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Investments in China by firms from emerging economies were studied to determine how
various reference groups affect their foreign market entry behavior. Imitation was shown to be
an important factor, but the mechanism seems to vary depending on the institutional
environments in the host and the home market. Firms from emerging economies seem to rely
on copying the entry decisions of peers from their home country, especially in locations where
the risk of government meddling is greatest. The example of firms from developed economies
was found to be less influential.
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1. Introduction

The factors triggering firms' foreign expansion have received extensive attention in international management literature.
Research in this field has embraced the economic perspective viewing cost minimization as a driving force (see Caves, 1996, for a
review), the capability-based perspective emphasizing capability building as an inducement (Chang, 1995; Song, 2002), and, more
recently, macro-organizational perspectives on international market entry such as institutional theory and organizational ecology
(Guillén, 2002). These studies contribute substantially to our understanding of the reasons why multinational corporations
(MNCs) expand into foreign arenas. However, they fall short in explaining the pattern of international diversification of firms from
emerging economies, and the institutional contexts upon which this pattern is contingent (see Peng, et al., 2008).

Research drawing on the institutional perspective has flourished since the 1970s (DiMaggio and Powell, 1983;Meyer and Rowan,
1977). Although the isomorphic pressure faced by organizations has long been a central focus for researchers in this field, those
researchers may have overlooked the potentially momentous role of wide-ranging institutional transitions in shaping organizational
behavior (Oliver, 1991; Peng et al., 2008). Because a common feature of emerging economies is institutional change—“fundamental
and comprehensive changes introduced to the formal and informal rules of the game that affect organizations as players” (Peng, 2003:
275)—researchonemerging economiesmay contribute to a deeperunderstandingof the dynamic interactions among institutions and
organizations in large-scale institutional transitions (Hoskisson et al., 2000; Peng et al., 2008; Wright et al., 2005).

Studies focusing predominantly on multinationals from developed economies, mainly Europe, Japan, and the United States,
have not attributed adequate importance to emerging economies (Hoskisson et al., 2000). Even in the limited number of studies
addressing emerging economies, the focus so far has been on a few countries such as China, Korea, and East European economies.
Given the notable variations in economic and institutional development among the 64 countries that have been identified as
emerging economies (Hoskisson et al., 2000), more research is necessary to broaden our understanding of the pattern of
international expansion of multinationals from dissimilar emerging economies.
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Furthermore, past studies have not systematically explored how differences in the institutional environment shape foreign
expansions, e.g., how isomorphic pressures shape mimetic strategies. Prior research has documented the crucial role played by
institutional frameworks in the host market in shaping foreign direct investment (FDI )location decisions and entry mode choices
(Delios and Henisz, 2000, 2003; Henisz and Delios, 2001), yet with insufficient attention to the heterogeneities among MNCs'
home countries. Recent work by Wan and Hoskisson (2003) has suggested that home country institutional environments with
different levels of munificence have significant implications for success in internationalization. By considering both the home and
the host institutional contexts, this study was designed to provide a better understanding of how contextual differences shape the
pattern of international expansion from an institutional perspective.

The study had two objectives. The first was to identify FDI reference groups which might influence foreign investment
decisions. The prior investments by reference firms from the same emerging economywere investigated as one possible influence.
FDI reference groups were defined in terms of whether they were from the same home country, from another emerging economy
or from a developed economy. Since China was the focus of the study, the groups were further categorized as Asian or non-Asian.
In addition, local policy uncertainty in a host location and the institutional differences between the host and home countries were
singled out for study as two factors which might moderate imitative entry strategies. Local policy uncertainty was evaluated
specifically in terms of political institutionswhich could induce policy unpredictability in informal and formal institutions in a host
location (Henisz and Delios, 2001; Meyer and Nguyen, 2005). The dissimilarity in the institutional profiles of the home and host
countries was included as another moderator (Kostova, 1999; Kostova and Zaheer, 1999).

Two research questions were addressed: how FDI reference groups affect the foreign market entry behavior of firms from
emerging economies; and whether and how imitation depends on the institutional environments in the host and the home
markets. This emphasis on the various impacts from different reference groups parallels recent recognition that the firms
constituting a regional network are heterogeneous and create different externalities (Chang and Park, 2005). By incorporating the
home and the host institutional environments into the study of international expansion, the study was designed to address the
question of how the local policy uncertainty and the institutional differences between the host and home countries moderate
strategic mimicry.

Consider first the impact of prior FDIs from different reference groups on FDI by firms from an emerging economy. The effects of
host market policy uncertainty and home country institutional distance on international expansion will then be considered. These
relationships were tested in this study using data on manufacturing ventures set up by firms from emerging economies in China
from 1979 through 1995. China started an economic and institutional transition in late 1978, officially opening its doors to foreign
direct investment. This data set thus allowed study of MNC sub-units from the beginning of China's economic transition, and
investment dynamics over time.

2. Theoretical background

2.1. FDI reference groups

Several groups can serve as referents for multinationals making FDI decisions. A strategic group is a cluster of firms that are
comparable in terms of some aspect relevant to strategy (Caves and Porter, 1977; Hunt, 1972). The notion of strategic groups allows
firms to specify rivals and position themselveswithin industries, whichmakesmore sense of competition (Hatten et al., 1978; Porter,
1980). A strategic group could also act as a reference point for group members making decisions (Fiegenbaum and Thomas, 1995).
Inter-firmmimicry and signaling enable strategic groupmembers to tune their strategies toward anappropriate group referencepoint
and formulate strategic moves in concert (Porter, 1980). Additionally, through inter-group comparisons, group members can
reposition their strategies using other strategic groups as benchmarks (Kumar et al., 1990). The idea of strategic groups as reference
points is further reinforced by institutional and ecological theories, which propose that collections of firm-level strategic recipes can
legitimize actions and generate isomorphic pressures (DiMaggio and Powell, 1983; Hannan and Freeman, 1977).

In the context of FDI, MNCs belonging to the same strategic group may imitate each other, thus affecting each other's entry
decisions. Reference groups based on a multinational's country of origin have previously been applied to define recognizable
populations of organizations (Guillén, 2003; Yiu and Makino, 2002). In this study, beyond grouping multinationals from the same
home country, a four-cell typology was used, grouping firms in terms of whether or not their country of origin was from the
developing world and whether it was Asian or non-Asian. The focus in this study was on the rate at which MNCs from emerging
economies enter a host market, and on whether or not the rate can be related to prior entries from different reference groups.

The reference groups were defined in terms of home country and emerging economies because multinationals from the same
home country tend to have similar organizational structures and to possess comparable resources, facilitating collective strategic
moves (Wan and Hoskisson, 2003). So multinationals from the same home country were treated as one reference group. Then,
given that emerging economies are “low-income, rapid-growth countries using economic liberalization as their primary engine of
growth” (Hoskisson et al., 2000: 249), multinationals from emerging economies are normally regarded as coming from less
munificent resource environments compared to firms from developed economies. When investing in other emerging economies,
MNCs from emerging economies are thus more likely to formulate similar exploitative strategies to those of firms from other
emerging economies (Wright et al., 2005). An institutional setting similar to their home market should facilitate the transfer of
resources and capabilities to a new host emerging market (Lee and Beamish, 1995; Pananond and Zeithaml, 1998). Investors from
other emerging economies could thus be viewed as another reference group. However, foreign firms from more developed
economies might present as a very different reference group for investing firms from emerging economies, and a competitive
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effect from these developed economy investors might be expected (Kostova and Zaheer, 1999; Li, 2008; Nachum, 2003; Zaheer,
1995; Zaheer andMosakowski, 1997). Finally, the Asian and non-Asian firms were differentiated within each reference group. The
cultural distance between China and other Asian countries is likely to be relatively low compared with the distance between
Chinese and non-Asian economies (Hofstede, 1980).

2.2. Institutional environment: policy uncertainty and institutional differences

Uncertaint futures concerning regulations ormacroeconomic policies are among themany types of policy uncertainty that concern
FDI decisionmakers (Henisz andDelios, 2001). Political institutions that allow policy-makers to change the policy regime capriciously
are aprime influenceon investor behavior (Henisz andDelios, 2001;North,1990).Whenpolicies in ahostmarket canchangeaccording
to the whims of the policy-makers in power, and there are few constraints on policy alteration, firms face great environmental
uncertainty, deterring FDI entry decisions (Delios and Henisz, 2000). Empirical work examining foreign market entry has shown that
policy uncertainty at the country-level is negatively associated with foreign direct investment (Henisz and Delios, 2001).

Rooted in economics and sociology, institutional theory suggests that institutions define the rules of the game in a society and
shape theway organizations behave by signalingwhich actions are acceptable and supported (North, 1990; Oliver, 1991; Scott, 2001).
A country's institutional framework has both formal and informal dimensions (North, 1990) thatmay vary in different regions (Chang
and Park, 2005; Meyer and Nguyen, 2005). For instance, special economic zones (SEZs) with good infrastructure and fiscal incentives
such as tax holidays or subsidies can greatly facilitate foreign investment (Loree and Guisinger, 1995). Informal local institutions,
meanwhile, may draw on distinct local traditions and culture, and may affect the implementation of centrally mandated economic
policies. For instance, although many national governments profess favorable attitudes toward FDI, implementation is often at the
local level,where potential foreign investors have tonegotiatewith local authorities over business licenses, real estate, access to public
utilities, and in some countries, tax incentives and subsidies (Meyer and Nguyen, 2005). Administrative decentralization can allow
local authorities to decide how policies set at the national level are implemented. China is a good example of a country with wide
variations in institutional quality across its various regions (Fan and Wang, 2004; Qian and Weingast, 1996).

Where administration is decentralized, provincial institutions vary in the extent to which they facilitate access to local
resources. Where provincial authorities help to overcome resource constraints, foreign investors will find it easier to establish
their operations. Moreover, measures to facilitate resource accessmay serve as a signal that the province is committed to providing
an investor-friendly institutional environment. Any ambiguity in national laws and regulations gives local authorities an
important role in their interpretation and implementation. Discrepancies between official policy and local implementation may
appear paradoxical, but they are a natural outcome of the interaction between informal and formal institutions within the public
sector (Meyer and Nguyen, 2005). For foreign investors, such variation and decentralization offer both opportunities and risks. On
the one hand, an investor-friendly local authority may facilitate administrative processes and create its own incentives for
investment. On the other hand, local authorities may not have the administrative ability to fulfill their role, or individualsmay seek
to use their power to obtain personal benefits, raising costs. In general, organizations avoid highly uncertain alternatives (Cyert
and March, 1963), so local policy uncertainty would be expected to discourage foreign investment.

Prior research has documented the crucial role played by institutional frameworks in the host market in shaping FDI location
decisions and entry mode choices (Delios and Henisz, 2000), but insufficient attention has been paid to differences among
investors' home countries. Wan and Hoskisson (2003) have suggested that the munificence of a firm's home country institutional
environment has significant implications for its success internationally. Past studies have not, however, systematically explored
how differences in the home institutional environment shape foreign expansion. By considering the similarities and differences
between the institutional profiles in the home and host countries, this study was designed to explore how contextual differences
shape the pattern of international expansion.

The institutional difference between the home and host country might be expected to predict the difficulty a foreign investor
will face in comprehending and responding to the new environment. Institutional difference impedes the international transfer of
routines (Kostova, 1999) and complicates building legitimacy in a host market (Kostova and Zaheer, 1999). The greater the
difference, the greater the challenge a multinational might face in acquiring legitimacy. A multinational's failure to establish
legitimacy can be fatal, with consequences ranging from censure of the firm in the media to direct attacks on multinational
operations. This makes a multinational less likely to enter a market where it expects difficulty in establishing legitimacy and
heightened exposure to expropriation or other hazards.

In addition to this generally expected negative effect on foreign entry, institutional difference may also interact with FDI
reference groups in shaping foreign entry decisions. Yet little is known about how these two dimensions of the institutional
environment shape FDI patterns and the adoption of imitative strategies in FDI. In the following section we examine different
reference groups in FDI, followed by the impact of the above-mentioned two dimensions of institutional environments in shaping
the patterns of international expansion.

3. Hypotheses

3.1. Reference group impacts

Economists have long noticed the potential benefits of organizational agglomeration, such as increased access to specialized factors,
augmented technological spillover, enhanced cooperative opportunities, and so on (Marshall, 1920; Porter, 1980). Consequently,
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organizations tend to locate where many peers have already invested. Besides this economic rationale, the institutional perspective
emphasizes the legitimacy benefits ofmimetic entry. Imitating prior entry byother organizations gives legitimacy to risky entry decisions
(DiMaggio and Powell, 1983). For multinationals, the importance of this social consideration is increased owing to the high levels of
uncertainty inherent in FDI (Scott, 2001). Moreover, bounded rationality and information asymmetry assumptions make firms more
likely to imitate others that are easily observable, similar to themselves, or socially prominent (Haunschild andMiner, 1997). Therefore,
foreign investors who are eager to fit in with the host country environment tend to follow previous FDI entries (Guillén, 2003; Yiu and
Makino, 2002). This isomorphic tendency is likely to be particularly strong among foreign investors from the same home country, as they
arebondedby a similar identity and inclined topaymore attention to eachother (ChangandPark, 2005;Guillén, 2002;Henisz andDelios,
2001). So entry rates should rise with an increasing number of MNC entries from the same home country in a particular location.

Hypothesis 1a (H1a). The FDI entry rate of firms from an emerging economy into a given location in China increases as the
number of FDIs already established by firms from the same home country in that location increases.

Similarly, firms from an emerging economy may also mimic FDI behavior of firms from other emerging economies.
Multinationals from emerging economies are normally regarded as coming from environments with less munificent resources and
underdeveloped market institutions (Hoskisson et al., 2000). Comparable home country environments make firms from different
emerging economies likely to attend to each other and understand each other, strengthening the isomorphic tendency. Therefore,
multinationals from an emerging economy tend to follow prior FDI entries from other emerging economies.

Hypothesis 1b (H1b). The FDI entry rate of firms from an emerging economy into a given location in China increases as the
number of FDIs already established by firms from other emerging economies in that location increases.

However, foreign firms from developed economies might present as a very different reference group for investing firms from
emerging economies, and a competitive effect from these developed economy investors might be expected (Kostova and Zaheer,
1999; Li, 2008; Nachum, 2003; Zaheer, 1995; Zaheer and Mosakowski, 1997). There tend to be gaps in capital, technology and
management capabilities between firms from emerging markets and those from more developed markets (Hitt et al., 2000; Lyles
and Baird, 1994; Svetlicic and Rojec, 1994). Developedmarket firms normally have easy access to financial capital because of well-
developed financial markets in their home countries (Svetlicic and Rojec, 1994). They may also possess more sophisticated
technological and developed management capabilities than firms based in emerging economies (Lyles and Baird, 1994; Svetlicic
and Rojec, 1994). When considering entry decisions, firms from emerging economies may attempt to avoid entering strategic
groups that are crowded with firms from developed economies. This implies a competitive effect of prior entries from developed
economies on further FDI entries from emerging economies.

Hypothesis 1c (H1c). The FDI entry rate of firms from an emerging economy into a given location in China decreases as the
number of FDIs already established by firms from developed economies in that location increases.

The strength of the influences emanating from the three FDI reference groups may, of course, be different (Kostova and Zaheer,
1999). The impact of FDIs from the samehomecountrywould be expected to be the greatest (Kostova, 1999). Since each country has a
distinctive culture, some experiential knowledge generated through prior investmentsmay be country-specific (Hofstede, 1980), and
may not be easily transferable to organizations with different national origins (Chang and Park, 2005). Additionally, a firm may be
inclined to paymore attention to the actionsoffirms fromhomewhen searching for information. This homecountry-basedmimicry in
market expansion has been emphasized in the international management literature (Guillén, 2002; Henisz and Delios, 2001).

The experience of firms from other emerging economies may also be more influential than that of developed economy firms
(Kostova and Zaheer, 1999). Coming from similar economic and institutional contexts, multinationals from emerging economies
may understand each other better, which would facilitate spillovers among them. Theories about trait-based imitation propose
that the practices of a population enjoying high status or with high similarity receive extra weight when mimicking strategy
(Fombrun and Shanley, 1990; Haveman, 1993; Haveman and Rao, 1997; Strang and Tuma, 1993). Organizations from emerging
economies should thus tend to mimic each other. Applying this logic to the three reference groups, organizations from the same
home country would be expected to exert a stronger influence than those in the other two reference groups, and investors from
other emerging economies should have a stronger impact than those from developed economies. Therefore,

Hypothesis 1d (H1d). The effect of prior FDIs from the same home country on the FDI entry rate of firms from an emerging
economy will be stronger than the effects of FDIs from other emerging economies or from developed economies.

Hypothesis 1e (H1e). The effect of prior FDIs from other emerging economies on the FDI entry rate of firms from an emerging
economy will be stronger than the effects of FDIs from developed economies.

3.2. Moderating impacts of the institutional environments

The study also examined how imitation varies according to the institutional environments in the host and the home markets.
Two dimensions of the institutional environment were considered: the local (host location) policy uncertainty; and the
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institutional distance between the home and host countries, which affects the difficulty of understanding and coping with local
institutions. Both types of uncertainties would be expected to play a vital role in foreign expansion decisions (Delios and Henisz,
2000, 2003; Henisz and Delios, 2001; Kostova, 1999; Kostova and Zaheer, 1999). The interactions between the two dimensions
and the indicators of inter-organizational mimicry were estimated to test these hypothesized effects on FDI decisions.
3.2.1. Local policy uncertainty
Environmental uncertainty (Pfeffer and Salancik, 1978: 67), should be a significant dimension of the context and should help to

shape a well run organization's responses to institutional influences (Oliver, 1991). When there is great environmental
uncertainty, organizations are motivated to follow others so as to conform to institutional demands and obtain legitimacy (Meyer
and Rowan, 1977; Oliver, 1991). Consistent with this institutional logic, organizational learning theory also proposes that one
prominent strategy firms adopt to mitigate uncertainty is mimetic learning (Levitt and March, 1988). Environmental uncertainty
enhances the importance of social criteria (Abrahamson and Rosenkopf, 1993; DiMaggio and Powell, 1983; Festinger, 1954;
Haunschild and Miner, 1997). The greater the uncertainty, the less-inclined organizations are to look internally for solutions, and
the more heavily they will rely on social bases for making decisions (Festinger, 1954). How frequently a practice is adopted by
other firms represents such social factors, so the number of other firms entering a location should bemore important when there is
greater environmental uncertainty.

This study concentrated primarily on the environmental uncertainty associated with the power of political institutions in the
host market and the country's bureaucratic infrastructure (Bergara et al., 1998). When policies in a host market are volatile and
there are few constraints on policy alteration, firms face high uncertainty (Delios and Henisz, 2000; Henisz and Delios, 2001). This
suggests that

Hypothesis 2a (H2a). The positive effect of prior FDIs from the same home country on the FDI entry rate as predicted in H1a will
be stronger for markets with a high level of local policy uncertainty.

Hypothesis 2b (H2b). The positive effect of prior FDIs from other emerging economies on the FDI entry rate as predicted in H1b
will be stronger for markets with a high level of local policy uncertainty.

Hypothesis 2c (H2c). The negative effect of prior FDIs from developed economies on the FDI entry rate as predicted in H1c will be
stronger for markets with a high level of local policy uncertainty.

These hypotheses extend the research on policy uncertainty and imitation by Henisz and Delios (2001). Based on a sample of
Japanese firms which made investment decisions in multiple countries, their study found that imitation was not influenced by the
extent of policy uncertainty in a host country. Unlike that work, this research examined FDI from several emerging economies in
China, another emerging economy. Owing to the fact that the state normally possesses a legal monopoly on coercion and the
institutional environment is often unpredictable in emerging economies, multinationals face heightened exposure to
expropriation hazards. Therefore establishing legitimacy and alleviating political hazards are more important concerns for
foreign firms in emerging economies than in developed economies. The accumulation of host country experience and industry
experience has been shown to enhance the abilities of organizations to mitigate such hazards (Delios and Henisz, 2000). The
agglomeration of foreign firms in one specific location could generate network externalities to further reduce such hazards (Chang
and Park, 2005) because of legitimacy spillover and inter-organizational learning about mitigating hazards. Therefore the more
politically hazardous a host market, the more likely organizations will be to follow other firms in FDI entry decisions.
3.2.2. Home country institutional distance
The institutional distance between the home and the host country predicts the difficulty a foreign investor will face in

comprehending and responding to the new environment (Kostova, 1999; Kostova and Zaheer, 1999). Institutional distance
impedes the international transfer of routines (Kostova, 1999), and complicates building legitimacy in a host market (Kostova and
Zaheer, 1999). The greater the distance, the greater the challenge of acquiring legitimacy. Therefore in an institutionally distant
environment, organizations may try to gain legitimacy by learning more from other firms' entry decisions.

However this mimetic process can be highly selective, in that the practices of some subsets of the population weigh more than
others. That is, when there is high institutional distance, multinationals rely more on firms from other countries as their reference
group, but attach less importance to organizations from the same home country. This is because the prestige or the status of the
organizations adopting a practice influences subsequentmimicry by others (Haunschild andMiner, 1997; Strang and Tuma, 1993).
Investors from the same country of origin, which is institutionally dissimilar from the host market, face similarly high levels of
legitimacy concerns, so have lower status in the host environment and are less useful as models (Fombrun and Shanley, 1990).

While both local policy uncertainty and the country-level institutional difference may discourage foreign entry, their
interaction could have a substituting effect: institutional difference could weaken the negative effect of local policy uncertainty on
market entry. Here, we focus on the attention-based view of the firm (Ocasio, 1997). Attention is a valuable and scarce resource in
organizations, because problems compete for the limited attention of decision makers (Barnett, 2008; Cyert and March, 1963).
Previous research has found the attention of major decision makers in a firm significantly influences its decisions and outcomes,
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including strategic change (Cho and Hambrick, 2006), investment in new technology (Kaplan, 2008), board activities (Tuggle
et al., 2010), and mergers and acquisitions (Yu et al., 2005).

When the institutional profiles of the home and host countries are similar, firms might focus their attention in making their
location selection decisions on the uncertainties involved in sub-national policy variations, rather than on national political
hazards. Investors from institutionally dissimilar countries, however, may get caught up in managing political hazards at the
national level and be less sensitive to local heterogeneities in policy implementation. This suggests different location selection
rules for MNCs depending on the institutional profile of their home country and its difference with respect to that of the host.
MNCs frommore institutionally similar countries may focus on their attention on themore refined level of local policy uncertainty
when selecting FDI locations; MNCs from institutionally dissimilar countries may focus primarily on national-level political
hazards and pay less attention to local policy uncertainties.

Hypothesis 3a (H3a). The positive effect of prior FDIs from the same home country on the FDI entry rate as predicted in H1a will
be weaker for firms from countries with a high level of institutional distance.

Hypothesis 3b (H3b). The positive effect of prior FDIs from other emerging economies on the FDI entry rate as predicted in H1b
will be weaker for firms from countries with a high level of institutional distance.

Hypothesis 3c (H3c). The negative effect of prior FDIs from developed economies on the FDI entry rate as predicted in H1c will be
weaker for firms from countries with a high level of institutional distance.

4. Research methods

4.1. Sample and data sources

The hypotheses were tested using data covering all foreign-invested manufacturing ventures established in China over the
period 1979–95 by firms from other emerging economies. Several factorsmake China an excellent setting for the study. First, inter-
organizational influences on decision making can be followed from the beginning of China's economic transition. Second, China's
institutional context during the study period was complex, with high uncertainty (Child, 1994). In such situations, social
considerations are likely to be of critical importance (Scott, 2002). This is particularly salient for FDI location decisions, because
uncertainty about unfamiliar locations can most easily be reduced by observing and imitating other firms' choices.

During the study period, multinationals from 32 emerging economies launched a total of 17,337 manufacturing subsidiaries in
China. This study focused onmanufacturing entries, excluding those in service sectors where the government tended to havemore
restrictions on foreign ownership (Fu, 2000). Focusing on manufacturing also facilitated comparison with other recent studies of
FDI in China (e.g., Chang and Park, 2005; Guillén, 2002).

Three main data sources were used in this study. Raw data on direct investment in China by MNCs from emerging economies
was obtained from the research institute of the Ministry of Foreign Trade and Economic Cooperation (MOFTEC) in Beijing. This
database contains a brief profile of each foreign-investedfirm that has operated in the country from1979 to 1995, providing data on
the location, industry, and national origin of the investment. The second main data source, the China Statistical Yearbook 1980–98,
provided data on control variables such as provincial trade growth and industry Rand D intensity. It was also used to derive an
indicator of one of the two potential moderators: local policy uncertainty. The political hazard index developed by Henisz (2002)
was used to calculate the investing country's institutional distance from China, another hypothesized moderator.

The level of analysis of this study was at the industry–home country–host location level. The foreign entry data was first
aggregated by home country, industry and host province. The potential number of country–industry–location–year combinations
was 401,408 (32 countries×28 industries×28 locations×16 years). Following the lead of previous studies, the first year of FDI
entry in the home country/industry data was taken as the beginning of the observation (Carroll and Hannan, 2000; Henisz and
Delios, 2001). The final sample consisted of 8716 home country–industry–location–year cells. In order to correct for potential bias
generated by excluding country–industry cells without any FDI entries in China, a two-stage sample selection technique was
applied (Polillo and Guillén, 2005). In the first stage, the probability of observing an investment for a country–industry–location
set during year t was estimated.2 In the second stage, the estimated probability was included as a control variable in the model
predicting the FDI entry rate. The results should thus be robust and not biased because of sample selection issues.

4.2. Variables and measures

4.2.1. Dependent variable
The dependent variable, FDI entry rate, was measured as the number of FDI entries per year in a particular province and

industry from a particular home country.
2 We estimated the following probit model using the longitudinal data set of 25,088 country–industry–location pairs (32 countries×28 industries×28 provinces )
over 16 years, where the numbers in parentheses are the standard errors of the coefficients: probability of inclusion in the sample=−2.87(0.02)+2.92×GDP growth
(0.04)+0.35×trade growth (.01)+0.95×sales volume (0.07)−0.02×concentration ratio (0.001)+0.01×advertising intensity (0.003).
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4.2.2. Independent variables
All of the independent variables were lagged one year (t−1) for predicting FDI entries in the following year. To investigate the

effects of the three FDI reference groups, density measures were calculated for each group. Same country FDI densitywasmeasured
by the total number of FDIs from the same home country in the same industry in the previous year. Emerging economy FDI density
was measured as the total number of FDIs from all other emerging economies in the data set in the same industry in the previous
year. It was further decomposed into Asian emerging economy FDI density, measured as the total number of FDIs from all Asian
emerging economies in the same industry in the previous year, and non-Asian emerging economy FDI density, measured as the total
number of FDIs from all non-Asian emerging economies in the same industry in the previous year. Developed economy FDI density
wasmeasured as the total number of FDIs from developed economies in the data set in the same industry in the previous year, and
it too was decomposed into Asian developed economy FDI density and non-Asian developed economy FDI density.

To test the moderating effects, the interactions of local policy uncertainty and home country institutional distance (from China)
were added separately. A new provincial level index of local policy uncertaintywas developed. Capturing policy uncertainty at this
more refined level was necessary because China's institutional environment was heterogeneous during the period studied, and the
regions differed greatly in market size, technology base, political institutions, and even culture (Chang and Park, 2005). Since
economic reform in the late 1970s, much economic decision making power in China has been decentralized to the provincial
governments (Zhao and Zhang, 1999). To develop this new provincial level policy uncertainty index, variables which capture
China's formal and informal institutions (North, 1990) as they are relevant to FDI decisions were factor analyzed.

A provincial-level measure of local policy uncertainty was developed by considering both supply-side and demand-side
determinants of policy and institutional changes (Henisz and Delios, 2001; Huang, 2003). Five time-varying, province-level
variables were included: lagged unemployment rate; employment in state-owned enterprises (SOEs) as a percentage of provincial
population; total provincial government budgetary expenses as a percentage of GDP (a measure of the government's fiscal
autonomy); provincial government employment as a percentage of provincial population; and FDI policy incentives (the existence
of special economic zones (SEZs) and coastal open cities (COCs) in the province). Principal-components analysis was employed to
develop the index.

The share of SOE employment and the provincial unemployment rate were included to account for the demand-side
determinants of possible government policy interventions. In China, SOEs have long been intertwined with the government, with
strong power to exert pressure on government policies. However, SOEs were endangered in the transition to market economies.
(See a review by Megginson and Netter, 2001.) Given the SOEs' privileged connections with local governments, the authorities
may have felt compelled to protect them from mass layoffs and business failures. High unemployment might similarly pressure
policy makers to interfere in the local economy (Bergsten and Cline, 1983; Henisz and Mansfield, 2004; Wallerstein, 1987).

On the supply side, the province's fiscal autonomy, government bureaucracy and policy incentives (reversely coded) were
considered. China's economic reform since the late 1970s has been characterized by fiscal decentralization, which assigned greater
fiscal power and economic control to provincial governments (Zhao and Zhang, 1999). The ratio of budgeted expenses to local GDP
could thus capture the province's fiscal autonomy and indicate the authorities' freedom to intervene in the economy in spite of
central directives (Poncet, 2005). The proportion of government employment in the population served as an indicator of over-
regulation. China consisted of 29 provinces and autonomousmunicipalities before 1995, amongwhich there were five SEZs as well
as 14 OCOs designated to attract FDI by providing special policy incentives such as tax holidays, customs duties exemptions, and
preferential corporate tax rates (Firoz and Murray, 2003; Zhou et al., 2002). A dummy variable indicating such policy incentives
was included in the analysis.

These five factors were combined into a single index for each province through principle component analysis. The eigenvalue
for the single factor was 2.3, accounting for 44% of the variance. This index was used to indicate policy hazards at the provincial
level each year during the study period.

Each home country's institutional distance from China was estimated using the yearly, country-level political hazards
information of Henisz (2002) as one proxy for the country's institutional profile.

All variables for interactions were mean-centered.

4.2.3. Control variables
Four sets of control variables were included: home country, host province, industry, and entry year. To control for possible

home country heterogeneities, both GDP per capita and trade flow with China for each home country were included in the models.
Information on each investing country's trade flow with China was obtained from Freenstra (2000). Most prior research on FDI
entry rates has emphasized factors such as market potential, economic growth, and trade (Broadman and Sun, 1997; Cheng and
Kwan, 2000; Coughlin and Segev, 2000), so provincial GDP growth and trade growth in each year were included in themodels. In all
models, industry and year fixed effects were included to control for unobserved heterogeneities.

5. Results

Table 1 reports the results of negative binomial regressions (Greene, 1996) modeling the rate of FDIs from the same home
country entering a particular industry, incrementally adding the theoretical variables of interest. Model 1 included the three FDI
reference groups without differentiating Asian from non-Asian. Model 2 decomposed the FDI into Asian and non-Asian, from
emerging and developed home countries. Models 3–4 added the interaction effects of local policy uncertainty and home country
institutional distance.



Table 1
Results of negative binomial analysis: entry rate of foreign subsidiaries from emerging economies in China.a

Model

Variables 1 2 3 4

FDI reference groups
Same country FDI density (/10) 0.41*** 0.42*** 0.42*** 0.42***

(0.01) (0.02) (0.01) (.01)
Emerging economy FDI density (/100) 0.32*** 0.61*** 0.32***

(0.07) (0.09) (.08)
Asian Emerging economy 0.53***

(0.10)
Non-Asian Emerging economy 0.87

(0.97)
Developed economy FDI density (/100) −0.06*** −0.09*** −0.06***

(0.01) (0.01) (0.01)
Asian developed economy −0.06***

(0.01)
Non-Asian developed economy −0.35**

(0.12)
Local policy uncertainty −0.26*** −0.28*** −0.32*** −0.25***

(0.02) (0.02) (0.02) (0.02)
Home country institutional distance −0.67*** −0.67*** −0.70*** −0.86***

(0.09) (0.09) (0.10) (0.09)

Moderating effects:
Local policy uncertainty:

Same country FDI density(/10)×Local policy uncertainty 0.07***
(0.01)

Emerging economy FDI density(/100)×Local policy uncertainty 0.60***
(0.08)

Developed economy FDI density(/100)×Local policy uncertainty −0.07***
(0.02)

Home country institutional distance:
Same country FDI density(/10)×Home country institutional distance −0.69***

(0.18)
Emerging economy FDI density(/100)×Home country institutional distance 0.66

(0.36)
Developed economy FDI density(/100)×Home country institutional distance −0.02

(0.04)
Home country-level control variables

GDP per capita(/1000) 0.18*** 0.18*** 0.19*** 0.18***
(0.01) (0.01) (0.01) (0.01)

Trade flow with China (/100,000) 0.02*** 0.02*** 0.02*** 0.02***
(0.01) (0.01) (0.01) (0.01)

Host location-level control variables
GDP growth 2.40*** 2.33*** 1.81*** 2.38***

(0.23) (0.23) (0.23) (0.23)
Trade growth 0.22*** 0.22*** 0.20*** 0.22***

(0.03) (0.03) (0.03) (0.03)
Fixed year effect Included Included Included Included
Fixed industry effect Included Included Included Included
Probability of sample selection −0.08 −0.08 −0.05 −0.13*

(0.06) (0.06) (0.06) (0.06)
Dispersion parameter (α) 0.50 0.50 0.48 0.49
Test of coefficient equalityb

Same countryNEmerging economy 502.7***
Same countryNDeveloped economy 515.5***
Emerging economyNDeveloped economy 6.1**

Log likelihood −12,583 −12,579 −12,527 −12,572
Chi-square change vs. Model 1 112*** 22***

aN=8716; Values in parentheses are standard errors; *** pb0.001, ** pb0.01, * pb0.05. bWald tests.
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As shown inModel 1, the coefficient for FDI from the same country was positive and significant, supporting H1a. The coefficient
for FDI from the other emerging economies was also positive and significant, supporting H1b. Asian and non-Asian emerging
economies were distinguished inModel 2, and the coefficient for FDI from Asian emerging economies was positive and significant,
but the coefficient for non-Asian emerging economies was not significant. This suggests that the rate at which MNCs from
emerging economies enter a host market is predicted by prior entries from Asian emerging economies, but not by entries from
non-Asian emerging economies. The coefficients for developed economies (Asia or non-Asia) are negative (Models 1–2),
supporting H1c. This suggests that there was competition between firms from emerging economies and those from developed
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economies. Competition among organizations drawing on the same resource base is systematically linked to economic adversity
and organizational failure (Hannan and Freeman, 1989), so a negative effect on the entry rate is expected as the number of FDIs
already established from developed economies increases. To test H1d and H1e,Wald tests were conducted comparing the strength
of the influences from the three FDI reference groups (Greve, 2002). Same country FDI density was indeed found to have the
strongest impact on the FDI entry rate (Model 1). Emerging economy FDI density was the next most important, and the predictive
power of developed economy FDI density was the weakest (Table 1). Therefore, H1d and H1e were supported.

Models 3–4 tested interactions between the FDI density in the reference groups and local policy uncertainty and home country
institutional distance respectively. The significant Chi-square changes over the baseline model suggest that the theoretical
variables added significant predictive power to the effects that have been explored in previous studies. Due to collinearity among
the interactions, a model showing all interactions entered simultaneously was not reported. In Model 3, the coefficients on the
interactions between the prior FDIs from same country and those from other emerging economies and the provincial policy
uncertainty were positive, supporting H2a and H2b. Greater local policy uncertainty in the host environment increases the
propensity for MNCs to imitate others' FDI entry decisions (those from the same home country and from other emerging
economies), consistent with the institutional theory predictions. However, the interaction of local policy uncertainty with the FDI
from other developed economies was negative, suggesting that the competitive effect increasedwith the greater local uncertainty.
This result supported H2c. In Model 4, home country institutional distance was found to significantly moderate the impact of the
home country FDI density on the FDI entry rates. The greater the distance, the less likely MNCs were to follow other firms from the
same home country in their FDI entry decisions, supporting H3a. The coefficients for interactions with other emerging economies
and developed economies were not significant; hence H3b and H3c were not supported.

Several control variables representing other factors suspected of influencing the rate of FDI entry also showed the expected
relationships. MNCs from countries which traded heavily with China and which had high GDP per capita were most inclined to
make investments in China. Using such a two-stage model controlling for the probability of sample selection gives confidence in
the robustness of the results.

6. Discussion

Emerging-economy firms are becoming important participants in the global economy, and the results of this study tend to
confirm that these newmultinationals use each other as reference points in their international market entry decisions. Such firms
do, however, face competition from more established multinationals from developed economies in this internationalization
process, as these results clearly show.

This study has examined howmimicry plays a part in the foreign market entry behavior of emerging-economy firms and how
imitation mechanisms vary according to the institutional environments in the host and homemarkets. In examining host location
policy uncertainty and home country institutional distance, this study has improved the understanding of how institutional forces
shape entry strategies in emerging economies.

The results also contribute to the understanding of the influence of reference groups and identities, by showing the influence of
prior investments from different reference groups. Multinationals from emerging economies seemmore likely to be influenced by
prior entries from their home country than by firms from other countries, and more prone to follow the entries of other emerging-
economy firms than those of firms from developed economies. Prior investments by developed economy firms may even deter
new entries by emerging-economy multinationals, suggesting that intensified competition from developed economy firms
outweighs the potential spillovers from agglomeration and legitimization in foreignmarket entry. Hence, one of the key challenges
for emerging-economy firms is to catch up, as their developed economy peers are likely to have superior resources and
capabilities.

The results show that Asian emerging-economy firms serve as key reference points for other emerging-economy mul-
tinationals in their foreign investment decisions in China.While thismight not be surprising, it is important to understand that this
is not a simple cultural similarity story, as assumed in most of the earlier studies. As the results have demonstrated, the presence
of Asian developed economy firms, such as those from Japan, actually seemed to deter investment by emerging-economy
multinationals. Instead, the Asian emerging-economy firms seemed to be most encouraged by institutional and cultural simi-
larities, which may provide them with greater insight and understanding about investing in China than that provided by non-
Asian emerging economy firms.

By exploring provincial-level policy uncertainty, this study has shed new light on howwithin-country institutional differences
affect FDI decisions. Indeed, location has received little attention in recent years, leading Dunning (1998) to call it ‘the neglected
factor’ of the ownership, location, and internalization incentives (OLI) framework. International business studies have largely
focused on countries as the unit of analysis and examined how country-level institutional variables influence the selection of host
countries (Globerman and Shapiro, 2003; Loree and Guisinger, 1995; Oxelheim and Ghauri, 2004), without paying adequate
attention to location decisions within countries. The specific location of operations is, however, a major concern to multinational
firms (Shaver and Flyer, 2000) and is of particular importance in large and decentralized emerging markets where policies vary at
the provincial or even local level (Head and Ries, 1996; Zhou et al., 2002). Such subnational-level institutions within a country
supplement national institutions in influencing foreign entry location decisions (Meyer and Nguyen, 2005). The results of this
study have captured the institutional differences among provinces within China, and the new index of provincial-level policy
uncertainty developed in this study should help to improve understanding of the relationship between institutions and location
decisions at a more refined level.
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Several limitations of the study suggest promising areas for future research. First, this study examined the early stages of
foreign direct investment in China from 1979 to 1995. While future research can extend this study with more recent data to
capture the changing impacts of market transition in China, we believe that the early period of China's economic transitions
(1979–1995) was an excellent setting for testing the hypotheses in this study. In the early stages of market transition in emerging
economies, social influences could be of critical importance in decision making, and governmental and social influences are
stronger in emerging economies than in developed economies (Hoskisson et al., 2000). This was particularly salient for FDI
location decisions, because uncertainty about unfamiliar locations can most easily be reduced by observing and imitating other
firms' choices. But as the Chinesemarket continues to develop, economic explanations should becomemore important (Hoskisson
et al., 2000). Future research with more recent data can compare social and economic influences at different stages of market
transition in China.

7. Conclusions

The key findings of this research suggest that firms from emerging economies are more likely to invest in China when peers
from the same country or from other emerging economies have already done so. In particular, the investment patterns of
multinationals from Asian emerging economies serve as a more salient reference point than those of firms from non-Asian
emerging economies. In addition, host location policy uncertainty and home country institutional distance moderate these
influences, such that mimicry is enhanced under conditions of higher policy uncertainty and narrower institutional distance.
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