with the host country environment and
consequently influence learning and innovation from OFDI differently.

We accordingly tested whether the relationships asserted in H2 and H3 differ between the
two types of ties. Building on Zhang et al. (2016), we define ascribed ties by the share of TMT
members who were former government officials at the central, provincial, city and county levels

in the total number of TMT members and achieved ties by the share of TMT members who are
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currently deputies to the NPC and CPPCC at the central, provincial, city and county levels. Table
6 shows the results. Model 2 shows that both types of ties negatively moderate the effect of
OFDI on innovation performance. Model 4 shows that the coefficients of the interactions
between both types of ties and OFDI in developed countries are negative and significant,
whereas the corresponding coefficients with respect to other emerging countries are insignificant.
These results are qualitative similar to those in Table 4, suggesting that the key hypothesized
relationships do not differ between the two types of ties.

[Insert Table 6 about here]

5.2.3 The moderating role of state ownership ties

While this study focuses on managerial political ties that typically involve informal
relationships between firm executives and politicians, a Chinese firm’s relationships with
government can also take the form of equity-based political ties, or state ownership ties — i.e.,
formal relationship between the firm and the government through affiliation (Wang et al., 2012;
Wang et al., 2020). Such type of home-grown ties may also exhibit a degree of misfit with the
host country institutional environment because the objective of state-owned enterprises (SOES)
‘is to further the interests of a nation state in the pursuit of national industrial policy or perhaps
national security concerns’ (Gordon & Milhaupt 2019, p. 198). For instance, MinMetals, a
Chinese SOE’s attempt to acquire Noranda, the largest Canadian mining company, was blocked
by all Canadian political parties because Chinese government was suspected to attempt to gain
ownership of Canadian natural resources (Zhang et al., 2018).

To examine whether H2 and H3 are still supported when we focus on state ownership ties,

we conducted further econometric analysis. We define state ownership ties as the ratio of state-
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owned capital over total capital (Cui & Jiang, 2012) and control for the effect of managerial
political ties. Table 7 shows that the results are qualitatively similar to those pertaining to
managerial political ties and hence H2 and H3 are still supported.

[Insert Table 7 about here]

5.2.4 The role of entry modes

Entry modes influence a foreign firm’s learning in the host country (Hoskisson et al.,
2013). Cui & Jiang (2012) suggest that JVs are more likely to be accepted by the host country
environment than wholly owned subsidiaries (WOSs). We, therefore, expect the hypothesized
negative moderating effect of political ties in H2 and H3 to be less pronounced for JVs than for
WOQOSs. To test this proposition, we operationalize JV as a dummy variable that is equal to 1 if
the parent Chinese firm owns less than 95% of the Chinese subsidiary’s equity (Gomes-Casseres,
1989; Wu et al., 2016). We re-estimated our models and present the results in Table 8. The
results show that the negative moderating effect of political ties does not differ qualitatively
between JVs and WOSs for both H2 and H3. This result is intriguing given that JVs have lower
legitimacy pressures than WOSs in the host country (Cui & Jiang, 2012). One possible
explanation is that compared with WOSs in which there is only one layer of institutional misfit -
one between the foreign subsidiary firm and the institutional prescriptions of the host country,
JVs have an additional layer of institutional misfit - one between the foreign and local partners
within the JV. The resulting conflicts between the two partners may offset some of the benefits
accrued due to the increased local acceptance of JVs, hindering organizational learning of the
Chinese firm and its innovation performance.

[Insert Table 8 about here]
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5.3 Robustness checks

First, we redefine innovation performance by using the number of granted invention
patents to a firm in one year (Jia et al., 2019). Models 4 and 6 in Panel A of Table 9 show that
the key results pertaining to H2 and H3 are qualitatively the same as those in Table 4. Second,
Chinese SOEs may be less motivated to build political ties with government because they are
part of the government system. Non-state-owned firms, on the other hand, are keener to build
political ties with government (Li et al., 2011) in order to reduce ownership discrimination and
enjoy certain privileges. We removed Chinese SOEs from our sample and created a new sample
with 5,724 observations (2,508 observations were dropped). Panel B shows that the key results
remain qualitatively unchanged, supporting H2 and H3.

[Insert Table 9 about here]

Third, as innovation performance of Chinese internationalized firms may also influence
their OFDI and some factors (such as superior competence) may influence both OFDI and
innovation performance, the OFDI variable may be endogenous. The political ties variable can
also be endogenous for similar reasons. We use generalized method of moments (GMM) to deal
with the endogeneity concern. Some studies on FDI use propensity scoring method (PSM) to
remove this concern (e.g., Cui & Xu, 2019). The GMM method is arguably superior to PSM
because GMM estimators are known to be consistent, asymptotically normal, and efficient and
can control for the three major sources of endogeneity: (a) unobserved heterogeneity, (b)
simultaneity, and (c) measurement errors (Wooldridge, 2009). By contrast, the PSM can deal

with endogeneity associated with simultaneity and measurement errors, but not with
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unobservable (latent) variables (Wintoki et al., 2012). In our study, some unobservable variables
(e.g., business confidence, risk preferences) that influence innovation performance can increase
the bias of the average treatment effect on the treated group estimated using the PSM (i.e., latent
variables may remain after matching). Additionally, compared with the conditional maximum
likelihood estimator that is often used to estimate count panel data models, such as negative
binomial models, the GMM approach for count-panel-data models can generate consistent
estimates even when the explanatory variables are predetermined (Montalvo, 1997).

We use log (invention citations+1) as the dependent variable and use two-year lagged
OFDI and political ties variables as instrumental variables (IVs) based on the view that the
events and decisions related to these variables occurred in the past and are not correlated with the
error term in the present (Wooldridge, 2009)°. We followed Wang et al. (2012) and tested the
exclusion restriction - each IV does not affect the dependent variable through channels other than
the suspected endogenous variables. We regressed the residuals of the second stage of GMM on
the 1Vs. The results show that the estimated effects on Vs are statistically insignificant. We also
conducted weak identification test. The result shows Cragg-Donald Wald F statistic=3379.56,
which is far larger than the 10% maximal IV relative bias (7.03). Both tests thus indicate that the
IVs are indeed orthogonal to the error term. Panel C of Table 8 shows that the GMM results
pertaining to H2 and H3 remain qualitatively the same as those in Table 4.

Finally, sample selection bias may arise because only Chinese firms that conducted OFDI
are included in our sample. We address this potential concern by using Heckman two stage

model (Heckman, 1979), following recent advances in using this model (Certo et al., 2016;

Because the OFDI and political ties variables are lagged for one year already in the baseline estimations (Table 4),
here we use two-year lagged OFDI and political ties variables as I1Vs.
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Marquis & Qiao, 2020; Zhang, 2020). The first stage involves running a probit model that
predicts the likelihood of conducting OFDI. This model includes variables for exclusion
restrictions which do not appear in the second stage model. The model generates the Inverse
Mills Ratio (IMR), which will then be included as a control in the second-stage model to adjust
for potential selection bias. We used city with former treaty port policies (these ports became
foreign powers’ enclaves in China) during treaty port era (1842-1943) (Zhang, 2020) as the
exclusion variable (it takes a value of 1 if the city where a Chinese firm is headquartered is a
former treaty port). We chose this variable because it may be a predictor of the likelihood of
conducting OFDI, but it is unlikely to be closely related to innovation performance of the firm.
The estimation of the first stage model is based on a full sample of listed Chinese firms with and
without OFDI activities during our sample period, with a total of 16,621 firm-year observations,
whilst the second stage model uses a sample of listed Chinese firms with OFDI activities only,
with a total of 8,292 firm-year observations. The results in Table 10 show that the key results
pertaining to our hypotheses remain qualitatively unchanged when the effect of IMR is
controlled for in the second-stage models, indicating that sample selection bias is not a concern
(Marquis & Qiao, 2020; Zhang, 2020).

[Insert Table 10 about here]

6. DISCUSSION
6.1 Contributions to theory

First, our study adds to research on the effects of OFDI on innovation performance of
Chinese internationalized firms. While some studies find that OFDI of Chinese firms enhances

innovation performance of the parent (Anderson et al., 2015; Li et al., 2016; Piperopoulos et al.,
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2018; Wu et al., 2016), others find that although Chinese subsidiaries learn from OFDI this does
not extend further to improve their parent firms’ innovation (Wang et al. 2014). We reconcile
these conflicting findings by showing that when the AC of the parent is enhanced through their
subsidiaries’ learning from the host country, the OFDI can lead to increased innovation
performance of the parent. This said, we find that AC only has a partial mediation effect,
implying that OFDI may influence innovation of the parent not only through enhancing foreign
subsidiaries’ learning from the host country and consequently AC of the parent but also, to a
degree, through direct knowledge transfers from the foreign subsidiary to the parent firm. In the
latter case, the foreign subsidiary acts as a listening post within the foreign innovation system,
transmitting knowledge and information back to the parent unit (Anderson et al., 2015; Nair et
al., 2018) without necessarily enhancing learning and AC. Our study also demonstrates that the
conflicting findings regarding the effect of Chinese firms’ OFDI on their innovation performance
in prior literature could be related to the deployment of home-grown political ties in the host
country; that is, this effect may be negative when Chinese firms’ home-grown political ties do
not fit well and may be positive when such ties fit well, with the host country institutional
environment.

Second, our study contributes to understanding of when and why political ties may
become a liability (Sun et al., 2016; Wang & Luo, 2019) for innovation performance. Whereas
previous studies show an overwhelmingly positive effect of political ties on firm outcomes
(Krammer & Jiménez, 2020; Wang et al., 2020), our finding of the negative moderating effect of
political ties on innovation performance from OFDI supports the view of the darker side of
political ties (Wang & Luo, 2019). Similar results are obtained when we replaced managerial

political ties with ownership-based ties. These results are a little surprising. This is because
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ownership-based ties are more visible to host country stakeholders (Cui & Jiang, 2012)
compared to managerial political ties (which are informal and relationship-based) and, as a result,
they should likely exhibit a higher degree of misfit with the host country institutional
environment and consequently generate a stronger negative moderating effect on the relationship
between OFDI and innovation performance. A tentative explanation of the discrepancy between
our reasoning and the empirical findings relates to legitimacy management. Knowing that state
ownership ties may cause greater legitimacy challenges in foreign markets (i.e., from past
experience of their predecessors and media reports/news), Chinese firms with such ties likely pay
more attention to legitimacy management when they operate in the host country (e.g., by hiring
offshore experts in greenfield ventures to increase local acceptance (Schaefer, 2020)) that helps
reduce the institutional misfit and consequently offset some of the negative effect of home-
grown political ties. The findings regarding both types of political ties are in line with
Fernandez-Méndez et al. (2018) who show that domestic political ties do not help firms’ foreign
expansion as the advantages they confer at home may not be transferable abroad. It appears that
depending on the side of the coin (domestic vs international) a researcher examines, different
stories can emerge; researchers examining the effect of political ties within home country likely
inform us about the ‘bright side’ of the coin, while researchers examining the effect of home-
grown political ties in overseas markets likely reveal the ‘darker side’ of the coin.

Our study thus also extends research on political ties perspective by integrating the notion
of institutional fit (Kondra & Hinings, 1998). Prior theorizing suggests that the usefulness of
political ties varies across locations which differ in institutional parameters (Fernandez-Méndez
et al., 2018; Wang et al., 2020). We extend this work by bringing in the notion of institutional fit

(James & McGuire, 2016; Kondra & Hinings, 1998; Volberda et al., 2012) that helps provide a
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new explanation of why political ties carry different value in different locations (countries).
Specifically, we demonstrate that a degree of fit or misfit between home-grown political ties and
host country environment can cause the ties to be more useful in some host countries than in
others. Furthermore, our study enriches understanding of the political liabilities of Chinese firms
(i.e., SOEs) in the foreign (Western) markets. While both perspectives of institutional (mis)fit
and political liabilities are able to explain how the environment in foreign markets may create
legitimacy barriers that hinder Chinese firms’ access to knowledge and organizational learning,
the institutional (mis)fit perspective can elucidate how political liabilities of Chinese SOE firms
arise and thus provide a new explanation of the effect of political liabilities on Chinese firms in
the foreign (Western) markets from an institutional perspective.

Finally, our findings inform research on the location choices of innovation globalization
(Kafouros et al., 2018, Piperopoulos et al., 2018) by showing that the effect of home-grown
political ties in the OFDI-innovation performance nexus varies between developed and emerging
host countries. Our finding of the stronger negative moderating effect of home-grown political
ties in developed countries is in line with prior research that suggests that large institutional
dissimilarity inhibits foreign firms from adopting, in the host countries, strategies developed at
home (Albino et al., 2018; Kostova et al., 2020). The implication of this finding is that future
research on the location choices of innovation globalization should not only incorporate the role

of home country political ties but also consider their differential effect in different locations.

6.2 Implications for practice
First, our results suggest that although political ties offer advantage to firms within their

home country, the same ties can become a liability for innovation when these firms conduct
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OFDI abroad, due to their misfit with the host country’s institutional environment. We thus
caution Chinese managers that when their firms’ goal is to improve innovation performance, they
need to break free largely from home-grown political ties and instead focus on the development
of market-based capabilities to maximize the benefits from OFDI. Second, we find that the
negative effect of home-grown political ties is particularly pronounced when Chinese firms’
OFDI is undertaken in developed countries. This finding implies that Chinese managers should
avoid deploying home-grown ties in developed host countries when they aim to use OFDI to
enhance learning and innovation performance.

Overall, to enhance innovation performance from OFDI, Chinese firms should limit to
the extent possible their reliance and usage of home-grown political ties in foreign markets. This
said, they can incorporate into their international strategies some home-developed strengths
which can be transferred into foreign markets, while keeping on the background home-developed
political ties and managerial and business practices that are incongruent with the institutional

conditions and norms of what is acceptable and what not in those markets.

6.3 Limitations

First, the unique institutional idiosyncrasies of China mean that home-grown political ties
may have a distinctive impact on the internationalization of Chinese firms; however, the results
of this study may not be generalizable to other emerging countries with different institutional
settings. Therefore, we call other scholars to examine whether our conceptualizations and
findings also hold true for internationalized firms from other emerging countries. Second,

although we conceptualize that OFDI influences Chinese firms’ innovation performance through
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organizational learning and the enhancement of the parent firm’s AC, data constraints do not
allow us to further explore the nature, types, and methods of such learning from foreign locations.
Third, while we examined how the relationships asserted in hypotheses 2 and 3 may differ
between JVs and WOSs, these relationships may also vary depending on OFDI taking the form
of greenfield ventures or acquisitions. In this regard, we believe that the logic that differentiates
the effect between JVs and WOSs in section 5.2.4 also applies largely to greenfield ventures and
acquisitions. Chinese firms’ acquisitions involve integration and collaboration between the
Chinese acquirer and the acquired foreign firm and, like JVs, they may experience a higher level
of institutional misfit with the host country environment than if they operate greenfield ventures.
A case in point is Huawei Technologies of China. This firm uses greenfield ventures in which
they hire local experts to overcome liabilities of origin and ‘outsidership’ in the host countries
(Schaefer, 2020). Hence, we expect the hypothesized negative moderating effect of home-grown
political ties in H2 and H3 to be more pronounced for acquisitions than for greenfield ventures.
However, data constraints inhibit us from testing this proposition.

Finally, Chinese MNEs may route their OFDI both to and via tax havens (Sutherland et
al., 2019; Ning & Sutherland, 2012). It might also be true that some Chinese OFDI projects in
Hong Kong are not genuine investments but are motivated to achieve Hong Kong identity that
helps them ‘reinvest’ in Mainland China as ‘foreign investors’ and receive preferential
treatments from the Chinese government. However, such data are either not recorded or recorded
inaccurately by Chinese government agencies. Therefore, in line with other scholars (Sutherland
et al., 2019) we also welcome future research that will look more deeply into the topic of

Chinese FDI to and via tax havens to inform the extant international business literature.
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