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Abstract

Research on the internationalization of small and medium enterprises based in
emerging markets (EM-SMEs) is gaining momentum, yet, less is known about the
specific factors that deter EM-SMEs’ from internationalizing via foreign direct
investment (FDI). In this paper, using institutional and organizational imprinting
perspectives, we argue that EM-SMEs founded in the era prior to market liberaliza-
tion are less likely to internationalize via FDI than those founded during or after
market liberalization. We also argue that this effect is moderated by EM-SMEs’ size
and ownership dispersion. Our data used to test our hypotheses is based on 2277
SMEs from 14 emerging markets. Overall, we contribute to an improved under-
standing of the factors that determine the FDI-based internationalization of SMEs
from emerging markets.

Keywords Small and medium enterprises - Market-liberalization - Institutional
theory - Foreign direct investment - Internationalization - Emerging markets

1 Introduction

Recent studies are increasingly focusing on the distinctive factors that determine the
internationalization of small- and medium-sized enterprises based in emerging mar-
kets (EM-SMEs) (Deng & Zhang, 2018; Fabian et al., 2009; Javalgi & Todd, 2011;
Musteen et al., 2014; Narooz & Child, 2017; Radulovich et al., 2018; Wu & Zhao,
2015). However, most prior studies on EM-SMEs’ internationalization have focused
on their exporting behavior, rather than on their foreign direct investments (FDI)
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(Deng & Zhang, 2018; Jean & Kim, 2020; Kim & Hemmert, 2016; Manolova et al.,
2010; Tiessen et al., 2001). Engaging in FDI requires greater resource commitment
as well as risk-taking propensity, and in general, due to SMEs’ resource and capa-
bility constraints, exporting has remained a key mode of their internationalization.
However increasingly, SMEs — not limited to those from emerging economies — are
also engaging in FDI in a more accelerated fashion (Huett et al., 2014; Jansson &
Sandberg, 2008; Stoian et al., 2018). Yet, as a recent literature review highlights
(Laufs & Schwens, 2014), research on SMEs’ FDI is still in its infancy, and espe-
cially, little is known about the unique barriers faced by SMEs from emerging mar-
kets in engaging in FDI (Qiao et al., 2020).

Prior studies have acknowledged that EM-SMEs, as compared to their developed-
country counterparts, lack sophisticated resources and capabilities to a greater extent
(Javalgi & Todd, 2011; Narooz & Child, 2017). This causes EM-SME:s to suffer
from relatively greater ‘liabilities of smallness’ (Ko & Liu, 2017; Lefebvre, 2020),
which may further deter their internationalization prospects. At the same time, EM-
SMEs also face ‘liabilities of origin’ (or liabilities of ‘home’) (Fiaschi et al., 2017;
Marano et al., 2017) caused by the institutional voids in emerging markets that result
in a negative perception of emerging-market firms and their products and services in
international markets (Agnihotri & Bhattacharya, 2019). As such, due to these addi-
tional liabilities generated by EM-SME’s home-institutions, the barriers for inter-
nationalization for EM-SMEs are higher. In this situation, undertaking FDI may be
riskier for EM-SMESs. Nonetheless, FDI is regarded as an important internationali-
zation strategy for EM-SMEs to catch-up with their developed-country counterparts
on technological fronts, as well as to escape from the potentially rising domestic
costs and other institutional challenges in emerging economies (Cuervo-Cazurra,
2016; Qiao et al., 2020; UNCTAD, 2019).

Due to the importance of home-institutional factors in the internationalization of
emerging-market-firms (mentioned above), we first suggest that research on EM-
SMEs’ FDI can further benefit by taking into account the institutional conditions
under which the SMEs were founded, especially whether they were founded before
or after the market-liberalization era in emerging markets. Founding conditions,
in general, form an important issue in entrepreneurship research (Bamford et al.,
2000; Eisenhardt & Schoonhoven, 1990; Geroski et al., 2010). During the 1980s
and 1990s, many emerging economies across the world liberalized their markets by
reducing tariffs on imports, by promoting exports and foreign investment and by pri-
vatizing state-owned enterprises; and all of this has been of significant importance to
the development of SMEs in such countries (Gupta et al., 2004; Yamak & Usdiken,
2006). Prior studies have also emphasized how institutional changes following lib-
eralization have impacted firms’ internationalization, however, these studies have
focused on large, group-affiliated and state-owned firms (Chittoor et al., 2009; Dau,
2012, 2013), and lesser so on SMEs.

Institutions refer to the set of rules and regulations, the level of bureaucracy, the
mechanism for accessing markets, the judiciary, government policies, contracting
regimes, and the degree of stability that influence business activity (Cuervo-Cazurra,
2008; Denzau & North, 1994; Kimberly, 1979). Organizations develop distinct
resources and capabilities in response to the external institutional characteristics
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surrounding them, and these capabilities form the basis of their competitive advan-
tage (Oliver, 1997). External institutions surrounding firms at the time of their
founding often leave a permanent imprint on them, making them difficult to change
when new or different institutions are introduced in the future, since the founding
period is such a sensitive time (Stinchcombe, 1965). In line with this, we expect
that EM-SMEs founded in the pre-market-liberalization era would vary in their FDI
behavior as compared to those founded in the later periods. This is because, before
the market-liberalization era, institutions favoring protectionism in most emerging
markets would have deeply impacted SMEs; and these would persist well-beyond
the market-liberalization period (Maksimov et al., 2017). In contrast, during and
after the liberalization period, governments in emerging markets encouraged com-
petitive learning and risk-taking (Anand et al., 2006; Raithatha & Popli, 2022); and
these institutional ideologies form the basis of SMEs’ resources and capabilities
founded in the post-liberalization period. In this respect, our first research question
is: To what extent do emerging market SMEs founded prior to the market liberaliza-
tion era differ in their FDI as compared to those founded in the post liberalization
era?

Second, prior research has argued that a number of factors can condition this
founding institutional effect, and these primarily revolve around the growth and
governance characteristics of firms (Cheng & Yu, 2008; Lu, 2002; Maksimov et al.,
2017). It is argued that the founding institutional effect is greater during the devel-
opmental stages of the firm, and can fade away as firms grow (Freeman et al., 1983)
and based on how they are governed (Marquis, 2003). Based on this, a notable vari-
able that we suggest is SMEs’ size. This is because, when SMEs grow (in terms of
increased sales and performance) their scope of learning and risk-taking improves,
and they can buffer themselves from the imprinted institutional effects at the time of
founding (Bhagat et al., 2015; Ng et al., 2013). Likewise, in terms of SMEs’ govern-
ance, we suggest that ownership dispersion can have a moderating effect because a
larger number of shareholders on the board can increase groupthink (Johnson et al.,
1993), which can reduce the imprinted mental models of pre-liberalization founding
(as compared to that in concentrated ownership) and potentially increase the risk
taking propensity of firms (Eddleston et al., 2008). Based on these arguments, our
second research question is: To what extent do SMEs’ size and ownership dispersion
moderate pre-liberalization founding effect on emerging market SMEs’ FDI?

Our primary contribution lies in examining the FDI-based internationalization
behavior of EM-SMEs. As previously emphasized, there is limited, yet growing
research on SMEs’ FDI in general, as most prior studies have focused on SMEs’
exporting behavior (Laufs & Schwens, 2014). Recent studies on the FDI patterns of
SMEs have been, so far, limited to SMEs from developed countries such as Japan
(Lu & Beamish, 2001; Urata & Kawai, 2000), Germany (Huett et al., 2014), Swe-
den (Jansson & Sandberg, 2008) and Spain (Shin et al., 2017). These studies have
focused on the economic characteristics of the ‘host’ markets and on the unique
resources and learning capabilities of SMEs (Zahra, 2005). Urata and Kawai (2000),
for instance, suggest that attractive markets in developed countries and the avail-
ability of lower labor-cost resources in developing countries were the key motiva-
tions for Japanese SMEs’ FDI. Likewise, Huett et al. (2014) suggest that knowledge
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intensive SMEs are more likely to enter developed countries, whereas internation-
ally experienced SMEs are more likely to enter developing countries via FDI. Stud-
ies on international new ventures and born globals (@yna et al., 2018) also provide
valuable insights in this direction. E.g. Ripollés et al. (2012) find that that new ven-
tures (based in Spain) with greater international market orientation, and those with
greater marketing capabilities (Ripollés & Blesa, 2012) are more likely to engage in
higher commitment foreign entry modes. We take this research forward by focus-
ing on EM-SMESs, as they face unique ‘home’ institutional and resource-based chal-
lenges, and given that emerging markets have undergone significant institutional
changes following the market-liberalization period. As such, theoretically, we take
the discussion forward from the ‘host’ to the ‘home’ based factors that determine
SMEs’ FDI in general.

In doing so, we also contribute the emerging literature on the unique barriers
faced by EM-SMEs in undertaking FDI. A limited number of studies have also
examined how communist institutions have impacted the FDI of firms from specific
home-countries such as China (Marquis & Qiao, 2018) and Poland (Ciszewska-Mli-
naric et al., 2018); however, unlike ours, these studies focus on large firms and on
firms from single countries, while there is limited research focusing on SME:s in this
context (Qiao et al., 2020). Our study makes an empirical contribution to these stud-
ies by re-examining the institutional effect in the context of SMEs, as well as by: (1)
examining important firm-level contextual factors that moderate the founding insti-
tutional effect; and (2) by focusing on a larger set of home-countries and contribut-
ing to the greater generalizability of findings.

Our paper is structured as follows. In the following sections, we first present our
theoretical background and formulate our hypotheses. We then describe our data and
present our findings. Finally, we discuss our results and conclude paper by high-
lighting our contributions and limitations and by suggesting worthwhile avenues for
future research.

2 Literature Review and Hypotheses Development
2.1 Institutions, Resources and Barriers to Internationalization of EM-SMEs

The institutional theory has been an important lens in the analysis of emerging-
market (EM) based firms in general (Cuervo-Cazurra, 2008; Cuervo-Cazurra et al.,
2018a, 2018b; Cuervo-Cazurra et al., 2018a, 2018b; Luo & Zhang, 2016). As firms
are embedded in their home-institutions, they develop routines and practices that
reflect those of their home-institutions (Cuervo-Cazurra, 2008). As such, they face
liabilities of foreignness — the costs of adjusting to new institutions when investing
abroad. Prior studies suggest that, in addition to the liabilities of foreignness, EM
firms in particular (including EM-SMEs) suffer from liabilities of ‘home’ (Stevens
& Shenkar, 2012). This is because, emerging markets have weaker formal institu-
tions, which leads to poorer governance structures and business ethics among firms
based in such countries (Agnihotri & Bhattacharya, 2019; Fiaschi et al., 2017;

@ Springer



Pre-liberalization Foundations and the FDI-Based... 645

Marano et al., 2017; Tashman et al., 2019). These liabilities create additional bar-
riers for EM firms’ internationalization. Due to this, many EM firms tend to invest
in developed countries to escape from these challenges at home (Barnard & Luiz,
2018; Cuervo-Cazurra, 2016; Jormanainen & Koveshnikov, 2012).

EM-SME:s also lack strong technological capabilities as well as human resources
to compete on equal terms with large enterprises and with SMEs from developed
countries (Almor & Hashai, 2004; Laufs & Schwens, 2014). Home-institutional
factors, as described above, complement these resource constraints. The informa-
tion asymmetries in emerging markets’ arising from institutional voids, for instance,
reduce the utility of SMEs’ managerial knowledge, and this subsequently deters
SME internationalization (Narooz & Child, 2017). Studies also highlight how insti-
tutional changes following market-liberalization, such as technological upgrad-
ing and greater capital availability, have benefited firms to internationalize (Chit-
toor et al., 2009; Dau, 2012, 2013; Popli et al., 2017). These studies have, however,
focused on large firms, and only a limited number of empirical studies confirm
that institutional developments following market-liberalization are also beneficial
for SMEs to internationalize (Cieslik & Kaciak, 2009; Ciszewska-Mlinaric et al.,
2018; Shapero & Sokol, 1982). An alternative set of studies suggest that despite
the market-liberalization in emerging economies, the weak institutional systems
with greater levels of corruption, instability and bureaucracy, have impacted SME
internationalization negatively (Shirokova & McDougall-Covin, 2012). These fac-
tors create barriers for EM-SMEs to obtain reliable information and knowledge from
their home-institutional sources that may be useful in undertaking internationaliza-
tion. Tovstiga et al. (2004), for instance, suggest that institutional voids in regards to
intellectual property protection, international trade regulations and warranties, and
customs and tariffs also result in obstacles for SMEs to internationalize.

Overall, prior studies have shown that there are various barriers to internation-
alization for EM-SMEs. Differences in home-institutional settings form an impor-
tant basis of the differences in the ways EM-SMEs internationalize as compared to
SMEs from developed countries. In this context, research could benefit from a com-
prehensive analysis that takes into account both institutional and resource barriers,
and we suggest that a combination of institutional and resource-based theory can
provide a solid theoretical framework for following such a path, which we undertake
within our research.

2.2 Pre-Liberalization Institutions and EM-SMEs FDI-Based Internationalization

We rely on organizational imprinting (Stinchcombe, 1965) mechanisms within insti-
tutional theory to develop our arguments on the relationship between pre-liberaliza-
tion founding and the FDI based internationalization of SMEs from emerging econo-
mies. Organizational imprinting has been an important lens in understanding SMEs’
growth in general (Bamford et al., 2000; Mathias et al., 2015). It is argued that exter-
nal institutional conditions at the time of organizations’ founding impact their future
actions (Kriauciunas & Kale, 2006; Wei, 2017). During founding stages, characteris-
tics of the external environment get ‘stamped’ onto organizational behavior, and these
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characteristics persist despite subsequent future changes in the business environment
(Eisenhardt & Schoonhoven, 1990; Marquis & Tilcsik, 2013; Shinkle & Kriauciunas,
2012). Such an imprint occurs because when organizations face common conditions of
uncertainty arising from the external environment, they are likely to develop common
models in interpreting the expectations laid by the external environment and in taking
actions in response (Denzau & North, 1994). Such actions and strategies developed in
response are regarded as the basis of competitive advantage by firms.

Market (or economic) liberalization in most emerging markets has been character-
ized by a transition from protectionist trade and investment policies towards a free-
market-based business environment. Although emerging countries have differed in
their implementation of this transition, most countries across the world have adopted a
standard set of reforms (Onis, 1992). For instance in Central and Eastern Europe, the
fall of communism led many countries (including Hungary, Poland and Czech Repub-
lic — then Czechoslovakia) to eliminate tariff and non-tariff barriers (Cieslik & Hage-
mejer, 2011). Similar policies were employed in other emerging countries such as
India (Raithatha & Popli, 2022), Russia (Fish & Choudhry, 2007), China (Woo, 1994),
Turkey (Aricanli and Rodrik (1990), as well as several Latin American countries such
as Brazil and Mexico (Anand et al., 2006). Economic liberalization has also focused
on the development of a positive mentality about internationalization among SMEs
(Yamak & Usdiken, 2006). This has been facilitated through improved availability of
finance, reduced tax and the development of export processing zones where SMEs are
encouraged to engage in export-focused manufacturing (Bustos, 2011). Greater lev-
els of imports and FDI in these countries also provided opportunity for technologi-
cal learning for SMEs by collaborating with large foreign multinational enterprises
(Prashantham & Birkinshaw, 2008). Government control over business activity was
significantly reduced and this encouraged enterprises to compete with other firms by
engaging in risk-taking and innovation (Raithatha & Popli, 2022).

However, in the pre-liberalization era in most emerging markets, first, the institu-
tional mechanisms of resource access by enterprises were strongly influenced by a
high level of government control and intervention (Kriauciunas & Kale, 2006). For
example, in India, the ‘license raj’ during the pre-liberalization era between 1956
to 1980 meant that smaller enterprises were required to obtain a license from the
government to undertake any production beyond their licensed capacity; however,
large firms were allowed to pre-empt this requirement (Majumdar, 2004). SMEs,
in particular, had very limited access to financial and knowledge-based resources
to undertake expansion. Such an environment placed little emphasis on competi-
tion (Anand et al., 2006), and therefore, SMEs in particular, had less incentives in
improving their product (or service) quality, or their innovativeness (Raithatha &
Popli, 2022). Importantly, pre-liberalization regimes discouraged the risk-taking
propensity of SMEs by micromanaging them — for example, by imposing fines and
penalties to those who did not align their activities and strategies with the ideals of
these regimes (Banalieva et al., 2018; Han et al., 2014; Roth & Banalieva, 2016).

Based on institutional imprinting logics, the effect of such regimes would have
had a deep impact on the business models of SMEs founded during this period in as
much as their propensity to undertake FDI-based internationalization is concerned.
This is because, as discussed previously, FDI-based internationalization is a risky
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strategy for EM-SME:s due to their relatively scarce resources as well as due to their
liabilities of origin. Institutional factors during pre-liberalization would complement
the risk perception of SME managers, and are likely to leave a long-lasting imprint
on the mental models and strategies developed in SMEs during this time. As such,
due to the institutional effect of such conditions at the time of founding, we expect
EM-SME:s founded in the pre-liberalization era to be less likely to develop the inno-
vative technologies and the risk-taking propensity important for engaging in FDI-
based internationalization, even after market-liberalization. Due to this, we expect
SMEs founded prior to the market liberalization era to be less likely to engage in
FDI-based internationalization in the future than those founded in the pre-liberaliza-
tion period.

Hypothesis 1: EM-SME:s founded in the pre-liberalization era are less likely to
engage in FDI than those founded in market-liberalization period.

2.3 The Moderating Effect of SMEs’ Size

According to both institutional and organizational imprinting perspectives, the effect
of the external environment engraved on firms’ behavior varies by the growth of
the organization (Felin & Zenger, 2009; Hsu & Lim, 2013). Despite SMEs being
smaller organizations by themselves (as compared to large-sized firms), their scope
of learning and risk-taking propensity varies significantly in terms of their size and
growth (Dimitratos et al., 2003). An increase in SMEs’ size reflects the possession
of greater resources and enables them to get easier access to credit, which can be uti-
lized in exploring riskier strategies such as diversification and innovation (Beck &
Demirguc-Kunt, 2006). Increased size also reflects a change in their boundary con-
ditions and learning capabilities, in that, larger SMEs tend to have a larger network
of partners, suppliers and customers as compared to smaller SMEs (Dickson et al.,
2006). Due to their relatively wider business connections and networks, larger SMEs
are better equipped in terms of both knowledge and other financial resources, and
can reduce their dependence on regulatory institutional actors in emerging econo-
mies (Haveman, 1993). Due to this, we expect that the institutional effect of pre-
liberalization founding would be greater among SMEs that have remained smaller
over time, than among larger SMEs. Thus, we propose the following hypothesis:

Hypothesis 2: The effect of pre-market liberalization founding on EM-SMEs’
FDI-based internationalization reduces with the increasing size of the SME.

2.4 The Moderating Effect of SMEs’ Ownership Dispersion

Finally, we argue that the effect of external institutions on firms can also be mod-
erated by SMEs’ ownership-dispersion characteristics. Firms with more dispersed
ownership are characterized by a greater number and diversity of shareholders or
board members (Jacoby & Zheng, 2010; Zheng & Li, 2008). Greater diversity and
size at the shareholder-level leads to more discussion and argumentation in stra-
tegic decision-making, and this can reduce the impact of institutionally imprinted
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behavior on individual owners or board members (Eddleston et al., 2008). Likewise,
a greater number of shareholders allows managers to take decisions more indepen-
dently, to take more risks, and to engage in more innovativeness (Maksimov et al.,
2017). Conversely, firms with more concentrated ownership, such as those having
single or few shareholders, tend to reflect a greater institutional effect of the external
environment and would have a greater scope of directing the management based on
their imprinted mental models. Once again, we expect this logic to apply in relative
terms for SMEs with varied levels of ownership dispersion. Thus, if an SME was
founded in the pre-liberalization era, greater levels of dispersion in SME ownership
will make the SME lesser susceptible to the founding institutional effect of such a
regime, and lead to a greater level of adaptability when the market-liberalizes, sub-
sequently enabling the SME to engage to a greater extent in FDI-based internation-
alization. Based on this, we propose the following hypothesis:

Hypothesis 3: The effect of pre-market liberalization founding on EM-SMEs’
FDI-based internationalization reduces with ownership dispersion of the SME.

3 Methodology
3.1 Data Collection and Sample

Our data has been collected from Bureau Van Dijk’s Orbis database. Orbis provides
financial and other market information of millions of companies on a worldwide
basis, and has been used in a variety of studies, including on SMEs (Mufioz-Gar-
cia & Vila, 2019; Valtakoski & Witell, 2018). Within Orbis we searched for firms
based in all the emerging market countries listed in the International Monetary Fund
(IMF), having less than 250 employees, and having at least one foreign subsidiary
with a majority (i.e. at least 51%) shareholding. Orbis does not provide information
about foreign subsidiaries created by firms on a yearly basis — the information is pro-
vided based on the latest year as reported by companies. This resulted in a sample of
firms covering the years 2015-2019. Searching for firms in a single year would have
drastically reduced our sample. Thus, our sampling strategy is based on our research
questions and data availability. We wanted to focus on the FDI-based international
expansion of EM-SME:s and that is why we searched for EM-SMEs with at least one
foreign subsidiary during this period. We also excluded firms with zero foreign sub-
sidiaries as including such firms would have led to a larger sample but also would
have led to very low effect-sizes in regressions. We used the European definition of
SMEs for SME selection as this is most popular in prior studies (Bacon & Hoque,
2005). The definition of SME differs in various parts of the world (Storey, 1994)
based on size, shape and capital employed. In Europe, SMEs are defined based on
employee numbers such as micro (0-9), small (10-99) and medium (100-250).
Based on this sampling strategy and after accounting for missing values in our data,
we were left with a total sample of 2277 SMEs. Although our sample appears small,
it is also indicative of the fact that only a few SMEs engage in FDI, which is the
primary basis of our sampling strategy. The final sample of SMEs was based in 14

@ Springer



Pre-liberalization Foundations and the FDI-Based... 649

Table 1 Countries in our sample and their liberalization year

Country Number of SMEs in Liberalization year Source

sample
Brazil 43 1988 Pavcnik et al. (2004)
Chile 1 1975 Levinsohn (1999),
Colombia 2 1990 Barajas et al. (2000)
Czech Republic 1037 1994 Fidrmuc (2003)
Hungary 616 1989 Marer (1991)
Indonesia 13 1995 Amiti and Konings (2007)
India 112 1991 Pedersen (2000)
Mexico 5 1985 Ten Kate (1992)
Malaysia 22 1986 Ritchie (2005)
Philippines 9 1988 Wacziarg and Wallack (2004)
Poland 263 1990 Berg (1994)
Russia 133 1991 Woo (1994),
Turkey 9 1984 Boratav et al. (1996)
South Africa 12 1990 Nowak and Ricci (2006)

We excluded Chinese SMEs because among our sampled SMEs based in China, in the pre-liberalization
period, there were no SMEs founded. All the SMEs from China in our sample were founded post-liber-
alization

emerging market countries. Table 1 provides a description of our sample based on
the SMEs’ home country.

Based on Table 1, we do recognize that SMEs from some emerging countries are
less represented than others. This could be due to a number of reasons. European
emerging countries, for instance, are represented more as our selection of SMEs
as based on the European definition. In other countries that are represented less,
SME:s rarely existed prior to the pre-liberalization era, and found it hard to survive
as they were not represented in the national planning system, with priority given to
state-owned firms and large, group affiliated firms. At the same time, our sample
also reflects the nature of engagement in FDI by EM-SMEs. FDI by SMEs from
Latin America and Asia continues to be much less as compared to that of SMEs
from emerging European countries. Regional investment regulations may also be an
important factor affecting the sample. As such, we did not want to exclude countries
with smaller SME numbers to preserve this heterogeneity, and we explore the afore-
said relationships in our analysis.

3.2 Measures

Our key dependent variable is SMEs’ FDI-based internationalization which is
measured by the ratio of foreign subsidiaries to total subsidiaries (RFSTS).
Such scope metrics of internationalization have been used in various prior stud-
ies (Delios & Beamish, 1999; Kedia & Mozumdar, 2003; Lu & Beamish, 2001;
Morck & Yeung, 1991; Pantzalis, 2001; Zahra et al., 2000). While various
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measures of internationalization exist — such as export revenues and ratio of for-
eign to total sales, we suggest that our measure, which is in line with our research
objectives, enables us to effectively measure the extent of emerging market
SMEs’ greater commitment to foreign markets. As such, our measure allows us to
understand the extent to which the firm is likely to set up a subsidiary in a foreign
market versus in its home market.

Our key independent variable is pre-liberalization founding. Different emerg-
ing market countries have had different years in which the market liberalization era
started. As seen in Table 1, we relied on academic literature to find out the year
in which market-liberalization occurred in the respective emerging-market country.
Based on this year, we operationalized our independent variable using a dummy
variable that took the value 1 if the SME was founded prior to the market-liberali-
zation year, and O otherwise. Such a mechanism of measuring the imprinting effect
of home institutions (based on firms’ founding year and country-of-origin) is com-
monly used in prior studies (Ciszewska-Mlinaric et al., 2018; Shinkle & Kriauciu-
nas, 2012; Shirodkar et al., 2017; Vidaver-Cohen et al., 2015). However understand-
ably, this is an imperfect measure given that both pre-and post-liberalization periods
are long and can vary across countries. We deal with this issue in our robustness
tests and post-hoc analyses.

Based on previous literature, we incorporated several control variables, some
of which are used to test our moderating effects. The data for these variables were
collected from Orbis and for the same year as the SME invested in FDI. First, we
measured SMEs size (our first moderator) by the total assets, following prior studies
(Shen et al., 2009; Sogorb-Mira, 2005). We also control for SMEs ownership dis-
persion (our second moderator), which is measured by the number of shareholders,
following past studies that have used this measure (Jacoby & Zheng, 2010; Zheng &
Li, 2008).

Among other control variables, we first control for gearing or leverage, which
forms an important firm-specific attribute in internationalization (Agyei-Boapeah,
2015; Pisani et al., 2017). We also control for the profitability of the SME meas-
ured by return on equity (ROE), which is also an important attribute in this con-
text (Majocchi & Zucchella, 2003). We also control for the independence level of
SME:s. Prior research suggests that SMEs could vary in their independence levels in
terms of their ways of financing and based on informal associations with other large
firms (Russo & Perrini, 2010). We calculated this based on the independence level
of the firm obtained from Orbis. Orbis rates the independence level based on ‘A’ (for
highly independent), ‘B+’°, ‘B’ ‘C’ up to D (highly dependent). We convert this into
a scale variable with O for D, through 4 for A. We control for the industry sector and
measure it by a dummy variable that takes the value 1 for manufacturing and O for
other sectors. We also control for a dummy variable that indicates whether the SME
is based in the European Union i.e. EU (1) or not (0). This is because, as seen in our
Table 1, nearly 50% of SMEs in our sample come from emerging/transition econo-
mies within the EU. As the EU allows special regional benefits for investment, this
is likely to have an impact on SMEs’ internationalization (Manolova et al., 2010).
Likewise, we also included dummy variables for other regions, including the Ameri-
cas, Africa, Middle-East and Asia depending on the SME’s home country. Finally,
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we include year dummies for the years 2015-2018 as control variables, as the SME-
level data we obtain from Orbis is spread across these years.

4 Results
4.1 Descriptive Statistics and Regression Results

Table 2 provides the descriptive statistics, means and correlations between the vari-
ables. As we do not see any high correlations between the independent and con-
trol variables, we expect that there were no multicollinearity problems at this point,
however we also verified this by checking for the VIF (variable inflation factor) in
our regressions (Schroeder et al., 1990).

Table 3 provides the regression results with FDI-based internationalization
— measured by ratio of foreign subsidiaries to total subsidiaries (RFSTS), as the
dependent variable.

In Model 0, we include the control variables only. Then in Model 1, we include
our independent variable — pre-liberalization founding of the home country. The
model shows that pre-liberalization founding is significantly and positively associ-
ated with RFSTS (B=-0.052, p=0.02), suggesting that being founded in the pre-
liberalization era reduces the probability of investing overseas (vis-a-vis domesti-
cally) by 5.2% units. This supports our Hypothesis 1. The size of the effect, is
however, small, and this is consistent with some prior studies (Shinkle & Kriauciu-
nas, 2012). The effect size may depend on the timing of pre-liberalization found-
ing as well as level of institutional change brought about as a result of market-lib-
eralization. In many countries within our sample (especially, European countries),
the change in institutions following liberalization could be argued to be relatively
of much smaller magnitude than that in other emerging markets (such as Peru). In
Peru, for instance, the pre-liberalization era was characterized by several years of
military rule, severe macro-economic issues such as high inequality and hyperinfla-
tion, and despite the move towards market-liberalization advocated by the govern-
ment, the working-class and various labor groups were extremely skeptical about the
new institutional changes (Stokes, 1996). In contrast, the magnitude of institutional
change between pre and market liberalization in Asian emerging countries such as
Malaysia and Indonesia was not similar to Peru, and they went through a much more
gradual process of market liberalization (Ritchie, 2005). Due to this, the effect of
pre-market liberalization founding among SMEs from these countries could also be
expected to be smaller.

In Model 2, we introduce the interaction term Pre-liberalization founding X Size
to test the moderating effect of SME size. The results from this model show that
the interaction term is significantly and negatively associated with FDI-based inter-
nationalization, however, the co-efficient is smaller (=—3.187E-07, p=0.019).
This shows that larger SMEs have a lesser pre-liberalization founding effect of mar-
ket liberalization than smaller SMEs insofar as the impact on RFSTS is concerned,
supporting our hypothesis 2; however, the effect-size is very marginal. To verify
this result further, we adopted the method suggested by Aiken et al. (1991) and
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calculated the High Size (one standard deviation above the mean of Size) and Low
Size (one standard deviation below the mean of Size). We then created two sepa-
rate interaction terms Pre-liberalization founding X High Size and Pre-liberalization
founding X Low Size and ran two separate regressions to examine the effects at these
levels of Size. For High Size, the coefficient of pre-liberalization founding changes
to 0.167 (p=0.082) and for Low Size, the coefficient of pre-liberalization founding
changes to —0.287 (p=().005).1 This further confirms that, at low SME size, the
negative effect of pre-liberalization founding on the propensity to carry out FDI-
based internationalization is much stronger than at high SME size.

In Model 3, we introduce the interaction term Pre-liberalization found-
ing X Shareholders to test the moderating effect of SMEs’ ownership dispersion. The
model shows that the interaction term is negative but not significantly associated
with internationalization (f=-—0.001, p=0.788). Thus, our hypothesis 3 is not sup-
ported by our data. An explanation of this unexpected finding could be related to
alternative explanations about the complexities relating to ownership dispersion that
we do not account for. Johnson et al. (1993), for example, argue that ownership dis-
persion increases groupthink and inertia which can inhibit risk-taking, innovation
and organizational change processes (Barkema & Shvyrkov, 2007). Likewise, Wei
(2017) argues that founding conditions of the firm impact the appointment of board
members and its financing options — e.g. Chinese SOEs founded after the market-
liberalization period tended to avoid the appointment of state-connected board mem-
bers. Thus, there may be a complex relationship between pre-liberalization found-
ing, ownership dispersion and internationalization than we might have expected.

Our control variables also provide some interesting findings. SME size showed
a significant and negative effect in EM-SMEs’ FDI-based internationalization, sug-
gesting that large-sized SMEs are more likely to invest in the domestic emerging
market (vis-a-vis, foreign markets); however, as the § indicates, the effect is mar-
ginal in all the models. The number of shareholders also has a significant negative
impact on RFSTS, thus suggesting that EM-SMEs with concentrated (or dominant)
ownership structures are more likely to internationalize through FDI. Prior studies
on the impact of ownership dispersion on internationalization tend to expect a cur-
vilinear relationship between ownership and internationalization (Liu et al., 2011;
Oesterle et al., 2013), however, unlike ours, these studies have not focused on EM-
SMEs. Gearing is significantly and positively associated with internationalization,
however, the effect is marginal. This is consistent with some prior studies on firms
from emerging markets (Gaur et al., 2014). The independence level of SMEs is also
strongly and significantly associated with their FDI-based internationalization. In
emerging markets, many large firms spin-off SMEs to take advantage of the special
government incentives provided to SMEs (Filatotchev et al., 2009), however such
SME:s are financially dependent on their large-size parent — and we find such SMEs
would be less likely to invest in foreign markets. Finally, EU-based, American and
Middle-East and Asian SMEs are more likely to internationalize via FDI. This could

! Detailed regression results of this test can be provided upon request.
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be attributed to the greater ease of doing business within the regional market, as
facilitated by their respective institutional arrangements (Manolova et al., 2010).

4.2 Robustness Tests

We conducted a number of robustness tests to verify our results. First, we used
an alternative measure of pre-liberalization founding for which we subtracted the
SMEs’ founding year from the market-liberalization year of the SMEs’ home coun-
try. This not only allowed us to use a continuous variable to measure the effect
of pre-liberalization founding but also to account for the age of the SME. This is
because, market-liberalization is a lengthy process and firms founded in the years
closer to the market liberalization period may have a reduced pre-liberalization
founding effect as compared to those founded in the earlier times. We re-ran our
analyses using this alternative measure. Table 4 provides the results. All our results
remained consistent with our main results. In fact, the significance of the pre-liberal-
ization founding effect is stronger using this alternative measure, as seen in models
4-6.

Second, as our sample consisted of different emerging market countries, as an
additional robustness test, we replaced our regional dummy variables (used as con-
trol variables) with country-level dummy variables. We re-ran all the regressions
and yet, our results remained intact. Third and finally, we also used a different meas-
ure of SME-size (i.e. operating revenue) and re-ran all the regressions. This also
provided us with similar results.’

4.3 Post-hoc Analyses

In addition to our robustness tests, we also conducted some post-hoc analyses. First,
due to the heterogeneity of the pre-liberalization era across various emerging mar-
kets, SMEs in different countries, SMEs founded in different countries might have
been impacted differently in relation to the (imprinting) mechanisms leading to their
future FDI-based internationalization. To investigate this, we split our sample based
on the countries which provided a large enough sample size in terms of the number
of SMEs and re-ran the regressions. These countries included Brazil, Czech Repub-
lic, Hungary, India, Poland and Russia (based on Table 1). The results are presented
in Table 5 — in models 7 through 12. We found that the negative effect of pre-liber-
alization founding on the FDI based internationalization of EM SMEs holds true
for the cases of Brazil, Hungary, India and Russia. For Czech Republic and Poland,
the effect is negative (similar to our overall finding) but not significant. The effect
sizes are also vary slightly across countries — e.g. the pre-liberalization founding
effect was highest in Brazil. The country-specific effects also showed some interest-
ing results in terms of the role of industry. E.g. while manufacturing SMEs showed

2 The results of these robustness tests are not reported for reasons of brevity, but can be provided upon
request.

@ Springer



658 S. Kumari et al.

Table 4 Regression results with continuous variable for pre-liberalization founding

Model 4 Model 5 Model 6
Predictor
Pre-liberalization founding (H1) —0.003%:** —0.003%:#* —0.003%:**
(0.001) (0.001) (0.001)
Controls
Size —3.207E-08*** —1461E—-07*** —3207E—08%***
(0.000) (0.000) (0.000)
Shareholders —0.006%** —0.006%:* —0.006%**
(0.002) (0.002) (0.002)
Gearing 0.000%: 0.000%* 0.000%:*
(0.000) (0.000) (0.000)
ROE —1.564E-06 —2.719E-06 —1.549E-06
(0.000) (0.000) (0.000)
Independence 0.020%3#:* 0.020%:* 0.020%3#:*
(0.004) (0.004) (0.004)
Manufacturing 0.107%3%:% 0.104%#:%* 0.107%3%:%
(0.017) (0.017) (0.017)
Services 0.016 0.014 0.016
(0.021) (0.021) (0.021)
Finance 0.039 0.037 0.039
(0.029) (0.029) (0.029)
Retail 0.004 0.002 0.004
(0.017) (0.017) (0.017)
Information 0.019 0.019 0.019
(0.024) (0.024) (0.024)
EU 0.326%:#:* 0.3203%:%* 0.326%:#:*
(0.030) (0.030) (0.030)
Americas 0.123%: 0.141%* 0.123%:
(0.055) (0.055) (0.055)
Middle East and Asia 0.098%: 0.096%* 0.098%:
(0.044) (0.044) (0.044)
Africa -0.011 -0.022 —-0.011
(0.110) (0.110) (0.110)
Moderators
Pre-liberalization founding X Size (H2) —7.304E—-09%**
(0.000)
Pre-liberalization founding X Shareholders —2.553E-07
(H3) (.000)
Year dummies Included Included Included
Number of firms 2277 2277 2277
R square 0.151 0.154 0.151

Standard errors in parentheses
#kkp <0.01, *#p < 0.05, *p<0.1
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a positive effect of FDI in the case of most countries, SMEs in the finance industry
showed a negative effect in the case of India; and SMEs in the information industry
showed a positive effect in the case of Brazil and Poland. We suggest that future
research can investigate these country-specific effects using larger samples.

Second, recognizing the effect of industry, we also tested the moderating effect
of the different industries in our sample, but this was not significant.> Among the
firm-level factors, we tested for the moderating effect of firm-performance (ROE).
We found that with greater ROE-based performance, the pre-liberalization founding
effect was weakened. Please refer to model 13 in Table 6 for the results. Similar to
the effect of firm-size, one may argue that superior performance may also increase
the risk-taking propensity of EM SMEs and may reduce the pre-liberalization
imprinting effect. However again, this warrants further research and we encourage
future research to take this up.

5 Discussion and Conclusions
5.1 Theoretical Implications

A large number of studies in international business are focusing on the ‘institu-
tional’ determinants of emerging-market firms’ internationalization (Buckley et al.,
2015; Hong et al., 2015; Ramamurti, 2012). However, while large firms (such as
state-owned enterprises and firms affiliated to business groups) are well-financed
and better supported by the home government to internationalize via FDI (Chittoor
et al., 2015; Zhou, 2018), the extent of such support is limited for SMEs. Particu-
larly, government-incentives to EM-SMEs may be limited to exporting, although,
even this has been argued to be inadequate (Pradhan & Sahu, 2008; Tinits & Fey,
2022). In the light of this, our study is the first that focuses on the factors that deter-
mine the FDI-based internationalization of EM-SMEs. FDI presents the next-stage
of commitment to internationalization according to process-based models of firms’
internationalization behavior, as there is both a greater level of risk and resource
commitment required to engage in FDI (Johanson & Vahlne, 2009). Many prior
studies on SMEs’ FDI have also been based on SMEs from developed countries (e.g.
Arranz et al., 2016; Dimitratos et al., 2010; Hutchinson et al., 2006), yet increas-
ingly, studies are focusing on the distinctive factors that impact EM-SMESs’ interna-
tionalization (e.g. Nakos et al., 2019; Prashantham, 2011; Radulovich et al., 2018),
albeit these studies only examine the exporting behavior of EM-SMEs. Indeed,
home-institutional characteristics play an important role in SMEs’ internationaliza-
tion from these contexts (Narooz & Child, 2017).

Based on the above, our study was motivated by the research question as to
how the institutional imprinting effect of pre-market-liberalization would have
an impact on the FDI-based internationalization of EM-SMEs. Using insights
from institutional and resource-based theories, and based on recent works on

3 The results of these robustness tests are not reported for reasons of brevity, but can be provided upon
request.
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Table 6 Post-hoc analysis 2 Model 13
Predictor
Pre-liberalization founding (H1) —0.003***
(0.001)
Controls
Size —3.206E—08***
(0.000)
Shareholders —0.006%**
(0.002)
Gearing 0.000%*
(0.000)
ROE 0.000
(0.000)
Independence 0.020%%*%*
(0.004)
Manufacturing 0.107%#%%*
(0.017)
Services 0.017
(0.021)
Finance 0.040
(0.029)
Retail 0.003
0.017)
Information 0.019
(0.024)
EU 0.324%%#%*
(0.030)
Americas 0.122%*
(0.055)
Middle East and Asia 0.102%*
(0.044)
Africa —-0.012
(0.110)
Pre-liberalization founding X ROE 2.458E-05*
(0.000)
Year dummies Included
Number of firms 2277
R square 0.152

We used the continuous measure of pre-liberalization founding in
this test

Standard errors in parentheses
**¥p<0.01, **p<0.05, *p<0.1
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SME-internationalization, we argued that EM-SMEs founded before the market-
liberalization period develop negative mental models about internationalization, as
compared to those founded in the market-liberalization period. Whereas the pre-lib-
eralization era was characterized by several restrictions on SMEs reducing their risk
taking propensity (Banalieva et al., 2018; Han et al., 2014; Roth & Banalieva, 2016),
the market-liberalization period has facilitated international collaborations, new
forms of human and financial capital, and thus plays an important role in the diffu-
sion of technologies that were needed by SMEs to enhance their market and tech-
nological capabilities. The market liberalization period also promoted entrepreneur-
ship, allowed for skill-development in manufacturing and exporting, and enhanced
the overall innovative capacity of SMEs (Maksimov et al., 2017). As new skills and
managerial knowledge were released into the SMEs sector during and after market
liberalization, this increased their likelihood of FDI-based internationalization (Bla-
lock & Gertler, 2008; Blalock & Simon, 2009; Gorg & Strobl, 2005; Haskel et al.,
2007; Keller & Yeaple, 2009).

Our empirical results provide support to 2 out of 3 of our hypotheses. First,
regarding the effect of pre-liberalization founding on SMEs’ internationalization
behavior, we had argued that EM-SMEs founded before market-liberalization era
would be less likely to internationalize via FDI, as compared to EM-SME:s after lib-
eralization. Our results (see Table 3, Model 1) support this argument. Overall, we
suggest that the effect of pre-liberalization founding forms an important variable in
analyzing the extent to which emerging market SMEs will engage in FDI in foreign
markets. We also attempt to disentangle some of the complexities associated with
the effect of pre-liberalization founding on EM-SMEs’ FDI. In our second hypoth-
esis, we argued that EM-SMESs’ size would moderate the relationship between pre-
liberalization founding and EM-SMEs’ FDI. This is because larger SMEs would
have more resources to buffer themselves from the effect of local institutions (Mak-
simov et al., 2017). Thus the pre-liberalization founding effect would be greater
among smaller SMEs, who depend on the government and other regulatory authori-
ties to a greater extent to access vital resources. Our results support our Hypothesis
2 (see Table 3, Model 2). Finally, in our Hypothesis 3, we argued that SMEs’ level
of ownership dispersion would moderate on the relationship between pre-liberaliza-
tion founding and their FDI-based internationalization. This is because with greater
ownership dispersion, the risk taking propensity of managers would increase, cre-
ating an inertia against the effect of founding-institutions. However, our results do
not support this. Yet, overall, via our arguments, we theoretically contribute to the
institutional theory by advancing the conditions under which founding effects can be
moderated.

5.2 Managerial Implications
Several implications for managers of SMEs from emerging economies can be
derived from the study. First, our study implies that despite institutional changes

in emerging economies that are supportive of market liberalization, SMEs founded
in the era prior to liberalization may not be able to easily adapt to these changes
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and will thus miss opportunities from foreign expansion. This would particularly
be the case for smaller SMEs. Managers of SMEs must therefore identify practices
and blueprints that are imprinted from founding conditions and prioritize efforts
to break away from such practices (Shinkle & Kriauciunas, 2012). In particular, as
SMEs from emerging economies suffer from greater competitive-effects and con-
straints in internationalizing as compared to SMEs from developed countries, break-
ing away from the effect of pre-market liberalization founding is crucial for success
in internationalization.

5.3 Limitations and Future Research

Like all academic studies, our study also bears some limitations, providing worth-
while avenues of further research in both theoretical and empirical terms. First,
although we have provided a strong theoretical basis for the impact of pre-liberal-
ization founding on EM-SMEs’ FDI based internationalization, we were unable to
explore the complexities in this relationship due to the limitations of our data. The
impact of external institutions at the time of founding can be moderated by vari-
ous factors such as founders’ demographics (Marquis & Qiao, 2018), their levels of
future learning and unlearning from other internationalization modes (e.g. export-
ing), subnational characteristics of the location where the SME was founded, and so
on. We encourage future researchers to account for these complexities. Secondly, we
look at the SMEs’ data based on their current information (i.e. years 2015-2019),
and this means that several SMEs that existed during the pre-market-liberalization
era might have ceased to survive in the current time. Our sample selection leads
to the exclusion of these SMEs. Future research could possibly address this. Third,
although we include 14 emerging market countries in our sample, our sample is
unbalanced in terms of the number of SMEs from each country. Particularly, there
are very few SMEs from some countries such as Chile, Colombia, Indonesia, Mex-
ico, Philippines, South Africa and Turkey. Future research could benefit from a
greater representation of these countries. Yet, despite these limitations, we believe
that we contribute in worthwhile ways to the so-far limited research on the FDI-
based internationalization of SMEs from emerging markets.

Data Availability Our data has been collected from Bureau Van Dijk’s Orbis database. Due to the propri-
etary nature of this database, the data used for this study cannot be made publicly available.
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