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ABSTRACT 

 

Reviewing literature of product diversification in the large emerging economy China, this 

paper finds that prior studies related to the effect of product diversification on firm performance 

(PD-P, hereafter) in China have not yet paid sufficient attention to two important aspects. First, 

just as national institutions among countries are heterogeneous, sub-national institutions in China 

also vary greatly. Assuming homogeneous sub-national institutions in the large emerging 

economy China is at odds with reality. Studying whether PD-P in China will be contingent on 

sub-national institutional development will help to shed lights on PD-P in China and other 

emerging economies. Second, in China, state ownership is an important institutional context for 

individual firms. Prior research has not yet investigated state ownership of individual firms in 

studying PD-P in China. It would be of theoretical significance to examine whether state-owned 

enterprises can better take advantage of sub-national institutional development to improve firm 

performance than non-state-owned enterprises. 

Considering variation in sub-national institutions within a large emerging economy, this 

paper also extends the approach of using an institution-based view of business strategy to shed 

further lights on PD-P. Reviewing extensive literature of product diversification, this paper finds 

that there has been lack of consensus on PD-P. An institution-based view of business strategy is 

useful to reconcile divergent findings on PD-P by considering institutional environments in 

which firms adopt product diversification. Relatively consistent findings are that product 

diversification has a positive effect on firm performance in emerging economies and has a 

negative effect on firm performance in developed economies. This paper goes further to explore 

the influence of sub-national institutions on PD-P in emerging economies. 

This paper uses a sample of 37,856 observations of 124 insurance firms in 31 provinces 

of China over the period from 2005 to 2014. It finds that in China, product diversification of a 

firm in a region has a positive effect on firm performance in that region, but this positive effect 

holds true only in regions with a high instead of low level of sub-national institutional 

development. Furthermore, the positive moderating effect of sub-national institutional 

development on PD-P is context-specific and stronger for firms with a high level of state 

ownership. 

 

Keywords: product diversification, sub-national institutions, an institution-based view of 

business strategy, state ownership 
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Chapter One 

 

INTRODUCTION 

1.1 Research Background 

Despite extensive research regarding the effect of product diversification on firm 

performance (PD-P, hereafter) in developed economies (Palich, Cardinal, & Miller, 2000; 

Purkayastha, Manolova, & Edelman, 2012), substantial institutional differences between 

developed economies and China exist. While developed economies have developed institutions 

serving as a background for business transactions including product diversification, China as a 

large emerging economy has underdeveloped institutions influencing efficiency of business 

transactions. Empirically, China has seen product diversification prevalent in domestic and 

foreign firms and in many industries such as insurances, tourism, and automobiles. Considering 

the institutional differences, it is worthy of theoretical and empirical attention to examine PD-P 

in China. 

This paper finds limited extant literature on product diversification in China and 

summarizes two major weaknesses in the literature. First, although researchers have 

demonstrated the influence of sub-national institutions on product diversification in China (Li, 

He, Lan, & Yiu, 2012; Ma & Delios, 2010), researchers have not yet acknowledged the influence 

of sub-national institutions on PD-P in China. Given that vast regions in China have varying 

degrees of sub-national institutions, it is necessary to examine whether sub-national institutional 

development in different regions will influence PD-P. Second, although state ownership is a 

firm-specific institutional context and influences product diversification in China (Delios, Zhou, 

& Xu, 2008; Lu & Yao, 2006), researchers pay limited attention to the question of whether state-
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owned enterprises (SOEs) can better utilize sub-national institutional development to increase 

firm performance driven by product diversification than non-SOEs.  

Investigating those two questions should also contribute to the literature of using an 

institution-based view of product diversification to derive consistent PD-P relationships in the 

broad literature of product diversification. Researchers have devoted attention to product 

diversification of various kinds of firms for more than four decades (Benito-Osorio, Ángel 

Guerras-Martín, & Ángel Zuñiga-Vicente, 2012). Despite an extensive amount of research, there 

still lacks the consensus on PD-P. Prior studies have demonstrated divergent findings on PD-P, 

such as positive and linear (Qiu, 2014), negative and linear (Su & Tsang, 2015), inverted-U 

(Palich et al., 2000), or no (Deligianni, Voudouris, & Lioukas, 2017). Inclusive findings on PD-P 

call for more research to produce consistent findings. 

Studies adopting an institution-based view of product diversification generally support 

that in emerging economies with underdeveloped institutional environments, product 

diversification positively affects firm performance and negatively in developed economies 

(Delios, Xu, & Beamish, 2008; Wan & Hoskisson, 2003). Specifically, several contingencies, 

such as munificent home country environments (Wan & Hoskisson, 2003), developed economies 

(Wan, 2005), developed institutional environments (Chakrabarti, Singh, & Mahmood, 2007), 

institutional strength of a country (Delios et al., 2008), and institutional transitions over time 

within a single economy (Lee, Peng, & Lee, 2008), have been found to moderate PD-P. These 

moderators are, collectively, institutional development of a country or an economy. Results from 

those studies imply that an institution-based view of product diversification helps reconcile 

divergent findings on PD-P (Peng, 2002; Peng, Sun, Pinkham, & Chen, 2009; Peng, Wang, & 

Jiang, 2008).  



3 

 

Considering institutional development of an economy in examining PD-P, prior studies 

also implicitly assume that a country or an economy has similar or even institutional 

development in different regions of that country or economy. However, this assumption is at 

odds with the reality in large emerging economies. Take China as an example, institutional 

development in China varies widely across different regions and ranges from underdeveloped 

institutions in Tibet to developed institutions in Shanghai and Beijing (Shi, Sun, & Peng, 2012).  

Since firm performance of a firm depends on firm performance in all regions in an 

economy and the influence of institutional development on PD-P, firm performance therefore 

should be contingent on sub-national institutional development in all regions. Examining the 

influence of sub-national institutional development on PD-P in the emerging economy China 

should contribute to an institution-based view of product diversification by shedding more lights 

on PD-P. Considering state ownership as an important institutional context for individual firms, 

this paper helps to clarify the boundary condition of sub-national institutional development on 

PD-P in China. 

 

1.2 Research Objectives 

This paper first addresses a basic question: In the large emerging economy China, how 

will product diversification of a firm in a region influence firm performance in that region? To 

move forward, the main purpose of this paper is to answer this theoretical question: What 

moderating role does sub-national institutional development play in the relationship between 

product diversification and firm performance? In addition, this paper considers state ownership 

as a firm-specific institutional factor that may influence the underlying mechanisms of sub-

national institutional development for interpreting PD-P. 
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To answer the above questions, this paper first hypothesizes that in an emerging 

economy, product diversification of a firm in a region has a positive effect on firm performance 

in that region. This prediction is in line with the finding that product diversification has a 

positive effect on firm performance in an emerging economy with underdeveloped institutions 

(Delios et al., 2008). 

The focal and second hypothesis is that product diversification has a positive effect on 

firm performance only in regions with a high instead of low level of sub-national institutional 

development. Main theoretical arguments for supporting this hypothesis derive from three 

important mechanisms. First, local governments in regions with high sub-national institutional 

development are more likely to provide pro-market institutions instead of becoming “invisible 

hands” to intervene in firm operation (Zhao & Lu, 2016). Firms can rely more on market-based 

rules and less on arbitrary regulatory pressure. Second, high sub-national institutional 

development in local regions makes firms easily access market-supporting institutions (Meyer & 

Nguyen, 2005; Shi et al., 2012). Third, informal institutions in regions with developed 

institutions play a smaller role in business transactions (Peng et al., 2009). With supporting 

institutions from local governments and local markets, product diversification is more likely to 

have a positive effect on firm performance. 

 Furthermore, this paper hypothesizes that the positive moderating effect of sub-national 

institutional development on PD-P is stronger for firms with a high level of state ownership. 

Major reasons are that for SOEs, high sub-national institutional development can decrease 

unfavorable government intervention, increase favorable government intervention, and better 

take advantage of market-supporting institutions. This paper finds empirical support for the 
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above hypotheses by using a sample of 37,856 observations of 124 insurance firms in China 

from 2005 to 2014. 

  

1.3 Research Contributions 

This research contributes theoretically and practically in several aspects. 

Specifically, this paper makes four theoretical contributions. First, adopting a perspective of 

sub-national institutions, it adds to the understanding of PD-P in China as well as other 

large emerging economies by first highlighting differences in within-country sub-national 

institutional development. Considering variation in sub-national institutions, prior research 

demonstrates that sub-national regions play a significant role in explaining variation in 

subsidiary firm performance in both developed and emerging economies (Chan et al., 2010; 

Ma et al., 2013). Consistent with the line of research considering variation in sub-national 

institutions, literature of product diversification in China has paid some attention to sub-

national institutions in China (Li et al., 2012; Ma & Delios, 2010). It is of theoretical 

significance to investigate the influence of sub-national institutional development on PD-P 

besides its influence on product diversification in prior literature (Ma & Delios, 2010). 

Second, it should contribute to literature of using an institution-based view of 

product diversification to explain PD-P by demonstrating how and why a positive PD-P 

exists in the large emerging economy China. While this view generally supports that 

product diversification positively influences firm performance in an emerging economy 

(Delios et al., 2008; Wan, 2005), this paper argues that this positive effect holds true only in 

regions with a high rather than low level of sub-national institutional development. Prior 

research provides the rationale for a positive PD-P in firms within an emerging economy 
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that diversified firms can compensate for market imperfections and weak institutions in an 

emerging economy (Delios et al., 2008; Wan, 2005). This paper argues that viewing from 

the level of sub-national institutions, the rationale for a positive PD-P in different regions in 

an emerging economy is quite different from the rationale presented in prior research. 

Specifically, this paper argues that a high level of sub-national institutional development 

makes a positive PD-P more likely to occur through three mechanisms such as reduced 

government intervention, formal market-supporting institutions, and less reliance on 

informal institutions in local regions. Furthermore, theoretically and empirically, this paper 

uses state ownership as a moderator to demonstrate the mechanisms. 

Third, it adds to literature of state ownership by demonstrating that state ownership 

does improve firm performance (Li & Zhang, 2007). Specifically, this paper shows that 

state ownership further augments the positive moderating effect by better taking advantage 

of high sub-national institutional development. This finding echoes various benefits to 

which SOEs have access (Lu & Yao, 2006).  

Fourth, this paper contributes to literature on sub-national institutions in an 

emerging economy by extending literature of sub-national institutions to product 

diversification. It should help to answer one of four important issues of strategic 

management, that is, “what determines the scope of firms” (Peng et al., 2009). Findings in 

this paper are consistent with prior research that sub-national institutions shape firm 

strategies and firm performance (Nguyen, Le, & Bryant, 2013; Shi et al., 2012).  

Practically, this paper has three managerial implications for firms that pursue 

product diversification in an emerging economy. First, besides devising an overall product 

diversification strategy, a firm in an emerging economy should consider institutional 
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differences in sub-national regions when realizing this overall product diversification 

strategy in different regions. This paper suggests that a firm should adopt high (low) product 

diversification in regions with high (low) institutional development to improve market-

based firm performance such as yearly sales income growth.  

Second, non-SOEs should adopt some strategies to better utilize high sub-national 

institutional development in some regions of China. Prior research implies one possible 

strategy. As non-SOEs could not have as much access to state resources and privileges as 

SOEs could, non-SOEs could establish ties to SOEs in order to gain access to those benefits 

owned by SOEs (Okhmatovskiy, 2010).  

Third, for SOEs with a reputation for low efficiency (Zhou, Gao, & Zhao, 2017), 

production diversification into developed regions is a viable way to transform benefits of 

state ownership into firm performance. Prior research shows that SOEs are better than non-

SOEs at transforming managers’ expertise and skills into firm performance (Li & Zhang, 

2007). Further research could explore more ways for SOEs to better utilize their strengths in 

China. 

 

1.4 Organization of the Thesis 

This thesis includes six chapters. The first chapter includes research background, 

objectives, and theoretical and practical contributions of this thesis. Chapter two reviews 

literature on three main topics. The first part reviews literature of product diversification in 

China, summarizes two weaknesses of extant literature and reviews extensive literature on 

divergent findings on PD-P. The second part reviews literature on an institution-based view 

in strategic management. This part first discusses in detail dimensions of institutions 
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including three pillars of institutions and five types of institutional voids. Then it introduces 

an institution-based view of business strategy including product diversification, and 

literature of using that view to explain PD-P. The third part reviews literature on sub-

national institutions by presenting the influence of sub-national institutions on firm 

strategies and firm performance. Chapter three presents the theoretical model of this paper 

and provides theoretical foundations for three hypotheses in this paper. Chapter four 

describes methodology including samples, data sources, and measurement. Chapter five 

reports empirical research findings. Chapter six discusses theoretical and practical 

contributions, limitations and directions for future research, as well as conclusions. 
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Chapter Two 

 

LITERATURE REVIEW 

The first three parts of this chapter reviews extant literature related to focal research 

questions presented in the fourth part. The first part reviews limited extant literature on 

product diversification in China, and summarizes two weaknesses of extant literature related 

to PD-P in China. Later, it reviews extensive literature and presents divergent findings on 

PD-P including positive, negative, inverted-U and no relationships. The second part reviews 

literature on an institution-based view in strategic management. Discussing definition and 

dimensions of institutions including three institutional pillars and five types of institutional 

voids helps understand the profound influence of institutions in business transactions. Later, 

as the third leading perspective in strategic management, an institution-based view of 

business strategy including product diversification emerges. Then a detailed literature 

review shows that an institution-based view of product diversification is helpful to generate 

consistent findings on PD-P. The third part reviews empirical findings on how sub-national 

institutions shape firm strategies and firm performance. The fourth part summarizes all 

literature reviewed and presents three research questions in this paper. 
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2.1 Product Diversification 

 

2.1.1 Product Diversification in the Emerging Economy China 

Product diversification refers to firms’ operation in more than one product market 

(Su & Tsang, 2015). While most research focuses on a firm’s overall product diversification, 

some research differentiates related product diversification from unrelated product 

diversification. Related (Unrelated) product diversification refers to firms’ operation in 

product markets that are related (unrelated) to firms’ core resources or skills (Geringer, 

Beamish, & DaCosta, 1989). For example, SONY produces cameras, video cameras, 

projectors, cellphones, laptops, and so on. General Electric (GE) covers a large array of 

businesses, such as renewable energy, lighting, aviation, healthcare, and so on. It is 

reasonable to say that SONY takes related product diversification, and GE takes unrelated 

product diversification.  

This paper focuses on a firm’s overall product diversification. As institutional 

environments in emerging and developed economies in which firms adopt product 

diversification differ greatly, it is of theoretical significance to examine PD-P in emerging 

economies (Purkayastha et al., 2012), especially the large emerging economy China. 

Product diversification is prevalent in China as summarized in Table 1. As shown in the 

table, many types of firms adopt product diversification, such as international joint ventures 

(IJVs), business group affiliated firms and multinational enterprises (MNEs). Extant 

literature on product diversification in China mainly focuses on two aspects: antecedents of 

product diversification and firm performance as a consequence. After reviewing the 

literature, this paper summarizes two weaknesses of literature on product diversification in 
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China. 

 

2.1.1.1 Antecedents of Product Diversification 

Antecedents of product diversification in China focus on distinct institutional 

characteristics of China as an emerging economy. Specifically, in the economy with 

underdeveloped institutions, firms operating in this institutional environment need to 

compensate for insufficiency of formal institutions. State ownership and political activities 

can serves as ways to facilitate access to legitimacy and governmental support, which can 

substitute the lack of formal institutions. Specifically, prior research shows that state 

ownership positively relates to product diversification using 1,178 listed companies in 

China (Delios et al., 2008). Rationales for this finding are that SOEs not only enjoy 

preferential access to resources and policy support necessary for product diversification, but 

also are under regulatory and normative pressure from governments to pursue product 

diversification. 

 For firms that are not state-owned, they can rely on political activities to gain 

legitimacy and governmental support. One important and common political activity is to 

establish political connections with government officials. Once established, political 

connections are generable resources and applicable to many products instead of being sticky 

to any particular products. In addition, they can serve multiple purposes in the process of 

product diversification, such as getting licenses or preventing governments from 

unfavorable intervention in firm operation. Due to those reasons, political connections 

encourage firms to pursue product diversification in the emerging economy China (Li, He, 

Lan, & Yiu, 2012).  
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In order to decrease unfavorable government intervention, one specific political 

activity useful for MNEs is to establish host country headquarters (HCHQs) in China. One 

benefit of establishing HCHQs is to increase bargaining power of MNEs, mainly through 

two ways. The first way is to make host governments realize that MNEs are investing 

resources in the host countries. Another way is to serve as coordinators to align MNEs’ 

goals with objectives of host governments. The second benefit is to foster cooperative 

relationships with governments by signaling MNEs’ confidence, contributing 

complementary resources, building organizational credibility, and improving managers’ 

social status. Bargaining power and cooperative relationships can reduce unfavorable 

government intervention and facilitate product diversification in the emerging economy 

China (Ma & Delios, 2010). 

 

2.1.1.2 Firm Performance as a Consequence 

Prior literature shows that findings on PD-P are inconclusive. Studies related to the 

main effect of product diversification on firm performance in China are rare. To continue 

exploring PD-P in China, one approach is to focus on subtypes of product diversification. 

For example, prior research distinguishes between related and unrelated diversification. 

Research of product diversification in China shows that related diversification leads to 

greater firm performance than unrelated diversification (Chiao, Yu, Li, & Chen, 2008; Zhao 

& Luo, 2002). Another study demonstrates that firms pursuing both types of diversification 

outperform those pursuing only one type of diversification (Li & Wong, 2003).  

Another example is to go further to examine subtypes of related diversification by 

examining product relatedness of IJVs with parent firms. Product relatedness refers to 
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whether lines of businesses or industries are linked (Luo, 2002). Luo (2002) finds that firms 

using related diversification with both parents outperform those pursuing related 

diversification with only one parent, which outperform those adopting no related 

diversification with their parents. 

The second approach is to examine contingent factors of PD-P. Instead of studying 

general firms pursuing product diversification, focusing on one specific type of firms helps 

identify distinct characteristics of those firms and boundary conditions of PD-P. For 

instance, one study focuses on business group affiliated firms in China. Possessing state 

ownership is prevalent among those firms. Research shows that high product diversification 

leads to high firm performance only when those firms have a high level of state ownership 

(Lu & Yao, 2006).  

The third approach is to examine PD-P longitudinally. One study conducted in 

Taiwan, China shows that product diversification leads to better short-term firm 

performance, but does not influence mid-term firm performance which was lagged two 

years later (Chen & Yu, 2012). A similar longitudinal study using data in South Korea from 

1984 to 1996 also shows that PD-P is not static and changes over time (Lee et al., 2008). 

 

2.1.1.3 Two Weaknesses of Literature on Product Diversification in China 

Reviewing limited extant literature of product diversification in China, this paper 

finds two major weaknesses of extant literature. First, research related to PD-P in China 

fails to consider the influence of sub-national institutions. China has various regions that 

differ significantly in terms of sub-national institutions. As shown in prior studies, sub-

national institutions in China can strengthen or weaken product diversification in China (Li, 
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He, Lan, & Yiu, 2012; Ma & Delios, 2010). This paper expects that sub-national institutions 

should also play a role in explaining firm performance driven by product diversification for 

firms embedded in institutional environments. It is of theoretical significance to study 

whether sub-national institutions influence PD-P in China.  

Second, research related to PD-P in China has not yet paid sufficient attention to 

state ownership of individual firms, which is an important institutional context for each 

individual firm in China. In the emerging economy with underdeveloped institutions, state 

ownership can provide firms with access to resources and governmental support, which help 

transform firms’ resources into firm performance (Li & Zhang, 2007). It is necessary to 

consider if SOEs can better take advantage of sub-national institutions to improve firm 

performance driven by product diversification than non-SOEs. 

In the coming parts, this paper will review extant literature on divergent findings on 

PD-P and an institution-based view of business strategy to explain PD-P. Studying the 

influence of sub-national institutions on PD-P should contribute to the literature of adopting 

an institution-based view to explain PD-P in emerging economies by first considering 

variation of sub-national institutions.
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Table 1 Literature on product diversification in the emerging economy China 

Authors Related main findings Samples 

Zhao and Luo 

(2002) 

MNE subsidiaries in China adopting related diversification strategy 

outperform those adopting unrelated diversification strategy. This effect is 

stronger for majority ownership than wholly owned or minority ownership. 

319 foreign subsidiaries in China 

Luo (2002) 
Product relatedness between an international joint venture (IJV) and its 

parents positively affects IJV performance as perceived by venture managers. 
134 IJVs in China 

Li and Wong 

(2003) 

Firms pursuing both related and unrelated diversification and firms pursuing a 

single business will have better performance than those pursuing either related 

or unrelated diversification. 

106 Chinese firms in 1996 

Lu and Yao 

(2006) 

State ownership of business group affiliated firms positively relates to firm 

performance for firms pursuing a high level of product diversification. 

628 publicly traded, large business group 

affiliated firms in China in 2001 

Delios, Zhou 

and Xu (2008) 
State ownership positively relates to product diversification. 

1,178 firms in China listed in Shanghai and 

Shenzhen Stock Exchanges 

Chiao, Yu, Li 

and Chen 

(2008) 

Subsidiaries adopting related diversification have higher firm performance 

than those adopting unrelated diversification. 

920 Taiwanese manufacturing firms in 

Taiwan 

Ma and 

Delios (2010) 

Establishing host-country headquarters will help MNEs increase product 

diversifications within China. This effect is stronger in locations with stronger 

institutional intervention. 

428  Fortune 500 MNEs in China over1979-

2005 

Li, He, Lan 

and Yiu 

(2012) 

Political connections will increase firms' product diversification in an 

emerging economy, and this effect is stronger for non-SOEs than SOEs and 

in regions with weak instead of strong institutional development. 

4,513 firm-year cases of 1,280 A-share firms 

in China listed on the Shanghai and Shenzhen 

Stock Exchanges from 2002 to 2005 

Chen and Yu 

(2012) 

Product diversification positively relates to firm performance in the short term 

and does not significantly relate to firm performance lagged two years later. 

98 firms listed on Stock Exchange in Taiwan 

from 1996 to 2001 
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2.1.2 Divergent Findings on PD-P 

Extensive literature reviews summarize that there is lack of consensus of PD-P (Benito-

Osorio et al., 2012; Datta, Rajagopalan, & Rasheed, 1991; Hoskisson & Hitt, 1990; Ramanujam 

& Varadarajan, 1989). As summarized in tables by Datta et al. (1991) and Benito-Osorio et al. 

(2012), PD-P can be positive and linear, negative and linear, inverted-U or not significant (See 

Table 2 for a brief summary of relevant literature in this paper). There exist two possible reasons 

to explain this lack of consensus. First, prior research uses different theoretical views to derive 

this relationship (Wan, Hoskisson, Short, & Yiu, 2011), such as transactional cost economics and 

the resource-based view. Second, prior research uses different methodologies to test PD-P, such 

as different samples, short or long data periods, or operationalization of variables as 

demonstrated in Table 2 below. Despite those reasons, an institution-based view of product 

diversification generally provides consistent findings on PD-P as reviewed in great detail by 

Benito-Osorio et al. (2012). This paper first outlines various kinds of PD-P in past research and 

leaves an institution-based view and corresponding PD-P findings in the next part. 

 

2.1.2.1 A Positive PD-P 

Some findings provide support for a positive PD-P (Kang, 2013; Qiu, 2014), which 

means that more diversified firms achieve better performance than their more focused 

counterparts. A couple of reasons could explain this positive relationship. First, diversified firms 

have economies of scope compared with focused firms. Diversified firms can achieve economies 

of scope by sharing markets, distribution channels, common production facilities, technologies or 

managerial competencies across multiple product units (Chang & Wang, 2007; Kumar, 2009; 
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Nayyar & Kazanjian, 1993). Leveraging resources across product units will decrease average 

cost of producing those products and create economic benefits for diversified firms. 

Second, diversified firms should have greater market power advantages. Predatory 

pricing, creating an image for predatory behavior, or indicating the likelihood of predatory 

behavior to deter new entry are viable means for diversified firms to gain market power (Palich 

et al., 2000). Reciprocity in buying and selling will also bring diversified firms market power 

(Bausch & Pils, 2009). Diversified firms can establish mutually beneficial arrangements with 

firms that serve as both suppliers and purchasers. In an environment in which firms have limited 

access to information to evaluate their business partners (Nayyar & Kazanjian, 1993), diversified 

firms that have established relationships with many other firms could be preferred in business 

transactions, increasing market power.  

Third, diversified firms should have a reduced bankruptcy risk. In diversified firms, cash 

flows from different businesses are imperfectly correlated (Kang, 2013; Palich et al., 2000) and 

stable earnings can be achieved (Bausch & Pils, 2009). Risk reduction can give firms greater 

debt capacity (Palich et al., 2000) and reduce other types of risks relevant to firm performance 

such as managerial unemployment risk (Kang, 2013).  

 

2.1.2.2 A Negative PD-P 

Some studies report a negative PD-P (Su & Tsang, 2015; Tongli, Ping, & Chiu, 2005), 

which means that focused firms get better firm performance than their diversified counterparts. 

There exist some arguments for explaining deteriorated performance of diversified firms. First, 

product diversification can increase coordination costs (Mayer, Stadler, & Hautz, 2015). As 

firms diversify into multiple product markets from different subunits that share indivisible and 
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intangible resources such as tacit knowledge, firms need to manage and coordinate activities of 

these diverse interdependent subunits. As a result, firms inevitably devote extra managerial time 

and effort in order to transfer intangible resources across product markets (Kumar, 2009), and 

communicate among subunits to achieve joint decisions (Zhou, 2011). As managerial capability 

to coordinate those activities is limited, coordination costs may surpass benefits of product 

diversification. 

Second, product diversification can increase costs of adjusting internal settings with 

external environments (Chang & Wang, 2007). As firms expand into multiple product markets, 

changes in external environments comprising product markets, governments, customers, and 

other organizations create a need for firms to match internal organizational structures with 

external environments. When firms face diverse product markets and corresponding distribution 

systems, firms have a greater need to restructure organizations that fit product diversification 

strategies (Hill, Hitt, & Hoskisson, 1992). Costs related to restructure organizations may harm 

firm performance. 

 

2.1.2.3 An Inverted-U PD-P 

Some findings demonstrate an inverted-U PD-P (Kistruck, Qureshi, & Beamish, 2013; 

Narasimhan & Kim, 2002; Palich et al., 2000; Tallman & Li, 1996), which means that diversified 

firms outperform focused firms when product diversification is low to moderate, and vice versa 

when product diversification is moderate to high. As firms diversify, firms usually first engage in 

one single business, then adopt related diversification and later pursue unrelated diversification. 

As diversification changes from low to moderate, that is, when product diversification gradually 

turns into related diversification, diversified firms could enjoy economies of scope by utilizing 
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tangible or intangible resources and capabilities in different market products (Palich et al., 2000; 

Tallman & Li, 1996). This benefit is not available to firms with a single business. Therefore, a 

positive PD-P should exist at low to moderate product diversification.  

As diversification changes from moderate to high, that is, when firms further diversify 

into unrelated businesses, managing and coordinating diverse business units could be out of 

scope of management capability and coordination costs could rise rapidly (Tallman & Li, 1996). 

Furthermore, as firms need modification in sharing a common pool of resources across diverse 

but unrelated business units, economies of scope is less likely to occur (Kistruck et al., 2013; 

Qian, 2002). Therefore, a negative PD-P should exist at moderate to high product diversification. 

 

2.1.2.4 Other Findings on PD-P 

While there exist diverse findings on PD-P as mentioned above, others do not 

hypothesize a direct PD-P and investigate moderators for PD-P from other theoretical lens 

(Deligianni et al., 2017; Lu & Yao, 2006; Su & Tsang, 2015). For instance, taking state 

ownership as a focal characteristic of affiliated firms in business groups in China, one study 

shows that product diversification will enhance firm performance when state ownership is high 

(Lu & Yao, 2006).  

While many empirical studies investigate product diversification as an overall 

construct without considering different types of product diversification, other researchers 

distinguish between related and unrelated product diversification in examining PD-P. Firms’ 

product markets can be related or unrelated in terms of market relatedness or strategic 

relatedness (Markides & Williamson, 1994). Degree of relatedness can vary continuously 

from related to unrelated (Chatterjee & Wernerfelt, 1991). To make it clear, degree of 
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product diversification is not the same as degree of relatedness in a firm’s product markets 

(Hoskisson & Hitt, 1988). 

Despite the distinction between related and unrelated product diversification, prior 

research still produces inconsistent findings as summarized by Benito-Osorio et al. (2012) in a 

table. Some studies show that related diversified firms have better performance than firms that 

pursue unrelated product diversification (Geringer et al., 1989; Markides & Williamson, 1994). 

Some studies show the opposite (Shayne Gary, 2005). For instance, to achieve benefits of 

economies of scope, firms need to maintain slacks such as financial, human resources, and 

technology to ensure normal and efficient firm operations (Shayne Gary, 2005). Otherwise, too 

much related product diversification can negatively affect firm performance. This finding is in 

line with earlier research arguing that coordination costs may surpass benefits and harm firm 

performance (Palich et al., 2000). 

Others demonstrate the necessity to take into account contingencies. One contingency 

relates to the nature of relatedness, strategic relatedness or market relatedness. Specifically, 

relatedness that assists the firm in accumulating strategical assets, not just market-level 

relatedness, helps related firms outperform unrelated ones (Markides & Williamson, 1994). 

Another contingency relates to institutional development in different stages of an emerging 

economy. Research shows that as underdeveloped institutions evolve towards more developed 

institutions, unrelated diversification leads to poorer performance for a business group and 

related diversification leads to better performance, but vice versa in the early stage of 

institutional development (Ramaswamy, Purkayastha, & Petitt, 2017). 

Considering different theoretical lens and distinction between related and unrelated 

diversification, these studies typically find that PD-P depends on a number of contingencies. 
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Lack of consistent findings on PD-P calls for more research to generate consistent findings on 

PD-P. In the next part, this paper reviews an institution-based view in strategic management, 

which is a useful approach to reconcile inconsistent findings on PD-P.
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Table 2 Literature on the relationship between product diversification and firm performance 

Authors Reported PD-P relationship Performance measurements Samples 

Qiu (2014) 

For large international firms, product diversification 

positively relates to firm performance captured by 

market value. 

Tobin's Q 

485 firm-year observations of 250 

international firms in 17 countries 

during 2006–2009 

Kang (2013) 

Unrelated diversification positively influences firm 

performance captured by corporate social 

performance. 

Corporate social performance 
3,044 firm-year cases of 511 largest 

U.S. firms during 1993-2006 

Su and Tsang 

(2015) 

Product diversification negatively affects firm 

financial performance. 
Return on assets (ROA) 

2,364 firm-year cases of 391 U.S. 

public firms during 1993-2003 

Tongli, Ping, 

and Chiu 

(2005) 

Product diversification negatively correlates to all 

measures of firm performance. 

Sharepx, Tobin's Q, and return 

on assets (ROA) 

626 listed firms in Singapore from 

1995 to 1999 

Palich, 

Cardinal,and 

Mille(2000) 

Moderate product diversification leads to higher 

performance than either low or high product 

diversification (Inverted-U relationship). 

Growth, profitability Meta-analysis of 82 studies 

Tallman and 

Li (1996) 

Product diversification has an inverted-U effect on 

MNE firm performance. 
Return on sales (ROS) 

192 large U.S. manufacturing MNEs 

in 1987 

Kistruck, 

Qureshi, and 

Beamish 

(2013) 

Product diversification has an inverted-U effect on 

efficiency in charitable organizations. 
Efficiency 

17,860 observations of 3,616 

charities in Canada from 1997 to 

2001 
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2.2 An Institution-Based View in Strategic Management Research 

 

2.2.1 Dimensions of Institutions 

2.2.1.1 Three Pillars of Institutions 

Social institutions can be defined as the “rules or procedures that actors employ flexibly 

and reflexively to assure themselves and those around them that their behavior is reasonable” 

(DiMaggio & Powell, 1991:20). These institutions often serve as unwritten requirements and 

guide organizations and individuals in a society to conduct organizational or social behaviors in a 

proper way (Meyer & Scott, 1992). 

Social institutions have been powerful to explain beliefs, values and assumptions of 

organizations and individuals in a given society (Dacin, Goodstein, & Scott, 2002; Davis & 

Marquis, 2005; Lenox, 2006). As social institutions emerge and persist, they influence the 

interpretation of issues or actions. Researchers have pointed out that well developed institutions 

are helpful to alleviate costs that market failures usually bring along (Williamson, 1985). If there 

exist absent or weak institutions, firms face greater uncertainty and transaction costs in the 

institutional environment (Khanna & Palepu, 1997; Khanna & Palepu, 2011). 

Scott (1995) classifies institutional environments into three institutional pillars: the 

regulative, the normative, and the cognitive institutional pillars. The regulative pillar reflects “the 

existing laws and rules in a particular national environment that promote certain types of 

behaviors and restrict others” (Kostova, 1999: 314). It is people’s interests to obey this type of 

institution. Otherwise, they may face coercion or legal sanctions. The regulatory institutions can 

force firms to adopt business practices consistent with those institutions, but firms may not 

necessarily internalize those practices (Kostova & Roth, 2002). Furthermore, those institutions 
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can also provide support for firms such as favorable policies, government-sponsored programs, 

and grants for new technology development (Busenitz, Gomez, & Spencer, 2000). 

The normative pillar reflects “values and norms held by individuals in a given country” 

(Kostova, 1999). Firms need to conform to social expectations to gain social legitimacy. 

Normative institutions guide firms’ behavior mainly through social obligation or professionalism 

(Hoffman, 1999). Those institutions can influence firms’ strategies such as choosing an entry 

mode into a foreign country (Yiu & Makino, 2002) and transferring a technology to another 

organization (Munir, 2002). 

The cognitive pillar refers to “symbols-words, signs, and gestures-as well as cultural rules 

and frameworks that guide understanding of the nature of reality and the frames through which 

that meaning is developed” (Hoffman, 1999). Those institutions often influence people without 

conscious thought and influence how people interpret and make sense of their world. Cognitive 

institutions often create mimetic pressure for firms to follow those institutions such as by 

adopting the most frequently-used or dominant entry mode in a foreign country (Yiu & Makino, 

2002). 

Institutions influence firms embedded in the institutional environment. For instance, under 

separate consideration, regulatory and normative institutions differentially influence the effect of 

marketing capabilities on firm performance (Wu, 2013). Although the regulatory, normative, and 

cognitive pillars reflect different aspects of the institutional environment, they may also interact 

with each other to exert influence on firms and individuals (Stephan, Uhlaner, & Stride, 2015). 

 

2.2.1.2 Five Types of Institutional Voids 
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Research of institutional void is an important part of studies of social institutions or 

institutional theory. Institutional voids refer to the lack of regulations, laws, intermediaries, and 

institutional facilities needed for a well-functioning economy (Khanna & Palepu, 1997). 

Research has documented five types of institutional voids that can be observed in emerging 

economies (Khanna & Palepu, 1997; Parmigiani & Rivera-Santos, 2015). These voids manifest 

in areas of product markets, labor markets, capital markets, regulations, and contracting.   

Product market void refers to difficulty in assessing product attributes due to information 

asymmetry in business transactions (Khanna & Palepu, 1997). Intermediaries or standards in 

product markets can help business firms identify potential partners or assess input quality. The 

lack of intermediaries or standards, in other words, product market void, makes it difficult for a 

firm to identify a capable partner. As this type of void is specific to a product and its transaction, 

it is a dyadic-level void (Parmigiani & Rivera-Santos, 2015). 

Labor market void refers to limited skills and ability in the labor markets (Khanna & 

Palepu, 1997). Labor market void leaves business firms difficult to identify partners with desired 

skills or reveals the fact that those partners are simply not available in the market. As some basic 

skills are applicable across industries, this type of void is a network-level void (Parmigiani & 

Rivera-Santos, 2015). 

Capital market void refers to limited availability of financial options (Khanna & Palepu, 

1997). A lack of financial institutions for providing capital for industrial transaction parties limits 

these parties’ access to capital and affects transactions. For instance, a lack of capital increases 

buyers’ abandonment of important business deals (Kim & Song, 2016). As all industries require 

capital, capital market void should affect the whole network (Parmigiani & Rivera-Santos, 

2015). 
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Contracting void refers to “the lack of formal written contracts due to enforcement 

problems” (Khanna & Palepu, 1997). A lack of formal institutions leaves legally valid contracts 

not exist or not easily enforceable. Contracting void could hamper business transactions by 

creating hassles for business firms to hire and monitor professional managers (Chakrabarty, 

2009). As a contract is specific to transactions between firms or between firms and customers, 

this type of void is dyadic in nature (Parmigiani & Rivera-Santos, 2015). 

Regulative void refers to “changing and unpredictable rules and decisions that make it 

difficult for business firms to predict future regulative conditions” (Khanna & Palepu, 1997). 

Regulative void is often reflected by high levels of protectionism, corruption, and bureaucracy 

(Stoian & Mohr, 2016). Regulative void is prevalent in emerging economies such as China. As 

this type of void influences many industries, it is a network-level void (Parmigiani & Rivera-

Santos, 2015).  

Extant literature pays more and more attention to institutional voids in emerging 

economies. Relevant research has documented that institutional voids influencing business 

transactions are prevalent in emerging economies and firms make efforts to deal with 

institutional voids. For instance, as emerging economies lack intermediaries and regulations, 

business groups could act as intermediaries in a business environment without well-established 

regulative institutions (Carney, Gedajlovic, Heugens, Van Essen, & Van Oosterhout, 2011; 

Khanna & Palepu, 2000a). Similarly, strengths of family businesses could offset the effects of 

the imperfect institutions in emerging markets (Luo & Chung, 2013; Miller, Lee, Chang, & Le 

Breton-Miller, 2009). Business firms might have to turn to international standard certification 

such as ISO 9000 to control transaction costs that institutional voids bring forth (Goedhuys & 

Sleuwaegen, 2016). 
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2.2.2 An Institution-Based View of Business Strategy 

Despite the importance of the industry-based and resource-based views, prior research of 

strategic management advocates a third leading perspective, that is, an institution-based view 

(Peng et al., 2009; Peng et al., 2008). The first two views lack adequate attention to contexts. 

While market-supporting institutions in developed economies are almost invisible and can work 

as a background, market-supporting institutions are weak or absent in emerging economies. 

Given profound institutional differences between developed economies and emerging 

economies, institutions work as more than background conditions in terms of explaining 

significant differences in firm performance in emerging economies (Makino, Isobe, & Chan, 

2004). An institution-based view of business strategy emerges to advance strategy research in 

emerging economies. 

An institution-based view has two core propositions. The first proposition is that 

“Managers and firms rationally pursue their interests and make strategic choices within the 

formal and informal constraints in a given institutional framework” (Peng et al., 2009). The 

rationality discussed here is bounded rationality. Firms and individuals intend to be rational, but 

have limited ability to be rational. Despite rationality, institutions influence firms’ and 

individuals’ choices and behaviors. 

The second proposition is that “While formal and informal institutions combine to govern 

firm behavior, in situations where formal constraints are unclear or fail, informal constraints will 

play a larger role in reducing uncertainty, providing guidance, and conferring legitimacy and 

rewards to managers and firms” (Peng et al., 2009). Consistent with three institutional pillars 

suggested by Scott (1995), regulatory institutional pillar works as formal institutions and 
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normative and cognitive institutional pillars as informal institutions (Ma, Tong, & Fitza, 2013; 

Peng et al., 2009). Prior research which provides evidence for the second proposition 

demonstrates that in an emerging economy such as China, as formal institutions such as 

regulations and laws cannot well guarantee effectiveness of business contracts, firms turn to 

informal institutions by building business ties and political ties to enforce contracts (Shou, 

Zheng, & Zhu, 2016). Similarly, as uncertainty in business transactions increases, firms turn to 

informal institutions such as relational ties (Zhou, Poppo, & Yang, 2008). 

An institution-based view is useful to answer the question of “what determines the scope 

of the firm”, which refers to product diversification instead of geographic scope in this paper. 

Researchers advocate viewing product diversification from an institution-based view (Peng & 

Delios, 2006; Peng, Lee, & Wang, 2005). This view posits that formal and informal institutions 

significantly shape firms’ product diversification. An institution-based view makes plausible 

explanation of changes in product diversification in both developed economies and emerging 

economies. Below this study first explains changes in product diversification and then provides 

explanation from an institution-based view. 

In developed economies, product diversification has experienced significant changes. A 

general summary for those changes is that investors’ responses to business groups (i.e. highly 

diversified firms) are “positive in the 1960s, neutral in the 1970s, and negative in the 1980s” 

(Matsusaka, 1993). For example, Rumelt (1982) documents that during the period from 1949 to 

1974, the percentage of diversified firms in Fortune 500 increases from 29.8 percent in 1949 to 

63 percent in 1974, and the percentage of single-business firms decreases from 42 percent in 

1949 to 14.4 percent in 1974. It seems that product diversification was prevalent during 1950s to 

1970s. However, product diversification in developed economies changes sharply after a few 
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decades. The period from 1980s to 1990s saw the average diversification index for firms in 

Fortune 500 decreasing from 1.00 to 0.67 (Davis, Diekmann, & Tinsley, 1994). Using 12,508 

firms in a sample from the database of Compustat, Basu (2010) also documents the decrease of 

diversified firms and the increase of single-business firms from 1980s to 1990s.  

Unlike counterparts in developed economies, highly diversified business groups exist 

extensively in 1990s in many Asian countries or emerging economies such as India (Khanna & 

Palepu, 2000b), Taiwan (Chung, 2001), and China (Peng, 1997). Those studies report discernible 

performance benefits for highly diversified firms in emerging economies. 

These findings propel researchers to reconcile differences in product diversification 

strategies over time from 1950s to 1990s in developed economies and between developed and 

emerging economies in the same period such as 1990s (Peng & Delios, 2006). An institution-

based view focuses on formal and informal institutions in those economies. In emerging 

economies, formal institutions in three critical areas fall short in supporting business 

transactions. Those three areas include reliable legal systems, stable political environments, and 

functioning factor markets (Khanna & Palepu, 1997). According to the second proposition of an 

institution-based view, given weaknesses of formal institutions in emerging economies, informal 

constraints or institutions will play a larger role in guiding business transactions. Informal 

constraints in emerging economies stem from three sources including executives’ interpersonal 

relationships, external connections between important stakeholders and executives, and 

diversified firms’ reputation (Peng, 2002). Informal institutions complement formal institutions 

to support business transactions in emerging economies. 

Taken together, an institution-based view of product diversification holds that diversified 

firms create informal institutions in order to compensate for the lack of formal institutions in 
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emerging economies. On the contrary, market-supporting institutions in developed economies 

well develop and make it not necessary for firms to create informal institutions to support 

business transactions through product diversification. Below this study reports empirical 

evidence of how an institution-based view helps reconcile divergent findings on PD-P. 

 

2.2.3 An Institution-Based View to Explain PD-P 

Research calls for an institution-based view of business strategy including product 

diversification strategy (Peng, 2002). A basic assumption of this view is that institutional 

environments shape a firm’s strategic choices (Oliver, 1997). Institutional environments in which 

firms adopt product diversification could be substantially different. In developed economies, a 

range of formal and informal institutions support business activities, but many of these 

institutions are absent or underdeveloped in emerging economies such as China. Specifically, 

emerging economies may have underdeveloped institutions in five aspects: product market, labor 

market, capital market, contract enforcement, and government regulation (Khanna & Palepu, 

1997). Prior research examines ways for firms to compensate for underdeveloped institutions in 

order to operate effectively and efficiently such as getting international standards certification 

like ISO 9000 (Goedhuys & Sleuwaegen, 2016), establishing ties with intermediaries (Zhang & 

Li, 2010), and forming business groups (Kim & Song, 2017) .  

Despite different performance measurements, samples, and data period, an institution-

based view generally provides consistent findings on PD-P (See table 3 for a summary of 

relevant literature). This view suggests that high product diversification is an optimal choice for 

firms in emerging economies to compensate for underdeveloped institutions and that low product 

diversification is a better strategy for firms in developed economies (Benito-Osorio et al., 2012). 
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This view mainly considers differences in country-level institutional environments in which 

firms adopt product diversification and changes of institutional environments of an economy 

over time.  

Considering that institutional environments in different economies may vary 

significantly, benefits and costs of product diversification may vary widely among different 

institutional environments. Specifically, in underdeveloped institutional environments where 

external capital, labor, and product markets face greater imperfections, firms will bear high 

transaction costs than firms in developed institutional environments (Khanna & Palepu, 1997; 

Lee et al., 2008). Product diversification can be a suitable strategy to deal with external market 

imperfections by creating internal capital and labor markets (Lee et al., 2008; Peng et al., 2005; 

Wan & Hoskisson, 2003). Economic benefits of creating internal markets should outweigh costs. 

That is, in underdeveloped institutional environments, product diversification should have a 

positive effect on firm performance (Lee et al., 2008; Wan, 2005; Wan & Hoskisson, 2003). On 

the other hand, in developed institutional environments that possess developed external product, 

labor and capital markets, premium of creating internal markets decreases and may not outweigh 

costs. That is, in developed institutional environments, product diversification should have a 

negative effect on firm performance (Lee et al., 2008; Wan, 2005; Wan & Hoskisson, 2003). 

Considering that institutional environments can go through significant changes over time, 

changes in institutional environments can alter benefits and costs of product diversification 

strategies. That is, the effect of product diversification on firm performance within an economy 

does not hold static as time changes. For instance, as external capital markets become more 

sophisticated, the value brought by diversification declines over time during the conglomerate 

wave of the 1960s in the United States (Hubbard & Palia, 1999). Lee et al. (2008) use firms in 
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South Korea between 1984 and 1996 and demonstrate that during a process in which institutions 

in South Korea gradually develop, PD-P changes from positive to negative. 

Despite that an institution-based view generally produces consistent findings on PD-P, 

empirical results also demonstrate no significant PD-P in both developed and emerging 

economies (Chakrabarti et al., 2007). One possible explanation for the insignificant PD-P is that 

using one indicator to represent institutional development of a single economy fails to consider 

variation in institutional development in various regions of a large emerging economy. It could 

be that the same product diversification strategy fits institutional development in some regions, 

but not in other regions. Following an institution-based view of product diversification, this 

paper tries to examine whether and how sub-national institutions in a large emerging economy 

will influence PD-P. 
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Table 3 Literature on an institution-based view to explain PD-P 

Authors Reported PD-P relationship Performance measurements Samples 

Wan and 

Hoskisson 

(2003) 

Product diversification negatively (positively) relates to 

firm performance when home country environments are 

more (less) munificent. 

Earnings before interest taxes 

divided by assets (EBITOA), 

return on assets (ROA) 

722 firms in six countries in 1999 

Wan (2005) 

Product diversification will negatively (positively) 

affect firm performance in developed (emerging) 

economies. (Conceptual paper) 

Null Null 

Chakrabarti, 

Singh, and 

Mahmood 

(2007) 

Product diversification was positively related to ROA 

for firms in Indonesia and negatively related to ROA 

for firms in Japan and Korea. It is not significantly 

related to ROA in Singapore, Malaysia, and Thailand. 

Return on assets (ROA) 
3,117 firms in six East Asia countries 

from 1988 to 2003 

Delios, Xu, 

and Beamish 

(2008) 

Within-country product diversity of an MNE positively 

influences its subsidiaries’ performance in a host 

country when that host country has low institutional 

strength. 

Exit rate, sales growth 

39,816 subsidiary-years observations 

of 4,689 subsidiaries of Japanese 

firms from 1988 to 2001 

Lee, Peng, 

and Lee 

(2008) 

As institutions change from underdeveloped to 

developed over time, the effect of product 

diversification on firm performance will change from 

positive to negative.  

Sales, earnings before income 

taxes (EBIT) 

751 independent and group-affiliated 

firms and 84 business groups in South 

Korea from 1984 to 1996  
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2.3 Sub-National Institutions in Emerging Economies 

 

2.3.1 Components of Sub-National Institutions 

Sub-national institutions within a large emerging economy can vary greatly. Prior 

research classifies sub-national institutions into some components to illuminate their influence 

on firm strategies and firm performance. For instance, Shi et al. (2012) classify local knowledge 

in sub-national institutional environments into three components: local market, cultural, and 

regulatory knowledge. Ma et al. (2013) stress three components of sub-national institutions to 

explain how firm performance is contingent on sub-national regions. Those components are 

economic institutions, political and legal institutions, and regional social institutions. Hong, 

Wang, and Kafouros (2015) emphasize the critical role of local government intervention in sub-

national regions to explain the effect of state ownership on overseas investment. Peng et al. 

(2009) classify institutions into formal and informal institutions and stress the importance of 

informal institutions in business transactions in the case of weak formal institutions.  

Combining the above components of sub-national institutions, this paper considers it 

more appropriate to classify sub-national institutions into local government intervention, formal 

market-supporting institutions, and informal institutions. Within the context of product 

diversification, firms operate in various local regions and product markets. While firms try to 

rely on market-supporting institutions in local regions, they inevitably face local government 

intervention and informal institutions. Sub-national institutions manifest their profound 

differences in those three aspects in a large emerging economy such as China.  

First, not only local governments have varying degrees of influence over local 

economies, but also local government intervention is prevalent in China (Wang & Xu, 2011). 
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While the central government can set laws and regulations, local governments have some 

authority to interpret and implement laws and policies related to business transactions (Chan, 

Makino, & Isobe, 2010; Gao, Murray, Kotabe, & Lu, 2010; Nguyen et al., 2013; Yi, Chen, 

Wang, & Kafouros, 2015). For instance, some provincial governments enforce strict 

environmental regulations, while others are not motivated to enforce those regulations strictly 

(Ding, Jia, Wu, & Yuan, 2016). 

Second, formal market-supporting institutions differ greatly across regions. Market-

supporting institutions include product/labor/capital market institutions, market intermediaries, 

legal framework, and so on. Take China as an example, political and economic reforms in China 

create special economic zones (SEZs) and “coastal open cities” (COCs) that enjoy institutional 

and policy benefits. Market-supporting institutions develop earlier in those regions and to a 

greater extent compared with those in Central and Western regions (Yi et al., 2015). For 

instance, compared with inland provinces, SEZs and COCs promote more policy privileges such 

as low profit taxes rates and land use fees and much earlier to attract foreign direct investment 

(Zhou, Delios, & Yang, 2002). 

To provide consistent evidence on differences in sub-national institutions, this paper 

conducts a simple field study regarding consumer protection intermediaries among three cities in 

China, that is, Shenzhen as a SEZ, Wuhan in the Central region and Kunming in the Western 

region. Shenzhen was the first city to establish Shenzhen Banking Consumer Protection 

Promotion Association in 2015 in China. At the same time, Shenzhen has seven major 

intermediary online platforms or websites aimed for consumer protection. Wuhan has only four 

similar websites. Kunming has only two similar websites. Observations in this simple case study 
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echo prior research that sub-national regions provide differential accesses to service 

intermediaries as one source of local market knowledge (Shi et al., 2012). 

Third, informal institutions differ considerably across sub-national regions. On the one 

hand, local cultures, values, and rules differ from place to place in China (Shi et al., 2012). Some 

localized institutions or rules of game may not even be available to firms operating in regions 

with underdeveloped institutions. On the other hand, instead of relying on regulations and laws, 

firms often should follow local practices and procedures in business transactions. Getting high 

quality and accurate information about informal institutions will facilitate business transactions 

in sub-national regions (Tan & Meyer, 2011). Proposition two of an institution-based view holds 

that when formal institutions are weak in some regions, informal institutions have an even larger 

impact on business transactions (Peng et al., 2009). Given the potential profound importance of 

informal institutions in sub-national regions, firms operating in those regions should manage to 

adapt to informal institutions to ensure effective and efficient business transactions. 

 

2.3.2 Sub-National Institutions and Firm Strategies 

Echoing calls to improve research concerning within country variation (Chabowski, Hult, 

Kiyak, & Mena, 2010), researchers pay growing attention to variation in sub-national institutions 

within an emerging economy (See table 4 for a summary of relevant literature). Just as 

institutions shape firms’ strategies (North, 1991), a number of studies also demonstrate that sub-

national institutions directly and indirectly shape firms’ strategies in sub-national regions 

(Davies & Walters, 2004; Shi et al., 2012). Reviewing a series of studies, this paper mainly finds 

that sub-national institutions influence not only firms’ investment strategy, but also whether to 

choose a joint venture with local firms and what type of local firms that foreign investors choose. 
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Although sub-national institutions influence other types of strategies such as business strategies 

emphasizing meeting consumers’ needs (Davies & Walters, 2004), there exist limited studies 

investigating how sub-national institutions influence other important strategies, especially 

product diversification concerning one of four important questions in strategic management. 

Below this paper presents a detailed review of main findings on sub-national institutions. 

Some studies show that firms’ investment strategy is subject to sub-national institutions. 

Zhou et al. (2002) examine whether government preferential policies toward inward foreign 

direct investment (FDI) in different regions dertmine Japanese direct investment in China. This 

study shows that SEZs and COCs strongly attract the inflow of Japanese investment. Although 

this study does not directly measure sub-national institutional development, it does demonstrate 

the sub-national region effects to explain Japanese FDI varation in China.  

Later studies use institutional variables to examine the direct and indirect influence of 

sub-national institutions on investment strategy. Meyer and Nguyen (2005) use access to scarce 

local resources to capture sub-national institutions as in Vietnam and find that developed market-

supporting institutions in a region increase received FDI in that region. Those two studies 

demonstrate the direct and favorable influence of developed sub-national institutions on 

attracting FDI. 

On the one hand, as mentioned above, sub-national institutions manifest themselves in 

term of providing favorable government policies toward FDI and creating a friendly environment 

to attract FDI by facilitating access to scarce local resources. On the other hand, sub-national 

institutions manifest themselves in terms of local government intervention. For instance, Hong et 

al. (2015) show that state ownership makes firms more likely to expand overseas through 

complying with state objectives and providing preferential access to resources. Hong et al. 
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(2015) further argues that in regions with high sub-national institutional development, local 

governments intervene less in firms’ operation and firms rely more on market economy instead 

of regulatory pressure for internationalization. Consequently, sub-national institutional 

development will weaken the effect of state ownership on overseas investment. This study 

demonstrates the indirect influence of sub-national institutions on firms’ investment strategy. 

Sub-national institutions influence FDI location of foreign investors as well as entry 

mode at a given location. Meyer and Nguyen (2005) demonstrate that underdeveloped market-

supporting sub-national institutions which is measured by access to scarce local resources in 

Vietam require foreign investors to choose a joint venture with a local firm to overcome market 

imperfections instead of establishing Greenfield operations on their own. Furthermore, when 

sub-national institutions are captured by SOEs’ dominance in a region, that study shows that 

foreign investors need to seek partnership with local firms to gain legitmacy and obtain access to 

resources instead of choosing Greenfield. 

Besides the direct influence of sub-national institutions on whether to select a joint 

venture with local firms, Shi et al. (2012) further demonstrate the indirect influence of sub-

national institutions on the type of local partners that foreign investors choose. Specifically, they 

find that in regions with developed sub-national institutions, foreign investors are more likely to 

select centrally positioned firms as parnters. In regions with underdeveloped institutions, 

domestic broker firms are more attractive for foreign investors. 

 

2.3.3 Sub-National Institutions and Firm Performance 

Sub-national institutions also shape firm performance besides firm strategies. Reviewing 

prior literature reveals several findings. First, sub-national institutions can influence firm 
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performance as antecedents and moderators. Second, the direct influence of sub-national 

institutions on firm performance is applicable to both emerging economies and developed 

economies, but the influence is larger in emerging economies (Chan et al., 2010). Third, sub-

national institutions influence firm performance beyond firm competence and industry effects 

(Gao et al., 2010) and interact with corporate parent, home country, and industry to influence 

firm performance (Ma et al., 2013). These two studies combine an institution-based view with 

the industry-based and resource-based views to illustrate the importance of sub-national 

institutions in explaining firm performance. Below the current paper provides relevant reviews 

on sub-national institutions to illustrate those findings. 

Sub-national institutions directly and indirectly influence firm performance besides firm 

strategies (Davies & Walters, 2004; Nguyen et al., 2013; Yi et al., 2015). A piece of research 

focuses on firm performance of firms operating in different regions but does not directly 

operationalize sub-national institutional development. For example, firms located in policy-

favored regions in China such as SEZs and COCs are more likely to outperform those in other 

regions (Park, Li, & David, 2006). The better performance stems from that those regions have 

better infrastructure support, investment policy incentives, and less unfavorable government 

intervention, leading to low transaction costs for firms. Davies and Walters (2004) use 

marketization to capture sub-national institutions and find that in China firms in regions with 

developed institutions outperform those in regions with underdeveloped institutions on market 

economy criteria. Nguyen et al. (2013) conduct a study in Vietnam showing that measured by 

provincial transparency and information provision, developed sub-national institutions positively 

relate to firm performance of private firms. They also find that captured by favorable treatment 

of SOEs, underdeveloped sub-national institutions negatively relate to firm performance of 



40 

private firms. These three studies provide converging evidence on direct positive influence of 

developed sub-national institutions on firm performance.  

Sub-national institutions also influence firm performance as moderators. Put it in another 

way, sub-national institutions serve as a background to augment or weaken the effect of firm 

strategy on firm performance. For instance, Nguyen et al. (2013) examine favorable treatment of 

SOEs as an element of sub-national institutions in Vietnam. Considering this aspect of the 

institutional environment, small- and medium-sized enterprises (SMEs) seek export strategy to 

protect them from discrimination and intense competition from SOEs. They find that 

increasingly favorable treatment of SOEs will further push SMEs to get foreign markets and 

strengthen the positive effect of export strategy on firm performance. Yi et al. (2015) show that 

in China in regions with developed institutions captured by international openness, market 

development, and intellectual property right protection, local firms in a favorable institutional 

environment are better at absorbing FDI spillovers and thus increasing their productivity than 

their counterparts in regions with underdeveloped institutions are. The studies mentioned above 

focus on emerging economies such as China and Vietnam. Those findings echo an empirical 

study showing that sub-national regional effects can explain a significant proportion of variation 

in firm performance in emerging economies (Ma et al., 2013).  

Further adding to research on sub-national institutions, sub-national regional effects are 

also applicable to developed economies. Specifically, one study demonstrates the sub-national 

region effects in a developed economy, the United States and shows that sub-national institutions 

play an even larger role in explaining variation in firm performance in an emerging economy 

than in a developed economy (Chan et al., 2010). Their study draws on a dataset of over 45,000 

foreign subsidiary-year cases. Those cases come from 4931 foreign subsidiaries of 1842 
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Japanese parent multinational corporations in 75 industries among 55 regions (21 provinces and 

cities in China and 34 states in the United States) from 1996 to 2005. They argue that sub-

national region effects stem from differences in sub-national institutions including regional 

economic institutions, political institutions, and social institutions. Sub-national institutions 

shape challenges and opportunities for firms and influence their performance. As sub-national 

institutions are more diverse and uneven in emerging economies than in developed economies, 

differences in firm performance among sub-national regions are greater in emerging economies. 

This finding demonstrates the necessity of considering sub-national regions or institutions as an 

important level of analysis in examining firm performance in both emerging and developed 

economies. 

Besides considering sub-national institutions solely in prior studies mentioned above, 

other studies consider three leading perspectives (the institution-based, industry-based, and 

resource-based views) in strategic management simultaneously to further advance research on 

sub-national institutions. One study shows that sub-national institutions influence firm export 

behaviors in terms of propensity and intensity beyond firm competencies and industry factors 

(Gao et al., 2010). Taking a “strategy tripod” perspective, that study demonstrates the profound 

importance of sub-national institutions in strategic management. 

Another study demonstrates that sub-national regions interact with industry, corporate 

patent, or home country to affect firm performance (Ma et al., 2013). They examine a panel data 

with 8,043 subsidiary-year observations in 148 industries and 1,625 subsidiaries across 26 

provinces in China from 1998 to 2006. Besides examining the main effect of sub-national 

regions on firm performance, their study takes a contingency approach to view interactions 

between sub-national region effects based on an institution-based view and other effects based 
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on the industry-based and resource-based views.  In their study, sub-national regions not only 

differ in institutions compromising economic institutions, political and legal institutions, and 

regional social institutions, but also differ in factors of production and agglomeration. They 

argue that heterogeneity in those aspects offers differential opportunities and constraints for 

firms embedded in those regions, shapes costs and benefits of business transactions, and 

ultimately leads to performance differences. 
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Table 4 Literature on sub-national institutions 

Authors Main findings Moderators Samples 

Nguyen, Le, 

and Bryant 

(2013) 

In a province, favorable treatment of SOEs strengthens 

the positive effect of export strategy of the private firm 

on firm performance. 

SOEs bias and information 

transparency in local 

institutions 

578 small- and medium-sized 

enterprises in 64 provinces  in 

Vietnam in 2005-2006 

Shi, Sun, and 

Peng (2012) 

In regions with high (low) marketization, foreign 

entrants are more likely to select centrally positioned 

domestic firms (domestic broker firms) as IJV partners. 

Marketization 

420 firms from industries of 

information technology and 

electronics and covering 18 provinces 

in China 

Yi, Chen, 

Wang, and 

Kafouros 

(2015) 

Foreign presence will have a stronger positive effect on 

productivity of local firms in regions with stronger IPR 

protection, high marketization, or high international 

openness. 

IPR protection, marketization, 

international openness 

357,958 firms in 31 provinces in 

China from 2005 to 2007 

Hong, Wang, 

and Kafouros 

(2015) 

Marketization in sub-national regions will weaken the 

positive effect of state ownership on overseas 

investment. 

Marketization 626 Chinese firms in 2006 

Chan, 

Makino, and 

Isobe (2010) 

Sub-national regions play a more significant role in 

explaining variation in foreign affiliate performance in 

emerging economies than in advanced economies. 

Null 

45,000 foreign affiliate-year 

observations from 4,931 foreign 

affiliates of 1,842 parent firms and 

covering 21 cities and provinces in 

China and 34 states in the United 

States  

Meyer and 

Nguyen 

(2005) 

In a sub-national region, foreign investors are more 

likely to (1) invest and (2) establish Greenfield 

operations when market-supporting institutions are 

more developed. 

Null 
152 firms in 64 provinces  in Vietnam 

in 2001-2002 
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2.4 Research Questions 

After reviewing extensive literature on product diversification, an institution-based 

view in strategic management and sub-national institutions, the current study summaries 

five important observations of current literature and raises three research questions to 

advance extant research. First, literature of product diversification in China has two major 

weaknesses. One weakness is that it has not yet paid attention to sub-national institutional 

development on PD-P in China. Another weakness is that it has not investigated whether 

SOEs are better than non-SOEs at taking advantage of sub-national institutional 

development to improve firm performance that product diversification leads to. Sub-

national institutional development and state ownership are important institutional contexts 

for firms in China. It is of theoretical significance to include those two variables to examine 

PD-P in China.  

Second, reviewing the broad literature reveals the lack of consensus over PD-P. Prior 

research demonstrates various kinds of relationships in empirical studies from positive and 

linear, negative and linear, inverted-U and no relationships (Benito-Osorio et al., 2012). 

Although differences in measurements, sample periods and theoretical lens could plausibly 

explain divergent findings, existing research on product diversification calls for more 

research to provide consistent findings on PD-P. 

Third, an institution-based view of product diversification helps reconcile divergent 

findings on PD-P and provides generally consistent findings. Specifically, in emerging 

economies, product diversification has a positive effect on firm performance, and in 

developed economies, product diversification has a negative effect on firm performance 

(Lee et al., 2008; Wan & Hoskisson, 2003). These findings are also consistent with real 
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world observations of changes in product diversification strategies in developed economies 

over time from 1950s to 1990s and differences in those strategies between developed and 

emerging economies during the same historical period of 1990s. Taken together, an 

institution-based view of product diversification is a useful approach to generate consistent 

findings on PD-P. 

Fourth, an institution-based view of product diversification focuses on country-level 

institutions with an assumption that sub-national institutions within large emerging 

countries develop evenly across different regions. This assumption conflicts with the reality 

in large emerging economies where sub-national institutions differ widely from 

underdeveloped institutions to developed institutions (Nguyen et al., 2013; Shi et al., 2012). 

To extend an institution-based view of product diversification, this study investigates PD-P 

in China from a perspective of sub-national institutions. 

Fifth, reviewing literature on sub-national institutions reveals that sub-national 

institutions shape firm strategies and firm performance. On the one hand, prior research 

only shows how sub-national institutions influence a couple of firm strategies. It is of 

theoretical importance to extend research of sub-national institutions to product 

diversification, which is a very important question in the field of strategic management. On 

the other hand, sub-national institutions can significantly explain variation in firm 

performance in an emerging economy (Ma et al., 2013). It will further add to current 

literature on sub-national institutions to examine how sub-national institutions influence 

firm performance brought by product diversification. 

Taken together, those observations stimulate three main theoretical questions of this 

study. First, how does product diversification of a firm in a sub-national region influence 
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firm performance in that region in the emerging economy China? Second, what moderating 

role does sub-national institutional development play in PD-P? Third, to explore the 

underlying mechanism of sub-national institutional development for explaining PD-P, this 

paper considers whether state ownership as a firm-specific institutional context can be a 

boundary condition. Next chapter presents three hypotheses and supporting arguments to 

address these three questions. 
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Chapter Three 

 

THEORETICAL MODEL AND HYPOTHESES 

This chapter presents the conceptual model of this thesis in Figure 1. In this model, 

this paper explores three closely related research questions. The first question asks whether 

a firm’s product diversification in a region will have a positive effect on firm performance 

in that region in China. The second question explores whether and how sub-national 

institutional development will moderate the effect of PD-P in China. The third question 

deals with state ownership as a firm-specific institutional context to explore the boundary 

condition of the positive moderating effect of sub-national institutional development on PD-

P. 
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Figure 1 The conceptual model of the thesis 
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3.1 The Effect of Product Diversification on Firm Performance 

An institution-based view of product diversification generally provides a consistent 

finding that product diversification has a positive effect on firm performance in an emerging 

economy with underdeveloped institutions (Delios et al., 2008; Wan, 2005; Wan & 

Hoskisson, 2003). The rationale is that diversified firms can compensate for market 

imperfections in external institutional environments by creating internal product, labor and 

capital markets (Lee et al., 2008; Peng et al., 2005). A point deserving further attention is 

that those studies focus on country or economy level institutions. They do not go further to 

investigate heterogeneous sub-national institutions in various regions of a large emerging 

economy. Assuming homogeneous underdeveloped institutions in all regions in an emerging 

economy, this paper also predicts a positive effect of product diversification of a firm in a 

region on firm performance in that region. 

 

Hypothesis 1: In the emerging economy China, a firm’s product diversification in a 

region has a positive effect on firm performance in that region. 

 

3.2 The Moderating Effect of Sub-National Institutional Development on PD-P 

Institutional development is “the degree to which market fundamentals support 

economic activities, including the proportion of resources allocated through the market, the 

percentage of products with market-based prices, and the development of market 

intermediaries and legal systems” (Meyer & Nguyen, 2005). This paper argues that sub-

national institutional development influences PD-P in China mainly through three 

mechanisms: local government intervention, formal market-supporting institutions, and 
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informal institutions. 

As firms diversify into multiple product markets, diversified firms attract local 

government intervention due to two reasons. First, local governments have more incentives 

or motivation to intervene in firms’ operation. As firms adopt a high level of product 

diversification, they should be able to increase local employment and tax incomes, 

satisfying local governments’ interests (Wang & Xu, 2011). Second, local governments 

have more opportunities or excuses to intervene in firms’ operation. Diversified firms that 

have different product markets face up to different regulatory and financial policies. Local 

governments who are responsible for interpreting and implementing those policies should 

have more opportunities to intervene in firms’ operation. 

Sub-national institutional development influences local governmental intervention. 

In regions with high sub-national institutional development, local governments are more 

likely to become pro-market institutions and allow firms rely more on market-supporting 

institutions in economic exchanges (Zhao & Lu, 2016). Diversified firms can rely on 

market-supporting institutions in multiple product markets to engage in business 

transactions. In regions with low sub-national institutional development, local governments 

that serve as “visible hands” still intervene in firms’ operation (Zhao & Lu, 2016). Local 

governments can intervene through interpreting and implementing business regulations and 

policies (Meyer & Nguyen, 2005). In addition, local governments can intervene through 

allocating important resources such as preferential tax treatment. 

Sub-national institutional development also reflects development of market-

supporting institutions and informal institutions in local regions. In regions with high sub-

national institutional development, diversified firms have easy access to local market, 
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cultural, and regulatory knowledge (Shi et al., 2012). Possessing local knowledge will help 

diversified firms to devise effective local strategies. In addition, prevalence of marketing-

supporting institutions provides an institutional environment for firms to act on market-

based rules instead of relationship-based rules (Khanna & Palepu, 1997; Zhou & Poppo, 

2010). So firms do not need to invest extra time and effort to build relationships with other 

parties such as local governments, suppliers, customers, and other organizations to 

safeguard transactions.  

On the contrary, in regions with underdeveloped institutions, diversified firms will 

have limited open access to local market, cultural, and regulatory knowledge. There also 

lack market intermediaries such as consulting firms and law firms which could provide 

accurate and high quality knowledge to diversified firms (Back, Parboteeah, & Nam, 2014). 

Limited chances to connect with market intermediaries influence the scope of knowledge 

that firms can get and costs of getting the knowledge (Zhang & Li, 2010). As firms 

diversify into different markets, differences in local knowledge corresponding to each 

market will significantly increase the amount and quality of knowledge that firms can get 

within time and cost constraints. Furthermore, as market-supporting institutions in those 

regions provide limited support for firms, firms need to spend extra costs to figure out other 

ways to safeguard transactions. In this condition of weak formal market-supporting 

institutions, informal institutions play a larger role in business transactions. For example, 

given prevalence of ineffectiveness of formal contracts in China, firms will increase efforts 

to build business ties and political ties (Shou et al., 2016). 

To summarize, in regions with high instead of low sub-national institutional 

development, reduced unfavorable government intervention, developed market-supporting 
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institutions, and less reliance on informal institutions together reduce uncertainty and 

transaction costs in the institutional environment. Under this condition, product 

diversification is more likely to have a positive effect on firm performance. 

 

Hypothesis 2: Institutional development of a sub-national region in China will 

positively moderate the relationship between product diversification and firm performance 

in sub-national regions. Specifically, product diversification will be more likely to have a 

positive effect on firm performance in regions characterized by a higher level of sub-

national institutional development. 

 

3.3 The Moderating Effect of State Ownership on the Effect of Sub-National Institutional 

Development on PD-P 

State ownership refers to “the percentage of ownership stake that the government 

holds in a firm” (Zhou et al., 2017). State ownership can be an institutional factor 

accounting for firm performance (Zhang, Zhou, & Ebbers, 2011). This paper argues that 

state ownership will moderate the positive effect of sub-national institutional development 

on PD-P through three mechanisms: alleviating unfavorable government intervention, 

taking advantage of market-supporting institutions and getting easy access to informal 

institutions. 

On the one hand, prior research shows that institutional development including 

development in capital, labor, and product markets improves firm profitability (Cuervo-

Cazurra & Dau, 2009). Under the pressure of seeking improvement in efficiency, the central 

and local government will alleviate intervention in SOEs’ operation. SOEs that have a 
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reputation for low efficiency will be under pressure to increase their efficiency (Zhou et al., 

2017). As non-SOEs do not face the central and local government intervention brought by 

state ownership, improvement in efficiency is limited in this aspect. Besides, high sub-

national institutional development provides an institutional environment for SOEs to rely 

more on market-based rules instead of political and bureaucratic rules. That is, high 

institutional development will help SOEs rather than non-SOEs reduce unfavorable 

government intervention and better take advantage of market-supporting institutions.  

Furthermore, compared with non-SOEs, SOEs have more government policy 

support from local governments such as providing preferential tax treatment and protecting 

firms from threats and external expropriation (Dieleman & Boddewyn, 2012). Government 

support is generable resources and applicable in different product markets and serves as 

multiple functions in the process of product diversification (Li, He, Lan, & Yiu, 2012). With 

the help of favorable government support, SOEs can better transform benefits of product 

diversification in highly developed regions into firm performance and outperform non-

SOEs. 

On the other hand, SOEs have easy access to informal institutions such as norms in 

dealing with local governments. Even though market-supporting institutions may play a 

major role in business transactions in regions with developed sub-national institutions, 

informal institutions still influence business transactions. For instance, SOEs have 

connections with government officers and can have access to unique information and 

knowledge about government operation (Zhang, Marquis, & Qiao, 2016). SOEs may know 

in advance about government regulations and policies and prepare in advance to deal with 

important regulations and policies. Non-SOEs without such valuable connections cannot 
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enjoy those privileges. That is, SOEs will benefit more from informal institutions in local 

regions than non-SOEs. 

On the contrary, in regions with low sub-national institutional development, benefits 

that SOEs can enjoy provide limited help to reduce transaction costs in regions with 

underdevelopment institutions. Both SOEs and non-SOEs face great uncertainty and 

transaction costs in business transactions. That is, even though SOEs have the advantage of 

getting access to informal institutions, they have difficulties in transforming their 

advantages into firm performance. 

Generally, high state ownership is still an advantage for firms in regions with high 

sub-national institutional development. Reduced unfavorable government intervention, 

better taking advantage of market-supporting institutions and benefiting more from informal 

institutions will help SOEs rather than non-SOEs achieve greater firm performance.  

 

Hypothesis 3: State ownership of a firm will positively moderate the relationship 

predicted in Hypothesis 2. Specifically, the positive moderating effect of sub-national 

institutional development on the relationship between product diversification and firm 

performance is stronger for firms with a high level of state ownership. 
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Chapter Four 

 

METHODOLOGY 

4.1 Sample and Data Sources 

This research focuses on firms in the insurance industry in China. This research 

selects one specific industry for two reasons. First, a literature review paper suggests that 

PD-P should be examined in each separate and specific industry rather than in aggregated 

industries (Purkayastha et al., 2012). Second, using a sample of insurance firms in China 

echoes theoretical and practical concerns. Theoretically, only limited studies focus on firms 

in service industry (Sukpanich & Rugman, 2007). Practically, “The Silk Road Economic 

Belt and the 21st-Century Maritime Silk Road” (in short, one belt, one road) governmental 

policy in China is supporting the insurance industry. Focusing on the insurance industry 

would be of significant practical implications. 

Before specifying the data sources, this paper gives an introduction on the 

background of insurance industry in China and provides rationale for its suitability for a 

research context. First, the insurance industry in China is growing at a rapid rate. An article 

reported by Hui (2017) from Asia Asset Management says, “As of November 2016, the 

insurance industry in China had approximately 2.34 trillion RMB (US$339.8 billion) in 

total assets under management, up by 26.96% from January 2016”. An increasing number 

of firms are trying to enter the insurance market in China. Examining PD-P in the insurance 

industry in China will be of significant practical implications for firms that will enter this 

market. Second, the insurance industry in China has had many firms with mixed ownership 

for about three decades. According to an article reported by Xie (2017) from South China 
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Morning Post, the first operating insurance firm, named The People’s Insurance Company 

of China, resumed its business in 1980 after a long period of political struggle in China. A 

decade later, insurance firms with mixed ownership emerged in 1991. The co-existence of 

state ownership and non-state ownership provides a good research context for this paper to 

examine the moderating effect of state ownership on the effect of sub-national institutional 

development on PD-P. 

This paper gets most data of insurance firms in China from The China Stock Market 

and Accounting Research (CSMAR) database and Yearbook of China’s Insurance from the 

year of 2005 to the year of 2014. All data come from those two sources except for the 

measurement of sub-national institutional development and state ownership. The proxy for 

sub-national institutional development in each region in China is the marketization index of 

each province that National Economic Research Institute (NERI) reports in two books, one 

in 2011 (Fan, Wang, & Zhu, 2011) and one in 2017 (Wang, Fan, & Yu, 2017). Prior 

research also uses this index to capture sub-national institutional development (Zhou et al., 

2017). This paper codes state ownership and foreign ownership by searching for 

information on firm websites and annual reports and by directly getting information from 

managers in the insurance industry. After merging data and dropping observations with 

missing data, this paper uses a final data set consisting of 37,856 observations of 124 

insurance firms in 31 provinces in China from 2005 to 2014. Using STATA 14 to run 

several mixed level linear regressions, this paper empirically tests hypotheses in the 

conceptual model.  
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4.2 Measurement 

 

4.2.1 Dependent Variable 

This paper measures firm performance as insurance premium income growth in each 

region, namely firm growth performance. Prior research on product diversification has also 

used this indicator for firm performance (Delios et al., 2008) by measuring firm 

performance growth of year n by subtracting insurance premium income in year n from 

insurance premium income in year n+1. The data for insurance premium income growth 

cover over the period from 2005 to 2013. The CSMAR dataset contains information on a 

firm’s overall yearly insurance premium income in a specific region. For instance, an 

insurance firm may cover more than 30 regions in China. The dataset contains yearly 

insurance premium income of that firm in each region. 

To test robustness, this paper adopts another measurement of firm performance by 

lagging all variables except the dependent variable insurance premium income one year 

earlier. Similarly, firm performance in this lagged dataset also covers over the period from 

2005 to 2013. In data analysis for robustness check, all variables expect for the dependent 

variable firm performance come from year n but the dependent variable alone comes from 

year n+1. 

  

4.2.2 Independent Variable 

The independent variable is product diversification in each region. This research 

measures product diversification using the equation from Tallman and Li (1996) : 

Product Diversification = 1 − ∑(𝑆𝑗)^2  
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In this equation, Sj represents the percentage of a firm’s sales in a specific region 

reported in product group j. The CSMAR dataset contains information on a firm’s sales of 

each product group in a specific region. Specifically, product groups for property insurance 

firms include 15 product groups such as income enterprise, income family, income motor 

vehicle, income liability, income project, income freight, income ship, income credit, 

income guarantee, income credit guarantee, income special risks, income farm, income 

short time health, income accident, and income other. Product groups for life insurance 

firms include 23 product groups. Among those groups, 8 personal insurance products 

include personal life, personal ordinary life, personal dividend life, personal investment 

linked, personal multipurpose, personal other life, personal accident, and personal health. 8 

group insurance products include group life, group ordinary life, group dividend life, group 

investment linked, group multipurpose, group other life, group accident, and group health. 7 

channel insurance products include channels incomes, channel personal agents, channel 

codirect sell, channel pro agents, channel bank agents, channel other agents, and channel 

brokering. 

A high digit calculated from the above equation means that the level of product 

diversification is high in that specific region. Future research also uses this equation to 

capture the degree of product diversification based on how sales volumes distribute in many 

product segments (Qiu, 2014). In the dataset of this paper, sales refer to insurance incomes 

as reported later. 

 

4.2.3 Moderators 

Sub-national institutional development.  Following prior research in strategy 
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management, this paper uses the provincial index of marketization developed by NERI to 

act as a proxy for institutional development in each province (Gao et al., 2010; Zhou et al., 

2017). This index consists of five sub-indices “(1) the relationship between the government 

and the market, (2) the development of the non-state sectors, (3) the development of the 

product market, (4) the development of the factor market, and (5) the development of 

market intermediaries and the legal environment” (Zhou et al., 2017). This index is a yearly 

index and varies each year. A high index means a high level of institutional development in 

a specific region in China.  

The indexes for overall sub-national institutional development and five dimensions 

of sub-national institutional development come from two NERI books. The indexes from 

2005 to 2007 come from Fan, Wang, and Zhu (2011). The indexes from 2008 to 2013 come 

from Wang, Fan, and Yu (2017). This paper uses the same index of provincial sub-national 

institutional development to reflect sub-national institutional development of all regions in a 

province. In the robustness checks, this paper tests the moderating effects of each of the five 

dimensions of sub-national institutional development on PD-P. 

State ownership.  This paper measures state ownership in two ways. First, this paper 

treats this variable as a continuous variable and measures the percentage of stakes owned by 

the government. Second, in data analysis to check robustness, this paper uses a dummy 

variable to classify a firm into a SOE or non-SOE, that is, a firm with majority state 

ownership. This paper codes SOEs as one and non-SOEs as zero. The two measurements 

produce consistent results.  
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4.2.4 Control Variables 

As this research focuses on product diversification in sub-national regions in China, 

this research considers variables specific to firms and other variables specific to regions.  

(1) Firm type.  Insurance firms come into two types in the data set: life insurance 

firms and property insurance firms. This research uses one dummy variable to represent 

firm type and code life insurance firms as zero and property insurance firms as one. 

(2) Firm size.  The log transformed employee number of a firm captures firm size. 

One prior study demonstrates that firm size positively relates to related diversification of 

subsidiaries (Chiao et al., 2008). Thus, this paper controls the effect of firm size on PD-P in 

China. 

(3) Firm age.  Firm age represents how many years a firm has been existing. Older 

firms can have more resources for and experience in product diversification (Mayer et al., 

2015). Prior research has already reported the moderating effect of different kinds of 

resources on PD-P (Wan et al., 2011). This paper considers it necessary to control the effect 

of firm age on PD-P. 

(4) Foreign ownership.  Foreign ownership refers to the percentage of ownership 

owned by foreign investors (Wang, Hong, Kafouros, & Wright, 2012). While some firms 

are SOEs, other firms take majority foreign ownership. Prior research shows that majority 

ownership is more useful than wholly ownership or minority ownership to facilitate a 

positive PD-P (Zhao & Luo, 2002). Due to this finding, this paper controls the effect of 

foreign ownership, regardless of majority ownership or minority ownership, on PD-P. 

(5) Total value of production in each province.  Total value of production in each 

province captures the economic development in each province. The measurement unit is 0.1 



61 

billion RMB. Prior research has demonstrated the indirect influence of economic 

development on firm performance (Wu, 2013). Thus, this paper controls the effect of 

economic development on PD-P. 

(6) Insurance premium income in each province.  Insurance premium income refers 

to the gross income of all insurance businesses in a province. The measurement unit is 1 

million RMB. This variable captures the insurance industry development in each province. 

Prior research demonstrates that sub-national regions reflecting institutional development 

can interact with industry factors to influence firm performance (Ma et al., 2013). Thus, this 

paper controls the effect of industry development on PD-P. 

(7) Insurance premium income growth in each province.  Insurance premium income 

growth refers to the growth rate of the gross income of all insurance businesses in a 

province. The measurement unit is 1%. This variable also captures the insurance industry 

development in each province. 

(8) Insurance depth in each province.  Insurance depth refers to the ratio of total 

insurance premium incomes in a province to gross domestic product. The measurement unit 

is 1%. This variable also captures the insurance industry development in each province. 

 (9) Insurance density in each province.  Insurance density refers to the ratio of total 

insurance premium income of a province to the total population in that province. The 

measurement unit is 1 RMB. This variable captures the insurance industry development in 

each province. 

 (10) Firm dummies.  As the final data set includes 124 firms, the final analysis 

contains 123 firm-dummy variables. 

(11) Year dummies.  This research uses data of insurance firms in China from year 
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2005 to year 2014. As the dependent variable varies from year 2005 to year 2013, the final 

analysis gets eight year-dummy variables. 

This paper summarizes data sources, operationalization, and analysis levels of all 

variables included in the data analysis in Table 5. Further, it summarizes means, standard 

deviations, and definitions of all variables in Table 6. 
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Table 5 A summary of data sources, operationalization, and analysis levels of all variables  

Key variables Data sources Operationalization Analysis level 

Firm growth performance CSMAR Income in year n+1 - Income in year n Region level 

Firm performance CSMAR Yearly income Region level 

Product diversification CSMAR Formula from Tallman and Li (1996) Region level 

Sub-national institutional development NERI book in 2011 and 2017 Marketization Index Region level 

State ownership (percentage) Coded Percentage Firm level 

State ownership (dummy) Coded 1 for SOEs, 0 for non-SOEs Firm level 

Firm type CSMAR Property firms as 1 and life firms as 0 Region level 

Firm size CSMAR The number of employees (log transformation) Firm level 

Firm age CSMAR The years a firm has been existing Firm level 

Foreign ownership Coded Percentage Firm level 

Total value of production in each province Yearbook of China’s Insurance Taken from the Yearbook Region level 

Insurance premium income in each province Yearbook of China’s Insurance Taken from the Yearbook Region level 

Insurance premium income growth in each 

province Yearbook of China’s Insurance Taken from the Yearbook Region level 

Insurance depth in each province Yearbook of China’s Insurance Taken from the Yearbook Region level 

Insurance density in each province Yearbook of China’s Insurance Taken from the Yearbook Region level 
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Table 6 A summary of means, standard deviations, and definitions for variables 

 

 Variables Mean S.D. Definition 

1. Firm 

growth 

performance 

30.2255 168.5953 Measure firm growth performance of year n by subtracting insurance premium income in year n from insurance premium income in year n+1. 

2. Firm 

performance  
181.0588 538.1176 Measure firm performance by using insurance premium income of a year 

3. Product 

diversification 
0.4192 0.2241 Firms’ operation in more than one product market 

4. SID 6.6178 1.6187 
“The degree to which market fundamentals support economic activities, including the proportion of resources allocated through the market, the percentage of 

products with market-based prices, and the development of market intermediaries and legal systems” 

5. State 

ownership 
0.5762 0.3453 The percentage of ownership stake that the government holds in a firm  

6. State 

ownership 

(Dummy) 

0.7032 0.4568 Dummy coded state ownership 

7. Firm type 0.5566 0.4968 Insurance firms come into two types in the data set: life insurance firms and property insurance firms. 

8. Firm size  8.7343 2.6321 The log transformed employee number of a firm captures firm size 

9. Firm age 16.2818 6.5828 Firm age represents how many years a firm has been existing 

10. Foreign 

ownership 
0.0298 0.1176 The percentage of ownership owned by foreign investors 

11. Total 

value  

production 

29140.0900 110330.3000 The economic development in each province 

12. Insurance  

incomes 
47657.6200 32584.3000 The gross income of all insurance businesses in a province 

13. Insurance 

incomes  

growth rate 

19.6575 13.5386 The growth rate of the gross income of all insurance businesses in a province 

14. Insurance  

depth 
12.5732 90.6304 The ratio of total insurance premium incomes in a province to gross domestic product 

15. Insurance  

density 
834.7703 639.3399 The ratio of total insurance premium income of a province to the total population in that province 

Note 1: Variable 1 is firm growth performance measured by sales income growth, variable 2 is firm performance in the lagged dataset, variable 4 SID is sub-national institutional development, variable 6 is 

dummy coded state ownership, and variable 8 is logged employee number. 
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Chapter Five 

 

RESULTS 

5.1 Descriptive Statistics and Correlations 

Table 7 presents correlations of all variables in this paper. The correlations for all 

variables except for two correlations were below 0.6. The first is between state ownership 

measured by percentage and dummy coded state ownership (r = 0.821, p < 0.001). Given that the 

two measurements capture the same variable, this high correlation is expected. The second is 

between firm type and product diversification (r = -0.661, p < 0.001). This negative correlation 

indicates that life insurance firms have a higher level of product diversification (Mlife = 0.585) 

than property insurance firms do (Mproperty = 0.287). Further regression analysis shows that firm 

type does not have a significant effect on product diversification (β = -0.048, p = 0.495). Due to 

this insignificant effect, this high correlation should not be a concern. 

The correlation analysis further reveals some findings consistent with prior research. 

Product diversification significantly and positively relates to firm growth performance (β = 

0.071, p < 0.001) and firm performance in the lagged dataset (β = 0.137, p < 0.001). These 

findings are in line with prior results showing that product diversification has a positive effect on 

firm performance in emerging economies (Delios et al., 2008; Wan & Hoskisson, 2003). 

In addition, state ownership significantly and positively relates to product diversification 

(percentage: β = 0.141, p < 0.001, dummy coded: β = 0.085, p < 0.001). This positive correlation 

is consistent with the prior research finding that firms with a high level of state ownership pursue 

a high level of product diversification (Delios et al., 2008). 
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Furthermore, sub-national institutional development significantly and positively relates to 

firm performance (firm growth performance: β = 0.037, p < 0.001, firm performance in the 

lagged dataset: β = 0.065, p < 0.001). This positive correlation echoes research of sub-national 

institutions showing that firms in developed regions outperform those in underdeveloped regions 

in China (Davies & Walters, 2004; Park et al., 2006). It is also consistent with institutional 

theory, contending that firms embedded in developed institutional environments have low 

uncertainty and transaction costs, which increase firm performance. 

 

5.2 Test of Hypotheses 

In data analyses for testing three hypotheses in the conceptual model, this paper has 

standardized all variables. Table 8 comprising five models shows the results of testing three 

hypotheses in this paper. All models in this paper include both year fixed effect and firm fixed 

effect. Model 1 shows the effect of control variables by including eight control variables, firm 

fixed effect, and year fixed effect. Model 2 adds product diversification and tests PD-P in 

Hypothesis 1, which predicts that in China, product diversification of a firm in a region will have 

a positive effect on firm performance in that region. Model 2 shows a significantly positive PD-P 

(β = 0.035, p < 0.001), which supports Hypothesis 1. This finding shows that viewed from the 

level of sub-national regions instead of the level of countries or economies, product 

diversification improves firm growth performance in the insurance industry in China. This 

finding is also in line with an institution-based view of product diversification demonstrating that 

product diversification has a positive effect on firm performance in emerging economies with 

underdeveloped institutions (Delios et al., 2008; Wan, 2005). 
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Model 3 tests the two-way interaction in Hypothesis 2 by adding sub-national 

institutional development and the interaction of product diversification and sub-national 

institutional development. Hypothesis 2 predicts that sub-national institutional development 

positively moderates PD-P. The positive coefficient of the interaction term in Model 3 is 

significant (β = 0.028, p < 0.001). This finding supports Hypothesis 2. This paper graphically 

presents this finding in order to examine the moderating role that sub-national institutional 

development plays. Figure 2 shows that in regions with high sub-national institutional 

development, product diversification has a positive effect on firm performance. On the contrary, 

in regions with low sub-national institutional development, product diversification has no 

significant effect on firm performance.  

Model 4 tests the three-way interaction in Hypothesis 3 by adding all combinations of 

two-way interactions and a three-way interaction. Hypothesis 3 predicts that the positive 

moderating effect of sub-national institutional development on PD-P is stronger for firms with a 

high level of state ownership. The positive coefficient of the three-way interaction term in Model 

4 is significant (β = 0.013, p < 0.05). This finding supports Hypothesis 3. Figure 3 shows the 

predicted three-way interaction. This paper displays PD-P at different levels of sub-national 

institutional development for SOEs in Figure 3A and for non-SOEs in Figure 3B. It shows that 

the positive moderating effect of sub-national institutional development on PD-P is significant 

for SOEs (β = 0.033, p < 0.001) as shown in Figure 3A, but not significant for non-SOEs (β = 

0.013, p = 0.242) as shown in Figure 3B. Those figures again demonstrate that SOEs are better 

than non-SOEs at taking advantage of sub-national institutional development to generate a 

positive PD-P, supporting Hypothesis 3. 
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5.3 Robustness Checks 

This paper conducts some additional analyses to test the sensitivity of the above results. 

First, this paper uses state ownership as a dummy variable in the three-way interaction. In this 

way, this paper classifies all firms into SOEs with state ownership equal to or greater than 50% 

or non-SOEs and codes SOEs as one and non-SOEs as zero. Model 5 in Table 8 includes the 

dummy-coded state ownership and tests the three-way interaction predicted in Hypothesis 3. The 

positive coefficient of the three-way interaction term in Model 5 is also significant (β = 0.013, p 

< 0.05). This finding further supports Hypothesis 3.  

Second, this paper checks reverse causality. In a regression, product diversification is a 

dependent variable and firm growth performance in terms of insurance income growth is an 

independent variable. Control variables are the same as those in all above models. Firm growth 

performance has a significantly positive effect on product diversification (β = 0.014, p < 0.001). 

This finding is consistent with prior research showing that a firm’s resources are associated with 

product diversification (Chatterjee & Wernerfelt, 1991). Sub-national institutional development 

does not significantly moderate the effect of firm growth performance on product diversification 

(β = -0.003, p = 0.363). This finding reduces the possibility of reverse causality. 

Third, this paper includes lagged one-year all variables except the dependent variable and 

uses another dependent variable firm performance in the regression models. Model 6 to 9 in 

Table 9 demonstrate converging evidence to support three hypotheses in this paper. Model 7 

shows a significantly positive PD-P (β = 0.042, p < 0.001), supporting Hypothesis 1. The 

positive coefficient of the two-way interaction term in Model 8 is significant (β = 0.038, p < 

0.001). Hypothesis 2 remains supported. The positive coefficient of the three-way interaction 

term in Model 9 is significant (β = 0.030, p < 0.001). This finding supports Hypothesis 3. 
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Fourth, this paper tests the moderating effects of five dimensions of sub-national 

institutional development on PD-P. The first dimension covers the relationship between the 

government and the market. In Table 10, Model 10 tests the two-way interaction in Hypothesis 2 

by adding an indicator for this dimension of sub-national institutional development and the 

interaction of product diversification and this indicator. Model 11 tests the three-way interaction 

in Hypothesis 3 by adding all combinations of two-way interactions and a three-way interaction. 

Model 10 and 11 in Table 10 demonstrate converging evidence to support Hypothesis 2 and 

Hypothesis 3 in this paper. The positive coefficient of the two-way interaction term in Model 10 

is significant (β = 0.032, p < 0.001). Hypothesis 2 remains supported. The positive coefficient of 

the three-way interaction term in Model 11 is significant (β = 0.011, p < 0.05). This finding 

supports Hypothesis 3. 

The second dimension refers to the development of the non-state sectors. Following the 

same analysis procedures for the first dimension, this paper shows that Model 12 and 13 in Table 

11 again support Hypothesis 2 and Hypothesis 3. The positive coefficient of the two-way 

interaction term in Model 12 is significant (β = 0.027, p < 0.001). Hypothesis 2 remains 

supported. The positive coefficient of the three-way interaction term in Model 13 is significant (β 

= 0.013, p < 0.05). This finding supports Hypothesis 3. 

The third dimension focuses on the development of the product market. Following the 

same analysis procedures for the first dimension, this paper shows that in Table 12, the positive 

coefficient of the two-way interaction term in Model 14 is significant (β = 0.011, p < 0.05). 

Hypothesis 2 remains supported. However, the coefficient of the three-way interaction term in 

Model 15 is not significant (β = -0.002, p = 0.691). This finding does not support Hypothesis 3. 
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The fourth dimension measures the development of the factor market. Following the 

same analysis procedures for the first dimension, this paper shows that in Table 13, the positive 

coefficient of the two-way interaction term in Model 16 is significant (β = 0.016, p < 0.01). 

Hypothesis 2 remains supported. However, the coefficient of the three-way interaction term in 

Model 17 is not significant (β = 0.004, p = 0.484). This finding does not support Hypothesis 3. 

The fifth dimension reflects the development of market intermediaries and the legal 

environment. Following the same analysis procedures for the first dimension, this paper shows 

that Model 18 and 19 in Table 14 again support Hypothesis 2 and Hypothesis 3. The positive 

coefficient of the two-way interaction term in Model 18 is significant (β = 0.023, p < 0.001). 

Hypothesis 2 remains supported. The positive coefficient of the three-way interaction term in 

Model 19 is significant (β = 0.013, p < 0.05). This finding supports Hypothesis 3. 

To summarize, among five dimensions of sub-national institutional development, all 

dimensions significantly and positively moderate PD-P. However, state ownership can only 

significantly and positively moderates the effects of three dimensions out of all five dimensions 

on PD-P. Specifically, state ownership cannot moderate the effects of the development of the 

product market and the development of the factor market on PD-P. This paper will discuss 

possible reasons for those two insignificant effects in the discussion part. 

 

5.4 Additional Analyses 

This paper empirically tests some other interesting findings. Prior research shows that for 

business group affiliated firms, state ownership positively moderate PD-P (Lu & Yao, 2006). 

Consistent with this finding, this paper also shows that state ownership of firms including both 
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individual firms and affiliated firms positively moderates PD-P in sub-national regions (β = 

0.022, p < 0.01). 

Consistent with a prior finding that firm-level state ownership positively correlates with 

product diversification (Delios et al., 2008), firm-level state ownership also has a significant 

effect on product diversification in different regions (β =  0.050, p < 0.05). It is also of 

theoretical significance to examine other possible determinants of product diversification in sub-

national regions.



72 

Table 7 Correlations 

 

  1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 

1. Firm growth 

performance 
1.0000               

2. Firm 
performance  

0.5032*** 1.0000              

3. Product 

diversification 
0.0709*** 0.1373*** 1.0000             

4. Sub-national  

institutional 

development 

0.0369*** 0.0652*** 0.0792*** 1.0000            

5. State 

ownership 
0.0857*** 0.1494*** 0.1405*** -0.0548*** 1.0000           

6. State 

ownership  

(Dummy) 

0.0685*** 0.1102*** 0.0849*** -0.0424*** 0.8205*** 1.0000          

7. Firm type -0.0427*** -0.0894*** -0.6606*** -0.0665*** -0.0169** 0.0516*** 1.0000         

8. Firm size  0.0106* 0.0908*** 0.0210*** -0.1744*** 0.1313*** 0.1260*** -0.0111* 1.0000        

9. Firm age 0.0152** -0.0342*** 0.0246*** -0.0136** -0.0163* 0.0455*** -0.0887*** -0.0398*** 1.0000       

10. Foreign 

ownership 
-0.0038 0.0327*** 0.1683*** 0.1373*** -0.1089*** -0.0396*** -0.0936*** -0.1736*** -0.1857*** 1.0000      

11. Total value  

production 
-0.0064 -0.0022 -0.0220*** 0.0493*** -0.0090 -0.0175*** -0.0132* 0.0155* 0.0292*** -0.0001 1.0000     

12. Insurance  

incomes 
0.0086 0.0709*** 0.0135** 0.5350*** -0.1447*** -0.1546*** -0.1387*** -0.1035*** 0.1307*** 0.1433*** 0.0943*** 1.0000    

13. Insurance 
incomes  

growth rate 

-0.0103* 0.0038 0.0216*** -0.1161*** 0.0784*** 0.0870*** 0.0581*** 0.0518*** -0.0964*** -0.0182** -0.0718***  -0.1340*** 1.0000   

14. Insurance  

depth 
0.0004 -0.0016 -0.0012 0.0237*** -0.0010 0.0110* -0.0074 0.0045 0.0003 -0.0023 0.0023 0.0333*** 0.1222*** 1.0000  

15. Insurance  
density 

0.0096 0.1303*** 0.0484*** 0.3639*** -0.1086*** -0.1117***  -0.1204*** -0.1215*** 0.1197*** 0.1667*** 0.0118* 0.5300*** -0.1548*** -0.1363*** 1.0000 

Note 1: +p< 0.1, *p< 0.05, **p< 0.01, ***p< 0.001, N=37,856 

Note 2: Variable 1 is firm growth performance measured by sales income growth, variable 2 is firm performance in the lagged dataset, variable 6 is dummy coded state ownership, and variable 8 is logged employee number. 
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Table 8 Mixed level regression analysis testing the moderating effect of overall sub-national 

institutional development on the relationship between product diversification and firm 

growth performance 
 Firm growth performance 

Model 1 Model 2 Model 3 Model 4 Model 5 

Control variables      

Firm type 0.496* 0.500* 0.513* 0.506* 0.485* 

 (0.246) (0.246) (0.246) (0.246) (0.246) 

Firm size -0.074*** -0.074*** -0.073*** -0.074*** -0.073*** 

 (0.009) (0.009) (0.009) (0.009) (0.009) 

Firm age -0.021 -0.008 -0.008 0.001 0.038 

 (0.127) (0.127) (0.127) (0.134) (0.130) 

Foreign ownership -0.261* -0.272* -0.275* -0.266* -0.278* 

 (0.113) (0.113) (0.113) (0.114) (0.113) 

Total value of production -0.000 0.000 -0.001 -0.001 -0.001 

 (0.005) (0.005) (0.005) (0.005) (0.005) 

Province insurances incomes 0.040*** 0.040*** 0.020* 0.024* 0.024* * 

 (0.007) (0.007) (0.009) (0.009) (0.009) 

Province insurances incomes  -0.027** -0.026** -0.023* -0.024* -0.023* 

growth rate (0.009) (0.009) (0.009) (0.009) (0.009) 

Insurance depth 0.006 0.006 0.005 0.005 0.005 

 (0.005) (0.005) (0.005) (0.005) (0.005) 

Insurance density 0.027*** 0.026*** 0.018** 0.019** 0.019** 

 (0.007) (0.007) (0.007) (0.007) (0.007) 

Independent variable      

Product diversification   0.035*** 0.036*** 0.040*** 0.039*** 

(PD)  (0.008) (0.008) (0.008) (0.008) 

Moderating effects      

Sub-national institutional 

development (SID) 

  0.030*** 

(0.009) 

0.026** 

(0.009) 

0.027** 

(0.009) 

PD × SID   0.028*** 0.024*** 0.025*** 

   (0.005) (0.005) (0.005) 

State ownership    0.016 0.046 

(SO)    (0.034) (0.031) 

PD × SO    0.018* -0.004 

    (0.008) (0.008) 

SID × SO    0.032*** 0.032*** 

    (0.005) (0.005) 

PD × SID × SO    0.013* 0.013* 

    (0.005) (0.005) 

Firm fixed effects Yes Yes Yes Yes Yes 

Year fixed effects Yes Yes Yes Yes Yes 

Constant -0.691** -0.687** -0.731** -0.733** -0.681** 

 (0.258) (0.257) (0.258) (0.258) (0.258) 

Log likelihood -52641.204 -52631.793 -52612.024 -52587.625 -52591.566 

Wald χ ² 2209.330*** 2229.260*** 2271.150*** 2322.910*** 2314.540*** 

△Wald χ ²  19.930 61.820 113.580 105.210 

N 37,856 37,856 37,856 37,856 37,856 

      Note 1: + p < 0.1, * p < 0.05, ** p < 0.01, *** p < 0.001 

      Note 2: Model 5 uses dummy-coded state ownership.    
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Figure 2 The moderating effect of overall sub-national institutional development on the 

relationship between product diversification and firm growth performance 
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Figure 3 The moderating effect of state ownership on the effect of overall sub-national 

institutional development on the relationship between product diversification and firm 

growth performance 

 

 

Figure 3A. For SOEs 

 
 

 

Figure 3B. For non-SOEs 
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Table 9 Mixed level regression analysis testing the moderating effect of overall sub-national 

institutional development on the relationship between product diversification and firm 

performance (lagged data) 

 
 Firm performance 

Model 6 Model 7 Model 8 Model 9 

Control variables     

Firm type -0.350 -0.345 -0.330 -0.346 

 (0.235) (0.235) (0.235) (0.234) 

Firm size -0.017+ -0.016+ -0.015+ -0.017* 

 (0.008) (0.008) (0.009) (0.009) 

Firm age -0.010 0.005 0.006 -0.022 

 (0.121) (0.121) (0.121) (0.127) 

Foreign ownership -0.186+ -0.200+ -0.203+ -0.203+ 

 (0.108) (0.108) (0.108) (0.108) 

Total value of production -0.000 0.000 -0.001 -0.001 

 (0.005) (0.004) (0.005) (0.005) 

Province insurances incomes 0.076*** 0.076*** 0.056*** 0.062*** 

 (0.006) (0.006) (0.009) (0.009) 

Province insurances incomes  0.022 * 0.022* 0.026** 0.024** 

growth rate (0.009) (0.009) (0.009) (0.009) 

Insurance depth 0.028*** 0.029*** 0.027*** 0.027*** 

 (0.005) (0.005) (0.005) (0.005) 

Insurance density 0.189*** 0.187*** 0.179*** 0.181*** 

 (0.006) (0.006) (0.006) (0.006) 

Independent variable     

Product diversification   0.042*** 0.044*** 0.049*** 

(PD)  (0.008) (0.008) (0.008) 

Moderating effects     

Sub-national institutional 

development (SID) 

  0.032*** 

(0.008) 

0.023** 

(0.009) 

PD × SID   0.038*** 0.030*** 

   (0.005) (0.005) 

State ownership    -0.014 

(SO)    (0.033) 

PD × SO    0.023** 

    (0.008) 

SID × SO    0.063*** 

    (0.005) 

PD × SID × SO    0.030*** 

    (0.005) 

Firm fixed effects Yes Yes Yes Yes 

Year fixed effects Yes Yes Yes Yes 

Constant 0.082 0.087 0.038 -3264.282 

 (0.246) (0.246) (0.246) (20723.29) 

Log likelihood -50866.309 -50851.671 -50816.125 -50714.586 

Wald χ ² 6148.080*** 6182.120*** 6264.900*** 6502.220*** 

△Wald χ ²  34.040 116.820 354.140 

N 37,856 37,856 37,856 37,856 

      Note: + p < 0.1, * p < 0.05, ** p < 0.01, *** p < 0.001     
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Table 10 Mixed level regression analysis testing the moderating effect of government-

market relationship (dimension one of sub-national institutional development) on the 

relationship between product diversification and firm growth performance 

 
 Firm growth performance 

Model 1 Model 2 Model 10 Model 11 

Control variables     

Firm type 0.496* 0.500* 0.503* 0.499* 

 (0.246) (0.246) (0.246) (0.246) 

Firm size -0.074*** -0.074*** -0.073*** -0.072*** 

 (0.009) (0.009) (0.009) (0.009) 

Firm age -0.021 -0.008 -0.005 -0.009 

 (0.127) (0.127) (0.127) (0.134) 

Foreign ownership -0.261* -0.272* -0.262* -0.245* 

 (0.113) (0.113) (0.113) (0.114) 

Total value of production -0.000 0.000 -0.001 -0.001 

 (0.005) (0.005) (0.005) (0.005) 

Province insurances incomes 0.040*** 0.040*** 0.030*** 0.032*** 

 (0.007) (0.007) (0.009) (0.009) 

Province insurances incomes  -0.027** -0.026** -0.025** -0.025** 

growth rate (0.009) (0.009) (0.009) (0.009) 

Insurance depth 0.006 0.006 0.006 0.006 

 (0.005) (0.005) (0.005) (0.005) 

Insurance density 0.027*** 0.026*** 0.025*** 0.025*** 

 (0.007) (0.007) (0.007) (0.007) 

Independent variable     

Product diversification   0.035*** 0.034*** 0.036*** 

(PD)  (0.008) (0.008) (0.008) 

Moderating effects     

Sub-national institutional 

development (SID1) 

  0.018* 

(0.009) 

0.015+ 

(0.009) 

PD × SID1   0.032*** 0.028*** 

   (0.005) (0.006) 

State ownership    0.012 

(SO)    (0.034) 

PD × SO    0.017* 

    (0.008) 

SID1 × SO    0.021*** 

    (0.006) 

PD × SID1 × SO    0.011* 

    (0.006) 

Firm fixed effects Yes Yes Yes Yes 

Year fixed effects Yes Yes Yes Yes 

Constant -0.691** -0.687** -0.731** -0.733** 

 (0.258) (0.257) (0.258) (0.258) 

Log likelihood -52641.204 -52631.793 -52613.343 -52600.588 

Wald χ ² 2209.330*** 2229.260*** 2268.350*** 2295.400*** 

△Wald χ ²  19.930 59.020 86.070 

N 37,856 37,856 37,856 37,856 

                Note: + p < 0.1, * p < 0.05, ** p < 0.01, *** p < 0.001     
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Table 11 Mixed level regression analysis testing the moderating effect of non-state sector 

development (dimension two of sub-national institutional development) on the relationship 

between product diversification and firm growth performance 

 
 Firm growth performance 

Model 1 Model 2 Model 12 Model 13 

Control variables     

Firm type 0.496* 0.500* 0.518* 0.507* 

 (0.246) (0.246) (0.246) (0.246) 

Firm size -0.074*** -0.074*** -0.073*** -0.075*** 

 (0.009) (0.009) (0.009) (0.009) 

Firm age -0.021 -0.008 -0.006 0.003 

 (0.127) (0.127) (0.127) (0.134) 

Foreign ownership -0.261* -0.272* -0.277* -0.270* 

 (0.113) (0.113) (0.113) (0.114) 

Total value of production -0.000 0.000 -0.001 -0.001 

 (0.005) (0.005) (0.005) (0.005) 

Province insurances incomes 0.040*** 0.040*** 0.021* 0.025** 

 (0.007) (0.007) (0.009) (0.009) 

Province insurances incomes  -0.027** -0.026** -0.023* -0.024** 

growth rate (0.009) (0.009) (0.009) (0.009) 

Insurance depth 0.006 0.006 0.006 0.005 

 (0.005) (0.005) (0.005) (0.005) 

Insurance density 0.027*** 0.026*** 0.027** 0.026*** 

 (0.007) (0.007) (0.007) (0.007) 

Independent variable     

Product diversification   0.035*** 0.037*** 0.040*** 

(PD)  (0.008) (0.008) (0.008) 

Moderating effects     

Sub-national institutional 

development (SID2) 

  0.028*** 

(0.008) 

0.022** 

(0.008) 

PD × SID2   0.027*** 0.022*** 

   (0.005) (0.005) 

State ownership    0.015 

(SO)    (0.034) 

PD × SO    0.020* 

    (0.008) 

SID2 × SO    0.027*** 

    (.005) 

PD × SID2 × SO    0.013* 

    (0.005) 

Firm fixed effects Yes Yes Yes Yes 

Year fixed effects Yes Yes Yes Yes 

Constant -0.691** -0.687** -0.718** -0.721** 

 (0.258) (0.257) (0.258) (0.258) 

Log likelihood -52641.204 -52631.793 -52612.556 -52593.392 

Wald χ ² 2209.330*** 2229.260*** 2270.020*** 2310.670*** 

△Wald χ ²  19.930 60.690 101.340 

N 37,856 37,856 37,856 37,856 

                Note: + p < 0.1, * p < 0.05, ** p < 0.01, *** p < 0.001     
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Table 12 Mixed level regression analysis testing the moderating effect of product market 

development (dimension three of sub-national institutional development) on the 

relationship between product diversification and firm growth performance 
 

 Firm growth performance 

Model 1 Model 2 Model 14 Model 15 

Control variables     

Firm type 0.496* 0.500* 0.515* 0.515* 

 (0.246) (0.246) (0.246) (0.246) 

Firm size -0.074*** -0.074*** -0.073*** -0.073*** 

 (0.009) (0.009) (0.009) (0.009) 

Firm age -0.021 -0.008 -0.009 -0.001 

 (0.127) (0.127) (0.127) (0.134) 

Foreign ownership -0.261* -0.272* -0.275* -0.266* 

 (0.113) (0.113) (0.113) (0.114) 

Total value of production -0.000 0.000 0.000 0.001 

 (0.005) (0.005) (0.005) (0.005) 

Province insurances incomes 0.040*** 0.040*** 0.035*** 0.035*** 

 (0.007) (0.007) (0.007) (0.007) 

Province insurances incomes  -0.027** -0.026** -0.025** -0.025** 

growth rate (0.009) (0.009) (0.009) (0.009) 

Insurance depth 0.006 0.006 0.005 0.005 

 (0.005) (0.005) (0.005) (0.005) 

Insurance density 0.027*** 0.026*** 0.028*** 0.028*** 

 (0.007) (0.007) (0.007) (0.007) 

Independent variable     

Product diversification   0.035*** 0.037*** 0.039*** 

(PD)  (0.008) (0.008) (0.008) 

Moderating effects     

Sub-national institutional 

development (SID3) 

  0.011+ 

(0.006) 

0.011+ 

(0.006) 

PD × SID3   0.011* 0.011* 

   (0.005) (0.005) 

State ownership    0.020 

(SO)    (0.034) 

PD × SO    0.023** 

    (0.008) 

SID3 × SO    0.003 

    (0.006) 

PD × SID3 × SO    -0.002 

    (0.005) 

Firm fixed effects Yes Yes Yes Yes 

Year fixed effects Yes Yes Yes Yes 

Constant -0.691** -0.687** -0.701** -0.733** 

 (0.258) (0.257) (0.258) (0.258) 

Log likelihood -52641.204 -52631.793 -52627.493 -52623.390 

Wald χ ² 2209.330*** 2229.260*** 2238.370*** 2247.060*** 

△Wald χ ²  19.930 29.040 37.730 

N 37,856 37,856 37,856 37,856 

                Note: + p < 0.1, * p < 0.05, ** p < 0.01, *** p < 0.001    
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Table 13 Mixed level regression analysis testing the moderating effect of factor market 

development (dimension four of sub-national institutional development) on the relationship 

between product diversification and firm growth performance 

 
 Firm growth performance 

Model 1 Model 2 Model 16 Model 17 

Control variables     

Firm type 0.496* 0.500* 0.492* 0.495* 

 (0.246) (0.246) (0.246) (0.246) 

Firm size -0.074*** -0.074*** -0.073*** -0.074*** 

 (0.009) (0.009) (0.009) (0.009) 

Firm age -0.021 -0.008 -0.006 0.027 

 (0.127) (0.127) (0.127) (0.134) 

Foreign ownership -0.261* -0.272* -0.279* -0.275* 

 (0.113) (0.113) (0.113) (0.114) 

Total value of production -0.000 0.000 -0.000 0.000 

 (0.005) (0.005) (0.005) (0.005) 

Province insurances incomes 0.040*** 0.040*** 0.036*** 0.036*** 

 (0.007) (0.007) (0.007) (0.007) 

Province insurances incomes  -0.027** -0.026** -0.027** -0.027** 

growth rate (0.009) (0.009) (0.009) (0.009) 

Insurance depth 0.006 0.006 0.005 0.005 

 (0.005) (0.005) (0.005) (0.005) 

Insurance density 0.027*** 0.026*** 0.017* 0.020** 

 (0.007) (0.007) (0.007) (0.007) 

Independent variable     

Product diversification   0.035*** 0.037*** 0.040*** 

(PD)  (0.008) (0.008) (0.008) 

Moderating effects     

Sub-national institutional 

development (SID4) 

  0.014+ 

(0.007) 

0.013+ 

(0.008) 

PD × SID4   0.016** 0.012* 

   (0.005) (0.005) 

State ownership    0.022 

(SO)    (0.034) 

PD × SO    0.021* 

    (0.008) 

SID4 × SO    0.031*** 

    (0.005) 

PD × SID4 × SO    0.004 

    (0.006) 

Firm fixed effects Yes Yes Yes Yes 

Year fixed effects Yes Yes Yes Yes 

Constant -0.691** -0.687** -0.693** -0.728** 

 (0.258) (0.257) (0.258) (0.258) 

Log likelihood -52641.204 -52631.793 -52625.384 -52605.027 

Wald χ ² 2209.330*** 2229.260*** 2242.830*** 2285.980*** 

△Wald χ ²  19.930 33.500 76.650 

N 37,856 37,856 37,856 37,856 

                Note: + p < 0.1, * p < 0.05, ** p < 0.01, *** p < 0.001    
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Table 14 Mixed level regression analysis testing the moderating effect of market 

intermediaries and the legal environment development (dimension five of sub-national 

institutional development) on the relationship between product diversification and firm 

growth performance 
 Firm growth performance 

Model 1 Model 2 Model 18 Model 19 

Control variables     

Firm type 0.496* 0.500* 0.506* 0.506* 

 (0.246) (0.246) (0.246) (0.246) 

Firm size -0.074*** -0.074*** -0.073*** -0.074*** 

 (0.009) (0.009) (0.009) (0.009) 

Firm age -0.021 -0.008 -0.012 0.001 

 (0.127) (0.127) (0.127) (0.134) 

Foreign ownership -0.261* -0.272* -0.273* -0.266* 

 (0.113) (0.113) (0.113) (0.114) 

Total value of production -0.000 0.000 -0.001 -0.001 

 (0.005) (0.005) (0.005) (0.005) 

Province insurances incomes 0.040*** 0.040*** 0.030*** 0.024* 

 (0.007) (0.007) (0.008) (0.009) 

Province insurances incomes  -0.027** -0.026** -0.025** -0.024* 

growth rate (0.009) (0.009) (0.009) (0.009) 

Insurance depth 0.006 0.006 0.006 0.005 

 (0.005) (0.005) (0.005) (0.005) 

Insurance density 0.027*** 0.026*** 0.017* 0.019** 

 (0.007) (0.007) (0.007) (0.007) 

Independent variable     

Product diversification   0.035*** 0.035*** 0.039*** 

(PD)  (0.008) (0.008) (0.008) 

Moderating effects     

Sub-national institutional 

development (SID5) 

  0.019* 

(0.008) 

0.025** 

(0.008) 

PD × SID5   0.023*** 0.023*** 

   (0.005) (0.005) 

State ownership    0.020 

(SO)    (0.034) 

PD × SO    0.018* 

    (0.008) 

SID5 × SO    0.033*** 

    (0.005) 

PD × SID5 × SO    0.013* 

    (0.005) 

Firm fixed effects Yes Yes Yes Yes 

Year fixed effects Yes Yes Yes Yes 

Constant -0.691** -0.687** -0.731** -0.719** 

 (0.258) (0.257) (0.258) (0.258) 

Log likelihood -52641.204 -52631.793 -52619.808 -52591.473 

Wald χ ² 2209.330*** 2229.260*** 2254.650*** 2314.740*** 

△Wald χ ²  19.930 45.320 105.410 

N 37,856 37,856 37,856 37,856 

                Note: + p < 0.1, * p < 0.05, ** p < 0.01, *** p < 0.001    
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Table 15 A summary of key findings 

Hypotheses Results 

Hypothesis 1: In the emerging economy China, a firm’s product diversification in 

a region has a positive effect on firm performance in that region. 
Supported 

Hypothesis 2: Institutional development of a sub-national region in an emerging 

economy will positively moderate the relationship between product 

diversification and firm performance in sub-national regions. Specifically, 

product diversification will be more likely to have a positive effect on firm 

performance in regions characterized by a high level of sub-national institutional 

development. 

Supported 

Hypothesis 3: State ownership of a firm will positively moderate the relationship 

hypothesized in Hypothesis 2. Specifically, the positive moderating effect of sub-

national institutional development on the relationship between product 

diversification and firm performance is stronger for firms with a high level of 

state ownership. 

Supported 
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Chapter Six 

 

DISCUSSION 

6.1 Review of Research Findings 

Drawing on the literature of product diversification in China and in the broad literature 

and an institution-based view of business strategy, this paper finds that in China, product 

diversification of a firm in a region has a positive effect on firm performance in that region. 

More importantly, this positive PD-P only occurs in sub-national regions with a high instead of 

low level of sub-national institutional development. In regions with a low level of sub-national 

institutional development, product diversification has no significant effect on firm performance. 

Sub-national institutional development positively moderates PD-P in China through three 

mechanisms. First, in regions with developed sub-national institutions, local governments are 

more likely to be pro-market institutions and less likely to intervene in firms’ operation. Second, 

in those regions, firms can rely more on market-based rules and reduce the necessity to rely on 

relationship-based rules in business transactions. Third, informal institutions in those regions 

play a less important role in business transactions. In a sum, developed sub-national institutions 

can reduce uncertainty and transaction costs and make a positive PD-P more likely to occur. 

In the robustness checks, this paper finds that all five dimensions of sub-national 

institutional development significantly and positively moderate PD-P. Those five dimensions are 

“(1) the relationship between the government and the market, (2) the development of the non-

state sectors, (3) the development of the product market, (4) the development of the factor 

market, and (5) the development of market intermediaries and the legal environment” (Zhou et 

al., 2017). Those empirical findings offer converging evidence for the mechanisms proposed by 
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this paper. Those findings also suggest that not only the overall sub-national institutional 

development influences PD-P, but also sub-dimensions of this overall indicator influence PD-P. 

This paper also finds that the positive moderating effect of sub-national institutional 

development on PD-P is stronger for firms with a higher level of state ownership. Even though 

sub-national institutional development positively moderates PD-P, SOEs are better than non-

SOEs at gaining benefits from sub-national institutional development to improve firm 

performance driven by product diversification. Compared with non-SOEs, SOEs can improve 

firm performance by alleviating unfavorable government intervention, better taking advantage of 

market-supporting institutions and getting easy access to informal institutions. 

In the robustness checks, this paper finds that state ownership can only significantly and 

positively moderate the effect of three dimensions out of all five dimensions of sub-national 

institutional development PD-P. Those three dimensions are (1) the relationship between the 

government and the market, (2) the development of the non-state sectors, and (5) the 

development of market intermediaries and the legal environment. Those findings suggest that 

SOEs can better take advantage of some dimensions of sub-national institutional development. 

Institutional development in aspects of product market and factor market seems to benefit both 

SOEs and non-SOEs in a no differential way.   

 

6.2 Theoretical Contributions 

Findings of this paper provide novel insights into extant literature in several ways. First, 

it contributes to the literature of product diversification in China as well as other emerging 

economies by investigating PD-P in China from the perspective of sub-national institutions in 

China. Unlike developed economies with relatively homogenous institutions across regions, 
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China has vast regions with different degrees of sub-national institutional development. 

Considering variation in sub-national institutions, prior research demonstrates that sub-national 

regions play a significant role in explaining variation in subsidiary firm performance in both 

developed and emerging economies (Chan et al., 2010; Ma et al., 2013). It is of theoretical 

significance to consider the heterogeneity of sub-national institutions in different regions in 

studying PD-P in China. Literature of product diversification in China has paid some attention to 

sub-national institutions in China (Li et al., 2012; Ma & Delios, 2010). Nevertheless, literature of 

PD-P in China has not yet investigated the influence of sub-national institutional development on 

PD-P in China. This research will add to literature of PD-P in China as well as emerging 

economies by first considering the influence of sub-national institutional development on PD-P 

in China. 

Second, it should extend the approach of using an institution-based view of product 

diversification to explain how and why a positive PD-P exists in the emerging economy China. 

While various literature documents divergent findings on PD-P, an institution-based view of 

product diversification generally produces consistent findings on PD-P. This view finds that 

product diversification has a positive effect on firm performance in emerging economies, and has 

a negative effect in developed economies (Chakrabarti et al., 2007; Delios et al., 2008; Wan, 

2005). Prior research examines product diversification in the country level and assumes that sub-

national institutions within a large emerging economy are homogenous. This assumption is at 

odds with reality in China where sub-national institutional development are uneven across a wide 

array of regions. Considering sub-national institutions, this paper finds that the positive PD-P in 

China only holds true in regions with a high level of sub-national institutional development. Still, 
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in regions with underdeveloped sub-national institutions, product diversification does not bring 

beneficial firm performance. 

Prior research provides the rationale for a positive PD-P in firms within an emerging 

economy that diversified firms can compensate for market imperfections and weak 

institutions in an emerging economy (Delios et al., 2008; Wan, 2005). This paper argues that 

viewing from the level of sub-national institutions, the rationale for a positive PD-P in 

different regions in an emerging economy lies in three mechanisms that a high level of sub-

national institutional development will reduce government intervention, make firms rely 

more on formal market-supporting institutions, and rely less on informal institutions in local 

regions. Furthermore, theoretically and empirically, this paper uses state ownership as a 

moderator to demonstrate the mechanisms. 

Third, this paper contributes to the literature on state ownership. Although prior research 

shows that state ownership negatively influences firm performance such as reducing efficiency in 

using resources (Zhou et al., 2017), this paper finds that state ownership can indirectly and 

positively influence firm performance. Specifically, compared with non-SOEs, SOEs achieve 

better firm performance when they diversify into regions with developed sub-national 

institutions. Although SOEs face higher agency costs than non-SOEs (Cuervo-Cazurra & Dau, 

2009), and have political and social objectives rather than only financial objectives, developed 

institutions alleviate those burdens to a greater extent. In this way, SOEs can enjoy greater 

performance growth than non-SOEs. Furthermore, SOEs can have more favorable government 

intervention. For example, SOEs have access to unique knowledge about government operation 

(Zhang et al., 2016) and government policy support (Dieleman & Boddewyn, 2012). Similarly, 

as SOEs have governmental protection, SOEs can better retain managers’ expertise and skills in 
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financial and marketing areas and transform them into firm performance than non-SOEs (Li & 

Zhang, 2007). The positive moderating effect of state ownership found in this paper suggests that 

high sub-national institutional development is a privileged context for SOEs to utilize benefits 

and avoid costs associated with state ownership. Prior research demonstrates that connections to 

SOEs can serve this purpose (Okhmatovskiy, 2010). Future research may explore more 

contextual factors for SOEs to exploit benefits and avoid costs with state ownership. 

Fourth, this paper adds to literature of sub-national institutions in emerging economies. 

This research follows the stream of research concerning within country variation (Chabowski et 

al., 2010). Variation in sub-national institutions in emerging economies influences adoption of 

firm strategy (Meyer & Nguyen, 2005; Shi et al., 2012) and firm performance (Chan et al., 

2010). Extending sub-national institutions to product diversification, this paper provides insights 

into research in strategic management that focuses on product diversification.  

 

6.3 Practical Contributions 

Practically, this paper has three managerial implications for firms that pursue product 

diversification in an emerging economy. First, firms diversifying from developed economies to 

emerging economies should pay special attention to heterogeneity of sub-national institutions in 

emerging economies. Variation of sub-national institutional development plays a greater role in 

firm performance in emerging economies than in developed economies (Chan et al., 2010). In 

terms of adopting product diversification strategy, firms should only diversify in regions with 

developed institutions such as special economic zones. In regions with underdeveloped 

institutions, firms should adopt focused product strategies. In other words, firms need to match 
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product diversification strategy with sub-national institutional development in regions when 

implementing firms’ overall product diversification strategy.  

Second, to take advantage of a high level of sub-national institutional development, non-

SOEs can adopt some strategies to compensate for its limits in getting resources and 

governmental protection. For example, non-SOEs that plan to diversify into developed regions 

can establish connections to SOEs to access benefits that SOEs can enjoy (Okhmatovskiy, 2010). 

Facing regulations and policies governing multiple product markets, non-SOEs can use those 

connections to better deal with local governments. With those connections, local managers can 

better achieve market efficiency in local environments (Guo, Huy, & Xiao, 2016) and improve 

firm performance in local regions. 

Besides, non-SOEs that rely heavily on the development of product market and factor 

market have more freedom to have product diversification in developed regions. The robustness 

checks in this paper suggest that both SOEs and non-SOEs benefit from the development of 

product market and factor market in a no differential way. It means that non-SOEs can also take 

advantage of those two dimensions of sub-national institutional development to make a positive 

PD-P more likely to occur. Furthermore, for non-SOEs that rely more on other dimensions of 

sub-national institutional development, they should take measures to ensure that they can take 

advantage of the institutional development to improve firm performance before having product 

diversification in developed regions. 

Third, to better utilize benefits and avoid costs associated with state ownership, SOEs can 

diversify into developed regions. That is, product diversification is a viable means for SOEs to 

improve firm performance. Reduced unfavorable government intervention, relying more on 

market-supporting institutions instead of relationship-based rules in local regions, and increasing 
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favorable government intervention will help diversified SOEs achieve greater firm performance 

than their counterpart non-SOEs. Similarly, SOEs that enjoy privileges of governmental 

protection, can better transforming managers’ expertise and skills into firm performance than 

non-SOEs who have less access to those privileges (Li & Zhang, 2007). Future research can 

explore more ways for SOEs to utilize their strengths in China and to get rid of the reputation for 

low efficiency. 

 

6.4 Limitations and Directions for Future Research 

This paper has several limitations, which lead to future research directions. First, this 

paper only uses marketization index as a proxy for sub-national institutional development in each 

province in China. As institutional development should be a multidimensional construct (Shi, 

Sun, Yan, & Zhu, 2017), future research could use other dimensions or indicators of sub-national 

institutional development to further examine hypotheses tested in this paper, such as intellectual 

property protection rights (Yi et al., 2015), information and policy transparency (Nguyen et al., 

2013) and intermediate institutions development (Gao et al., 2010). It would also be of 

theoretical significance to investigate which dimension of sub-national institutional development 

has a critical influence on PD-P. In addition, future study could simultaneously examine the 

effect of several dimensions of sub-national development and find out what kinds of interactions 

of those dimensions will exert critical influence on PD-P. Furthermore, future study should also 

capture the congruence of different dimensions of sub-national institutional development, 

namely institutional fragility in studying institutional development (Shi et al., 2017). 

Second, this paper only uses a sample of firms from a single industry in China. This 

sampling method may limit generalizability of findings in this paper for two reasons. On the one 
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hand, product diversification within a single industry represents within-industry product 

diversification. Prior research distinguishes between within industry and cross industry product 

diversification (Li & Greenwood, 2004) or between related product diversification and unrelated 

product diversification (Chang & Wang, 2007). On the other hand, institutional development in 

different industries in a large emerging economy could vary widely. It would be of theoretical 

interest to interactions of sub-national institutional development and industry factors in exploring 

PD-P in China as well as other emerging economies (Ma et al., 2013). Future research could use 

a sample of firms from many different industries in China to generalize findings in this research. 

Third, this paper only uses market-based performance to measure firm performance, that 

is, insurance incomes of a firm in a specific region. Future research could use other indicators of 

firm performance such as firm profitability (Kim, Hoskisson, & Wan, 2004), stock market 

performance such as Tobin's Q (David, O'Brien, Yoshikawa, & Delios, 2010; Qiu, 2014), 

accounting-based performance such as ROA (Su & Tsang, 2015), and corporate social 

performance (Kang, 2013). It would be interesting to see if findings in this research are 

applicable to different indicators of firm performance.  

Fourth, this paper uses a combined sample of independent firms and business group 

affiliated firms. Prior research suggests many benefits that group affiliated firms could have to 

deal with imperfections in institutional environments (Chakrabarti et al., 2007; Kim & Song, 

2017; Lu & Yao, 2006). Affiliation with a business group is a factor specific to each firm. 

Besides state ownership, this firm level characteristic is worthy of further attention for the sake 

of the focal research question in this paper. 

Fifth, future research could consider the possible influence of geographic diversification 

as a three-way moderator. Some insurance firms in the sample cover a wide array of geographic 
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regions in China, while others may just cover a few regions. Some studies investigate the 

moderating effect of geographic diversification on PD-P (Elango, Ma, & Pope, 2008; Kistruck et 

al., 2013; Tallman & Li, 1996). It would be of interest to investigate whether geographic 

diversification will augment or alleviate the positive moderating effect of sub-national 

institutional development on PD-P in China. 

 

6.5 Conclusions 

Drawing on literature of product diversification in China, general literature of reporting 

divergent findings on PD-P, and an institution-based view of product diversification, this paper 

studies PD-P in China from the perspective of sub-national institutions. It finds that product 

diversification of a firm in a region has a positive effect on firm performance in that region, but 

this effect only holds true in regions with a higher level of sub-national institutional development 

in the large emerging economy China. This positive moderating effect of sub-national 

institutional development on PD-P is stronger for SOEs than for non-SOEs.  
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