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Abstract Prior research on firm behavior in emerging economies like China has
highlighted the extensive building and use of political ties by business managers.
However, there are mixed findings regarding the value of political ties on firm
performance. In this study, we propose a task-contingency approach to explain when
the investment in political ties will improve performance and when they will not. In
particular, we study how the value of investing managerial time to cultivate political
ties with local government officials may vary when firms engage in different types of
technological innovation activities. We hypothesize that when a firm pursues explor-
atory innovation involving high institutional uncertainty, such time investment will
improve firm performance. In contrast, when a firm undertakes exploitative innovation
that involves low institutional uncertainty but requires high internal operational im-
provement such as marketing and sales, such time investment in political ties would
distract managers’ attention from internal improvement, and hence may harm firm
performance. Results based on a World Bank survey of 1,500 Chinese manufacturing
firms confirm these hypotheses. Our findings offer fresh insights on how firm managers
in emerging economies should manage their institutional environment when pursuing
innovation activities.
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One of the most prominent features of emerging economies where market institutions
are still underdeveloped is the significant power and influence local government
officials can exert on the activities and behavior of firms (Atuahene-Gima & Li,
2001; Eden, Eden, Hoskisson, Lau, & Wright, 2000; Tan & Litschert, 1994). When
regulations are vague or incomplete and their enforcement is uncertain and subject to
arbitrary interpretation by local government officials, firms are confronted with great
uncertainty (Ahlstrom, Bruton, & Lui, 2000; Nee, 1992; Peng, 1997). To cope with this
uncertainty, firm managers have been found to invest significant time to build political
ties with government officials at various levels, not only political leaders but also lower
officials and executives in regulatory and supporting organizations, such as tax bureaus,
commercial administration bureaus, and state-owned enterprises (SOEs) (Ahlstrom,
Bruton, & Yeh, 2008; Li & Zhang, 2007; Luo & Peng, 2000; Sheng, Zhou, & Li, 2011).

Empirical findings regarding the value of these and other political ties on firm
performance, however, are mixed (Lin & Si, 2010). Some studies have found that
political ties increase the chance of resource acquisition and help organizational
learning while improving firm performance (e.g., Chen, Li, Liu, &
Peng, 2014; Faccio, 2006; Hillman; 2005; Li & Zhang, 2007; Wu, Li, & Li, 2013).
However, other studies have found no direct effect (e.g., Wang, Feng, Liu, & Zhang,
2009), and still others even found negative impacts (e.g., Cheung, Jing, Rau, &
Stouraitis, 2005; Faccio, 2010; Fan, Wong, & Zhang, 2007).

More recently, researchers have sought to reconcile the mixed results by suggesting
a contingent value of political ties (Hillman, 2005; Sheng et al., 2011; Wu & Cheng,
2011). Four sets of factors are identified that can individually and collectively give rise
to the contingent value of political ties–market environment (industry characteristics
and competition), nonmarket environment (institutional arrangement in national polit-
ical systems and political stability), inter-organizational factors (strength, structure, type
and composition of ties, rent bargaining and appropriation) and intra-organizational
factors (organizational ownership, managers’ abilities and willingness to manipulate
ties) (Sun, Mellahi, & Wright, 2012). Although extremely extensive and informative,
this stream of research fails to answer the important question if the same managers can
exploit political ties to improve firm performance when engaging in a range of different
types of tasks (Acemoglu & Robinson, 2012). In other words, should managers spend
an equal amount of time and effort to build and maintain political ties across a variety of
different, unrelated tasks?

We seek to answer this question by examining the nature of tasks that affect the
value of political ties in the context of technological innovation, an increasingly
important activity undertaken by firms (Ahlstrom, 2010; McCloskey, 2013). Building
upon the recommendations of the resource-based view (RBV) of the firm that research
should consider how resources can be used in a particular environment context (Butler
& Priem, 2001; Friesen & Miller, 1983; Katila & Shane, 2005), we propose a task-
contingency approach. In particular, we hypothesize that the optimal level of time
investment by firms’ managers in cultivating political ties with local government
officials would vary according to the nature of the innovation activities in which the
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firms engage. When firms pursue exploratory innovation activities that are likely to
confront high institutional uncertainties and potential regulatory concerns, large time
investments in political ties should benefit firm performance. However, when the firm’s
innovation activities are exploitative, the product is likely to continue to comply with
existing regulatory approvals, and hence the major challenges the managers face would
not be institutional uncertainty, but internal operation efficiency, in particular in
marketing and sales. In this situation, the optimal time investments required in political
ties would be lower, and as such a higher level of time investment would be wasteful
and even harm firm performance by distracting managers’ attention to internal opera-
tion. We provide empirical support for the above hypotheses using data from a large
sample survey of 1,500 manufacturing firms in China.

Our study contributes to the literature in four ways. First, this study is among the
first efforts to examine how the effect of political ties on firm performance is contingent
upon the firm innovation activities (Lu, Peng, & Tsang, 2008). Since one of the most
important functions of political ties is to reduce institutional uncertainty (Leyden &
Link, 1992), and such uncertainty varies significantly between different types of
innovation activities (Benner & Tushman, 2002), it is imperative to understand how
firms build and maintain political ties when pursuing different innovation tasks, such as
getting explicit and tacit permission for new product/process (which require new
regulatory approval) versus incremental improvement of an existing product/process
(where no new approval is needed).

Second, by showing that the value of political ties depends on the task—a level of
analysis different from that of nation, industry, organization, inter-organization, and
individuals that have been studied in the previous research (Yu, Hao, Ahlstrom, Si, &
Liang, 2014)—our study helps to unravel when the same managers in the same firm
may achieve different firm performance using the same amount of time investment in
political ties.

Third, our study also sheds fresh light on the literature on innovation management in
emerging economics like China by suggesting how firms should manage their institu-
tional environment when pursuing innovation activities (Lu et al., 2008). By taking
China as our research context, we demonstrate the complex and active roles that firms
play in conforming with or influencing institutions when those institutions are marked
by high uncertainty (Tan & Litschert, 1994; Wang, Ahlstrom, Nair, & Hang, 2008).
Except for a few studies, most literature on innovation uses evidence from mature
market economies (Bruton, Dess, & Janney, 2007; Lu et al., 2008; Quer, Claver, &
Rienda, 2007; Zhu, Wittmann, & Peng, 2012). We offer new insights into the roles of
political ties in the process of technological innovation in an emerging economy. As
technological innovation has been widely recognized to be of growing importance for
firms in China and the other emerging economics to improve their competitiveness in
the global market (Lu et al., 2008), an improved understanding of how firms manage
their institutional environment when pursuing innovation activities has become even
more critical (Ahlstrom, Law, Nair, & Young, 2003).

Last, but not least, this study provides important practical implications for firm
managers in emerging economies like China, by highlighting the need for firms to
determine an appropriate level of investment of managerial times to develop and
maintain political ties, based on the type of innovation activities the firms are pursuing,
so as to avoid ineffective under-investment or wasteful over-investment.
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Research context

The research context is firm technological innovation in the manufacturing sectors in
China. China has moved from total isolation to become the second-largest economy in
the world in just about three decades; this rapid economic growth has been powered
largely by her manufacturing sectors. Yet institutional reform has lagged economic
reforms in China. The literature suggests that the influence of institutions on organiza-
tions is particularly strong in emerging economies with weak market institutions or
those that are experiencing drastic institutional changes (Jiang, Peng, & Wang, 2008;
Tan & Litschert, 1994). As more and more Chinese manufacturing firms transit away
from emphasizing low-cost strategies to building differentiation competencies through
innovation (Atuahene-Gima & Li, 2001; Eden et al., 2000), the Chinese government
has adopted more flexible and pragmatic approaches to implement a wide range of
institutional changes that seek to encourage firms to invest more in technological
innovations (Canaves & Fong, 2008). Such rapid changes in innovation-related incen-
tive policies and regulations, coupled with flexibility and discretion in implementation,
are therefore likely to give rise to significant interdependencies between investments in
political ties and innovation. This relatively fluid environmental context thus offers a
fascinating setting in which to study the roles of political ties in the context of firm
innovation activities (Young, Tsai, Wang, Liu, & Ahlstrom, 2014).

Theoretical background and hypotheses development

Exploratory and exploitative innovation

As the pace of technological change accelerates and market competition intensifies,
firms need to constantly renew by investing in innovation (Teece, 1986; Van de Ven,
2004). The technological innovation literature has shown a burgeoning interest in two
distinctive types of innovation—exploration and exploitation (Danneels, 2002; March,
1991; Rothaermel & Deeds, 2004). Following prior works (He & Wong, 2004; Voss,
Sirdeshmukh, & Voss, 2008), we define exploratory innovation as a technological
innovation that entails a shift away from a firm’s existing technological knowledge
base, such that it enables the firm to enter new product-market domains. Exploitative
innovation instead is a technological innovation that leverages current skills and
capabilities, which enables the firm to improve existing product-market positions
(Lavie, Stettner, & Tushman, 2010).

Prior studies have argued that exploratory and exploitative innovation requires
different resource and skill sets (Auh & Menguc, 2005; Benner & Tushman, 2002;
McGrath, 2001). Because exploratory innovation requires new technological and
market knowledge that departs from the firm’s existing knowledge-base, it bears an
inherently high uncertainty (March, 1991; Volberda & Lewin, 2003). Firms must
overcome technological challenges and reduce uncertainties in the external environ-
ment to support the technological innovation process (Jansen, Van Den Bosch, &
Volberda, 2006). Conversely, exploitative innovation builds on existing technological
knowledge and reinforces existing technological skills and processes (Benner &
Tushman, 2002; Carroll, Lewin, & Long, 1999), thus it involves much lower
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technological and external market uncertainty (Abernathy & Clark, 1985; Levinthal &
March, 1993). Instead, exploitative innovation typically focuses on internal operations
and downstream value chain activities (Rothaermel & Deeds, 2004); hence, the major
challenge that managers confront would be how to improve the productivity of their
existing operations (Auh &Menguc, 2005). In particular, prior study has suggested that
firms must pursue a customer-oriented strategy and strengthen their marketing and sales
skills in order to succeed in pursuing exploitative innovation (Atuahene-Gima, 2005).

Institutional context and political ties for technological innovation

Organization studies have for decades contended that institutions significantly shape
firms strategy and behavior in all aspects (Ahuja & Yayavaram, 2011; Carney,
Gedajlovic, & Yang, 2009; Nee, 1992; Oliver, 1991; Tan & Litschert, 1994). In the
context of technological innovation activities, the institutional environment influences
firm innovation and performance in multiple ways, as suggested by Lu et al. (2008).
First, the outcome of innovation must be perceived as legitimate and has to fit
institutional requirement (Ahlstrom et al., 2008). Legitimacy is granted by three sys-
tems: regulatory, normative, and cognitive (Scott, 1995). For instance, the Chinese
government requires a firm to obtain a new Industrial Manufacturing Permit each time
when it introduces a new product. Second, knowledge of how institutions work could
improve the innovation process itself and hence serves as a source of competitive
advantages (Jiang et al., 2008). For instance, a firm having a good knowledge of the
regulatory approval process for new products will be able to navigate through the
process faster to obtain the required certifications. Third, institutions allocate incentives
(e.g., tax incentives for new product) and resources (e.g., government grants) for
innovation (North, 1990). Firms that are better at taking advantages of these incentives
and resources will be able to get better returns from their innovation investment. Prior
studies suggest that firms are heterogeneous in their propensities and abilities to conform
to and manipulate the institution in their innovation process (Oliver, 1991); consequent-
ly, firms that are better at adapting to and influencing their institutional environments
will be more successful in materializing returns from their innovation activities.

A key means by which firms can adapt to and influence their institutional environ-
ment is to invest managerial time and effort to develop and exploit political ties with the
relevant local and central government officials. Unlike advanced economies with
mature institutions that are less susceptible to influence and manipulation by firms,
China’s formal institutional environments governing private business activities in
general and innovation activities in particular are still underdeveloped and in a state
of flux. As an emerging economy, China has been experiencing the change from a
centrally planned economy to a market-based economy through liberalization and
privatization, accompanied by institutional transitions in political systems and legal
frameworks (Child & Tse, 2001; Heath & Peng, 1996; Tan & Tan, 2005). Institutional
changes are expected to foster more transparent rules of the game and increase market
efficiency (Ahlstrom et al., 2003). However, the institutional transition is far from
complete and formal institutions such as legal framework remain weak (Luo, 2007;
Zhou & Poppo, 2010). As a result, informal institutions play a significant role in
shaping firm behaviors (Li, Zhou, & Shao, 2009; Sheng et al., 2011). Managers were
found to adopt a wide range of informal institutional arrangements, and among which
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building guanxi or social ties with the other organizations and individuals is the most
popular and effective approach (e.g., Nee, 1992; Sheng et al., 2011; Tan, Yang, &
Veliyath, 2009; Xin & Pearce, 1996). Through those social ties, firms can substantially
reduce uncertainty, lower institutional compliance cost, and improve the speed and
effectiveness of deploying other resources of the firm.

One of the most important types of social ties is political ties with local government
officials (Luo & Peng, 2000). Since economic liberalization started in 1978, the
Chinese central government has gradually delegated certain authority to lower-level
government authorities, so provincial and local governments can formulate and imple-
ment policies to promote and regulate business operations (Nee, 1992). Such regional/
local government institutions then can exert significant influences on firm technological
innovation activities through a wide range of regulatory or promotional instruments,
such as permits/licenses to operate, local content requirements, technical standards and
safety inspections, or investment incentives such as tax reduction and research grants.
Playing these instruments, the governments expect to achieve two purposes (Leyden &
Link, 1992). First, to reduce external uncertainties for the firm’s operations by creating
and maintaining a legal environment; and second, to provide sufficient stimuli to
encourage firms to engage in a high level of innovation investment.

The implementation of the policies at the level of local government, however, has
been far from achieving the goals. In particular, the governments create substantial
uncertainties to firms, instead of reducing them. Governmental policies and regulations
evolve over time, and substantial uncertainties exist regarding the interpretation and
application of laws and regulations (Eden et al., 2000). As Tan and Litschert (1994)
stated, the government regulatory regime is the most influential, most complex, and
least predictable of all the external environmental factors in China. Moreover, arbitrary
intervention from the local government entails great uncertainties to firm technological
innovation (Nee, 1992; Peng, 1997; Tan, 1996). In a recent survey, Chinese executives
reported that the complexity in the implementation of regulations is one of the most
important barriers to innovation in SMEs in China (Zhu et al., 2012). Owing to the
government’s influence, complexity, and unpredictability, firm managers must maintain
a “disproportionately greater contact” with local government officials in order to
minimize the uncertainty caused by arbitrary government intervention in innovation
(Child, 1994: 154; Luo & Peng, 2000; Shi, Markóczy, & Stan, 2014).

To cultivate a good relationship with government officials, private business man-
agers in China have to spend a significant amount of time to meet with local govern-
ment officials (Child, 1994; Luo & Peng, 2000). Prior studies have found that a strong
tie yields better economic returns in many cases, that is, Chinese entrepreneurs would
be more likely to receive funds from potential investors with whom they have strong
ties (Zhang, Soh, &Wong, 2010), and job seekers would be more likely to secure a new
job through a strong tie (Bian, 1997). Similarly, a strong personal tie with local
government officials in China has also been found to help in facilitating regulation
approval and policy negotiation processes (Luo & Peng, 2000). However, a strong tie is
costly to build and maintain, mainly because it requires lots of time for face-to-face
interactions. Prior studies have suggested that the time spent on meetings can promote
emotional intensity, intimacy, and reciprocal services; and hence building and main-
taining a strong tie (Bian, 1997; Campbell & Marsden, 1984; Granovetter, 1973;
Marsden, 1990; Zhang et al., 2010).
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In summary, the argument above suggests that when firms engage in technological
innovation, time investment in cultivating political ties with local government officials
will give rise to strong personal ties between firm managers and government officials,
which will reduce the uncertainty caused by arbitrary government intervention in
innovation. In effect, “since political institutions and actors are among the most difficult
environmental dependencies to control, firms may seek to co-opt political stakeholders
by developing personal and organizational linkages, so that potentially hostile elements
of environmental uncertainties can be neutralized and even absorbed into the firms”
(Sun et al., 2012: 70–71).

However, will such benefit from political ties improve firm performance? Prior studies
have generated mixed findings with regards to the value of political ties in various
contexts. While some found positive impacts (e.g., Faccio, 2006; Hillman; 2005; Li &
Zhang, 2007; Wu et al., 2013), some studies have not found any direct effect (e.g., Wang
et al., 2009), and others even found negative impacts (e.g., Cheung et al., 2005; Faccio,
2010; Fan et al., 2007). Taking the recommendation of the contingency of the RBVof the
firm and following the work of Katila and Shane (2005), we do not predict direct effect of
political ties; instead, we focus on examining the contingent value of political ties in
technological innovation process in the next section.

The contingent value of political ties in technological innovation process

The RBV of the firm posits that firm-specific resources and capabilities increase the
efficiency and effectiveness of firms, and thus create competitive advantages (Barney,
1991; Wernerfelt, 1984). As aforementioned, political ties between business and
government give rise to political capital that can be enjoyed by firms, hence they are
a type of important resources that may create firm competitive advantages (Hillman &
Hitt, 1999), in particular in an emerging economy such as China (Li & Zhang, 2007).

One central area of recent investigation has been the contingent value of resources
(Katila & Shane, 2005). For instance, Barney (1991) explained that the environmental
context in which an asset is applied will influence whether or not the asset is a resource.
In the context of technological innovation activities, where different levels of institu-
tional uncertainties may be involved, building a strong political tie is more justifiable
when there are greater needs to leverage the tie to reduce institutional uncertainties. In
other words, whether the time investment in political ties would benefit the firms’
innovation activities depends on the nature of the innovation that the firm pursues. In
particular, we believe it is useful to examine the contingent effect of political ties on
firm performance when the firm is pursuing innovation activities that are exploratory
versus exploitative in nature.

In exploratory innovation, the firm is pursuing the development of a new product or
new production technology, so uncertainty may arise concerning the need for regula-
tory approval. For example, is the new product subject to licensing control or safety
certification? Can it qualify for tax incentives? Is the new process subject to fire/
building safety codes or environmental impact inspections? To shield the innovative
activities from such regulatory intervention and interruption, managers need to cultivate
ties with the relevant government officials and lobby for favorable decisions (Luo
& Peng, 2000). As highlighted earlier, despite improvements in recent years, the
regulatory and legal system in China for innovation remains subject to wide,
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discretionary interpretations by local government officials (Atuahene-Gima & Li,
2001; Eden et al., 2000; Sheng et al., 2011; Tan, 1996). This is particularly so for
radically new products that exploratory innovation tends to generate. A firm must apply
for a new Industrial Manufacturing Permit each time it makes a new product or
introduces major changes to existing ones, and government regulatory agencies regu-
larly inspect factories to approve applications. The arbitrary nature of the administrative
process and the particularistic nature of interpersonal relationships in China (Tan et al.,
2009) mean that a simple patent or permit application can take months or even years, or
be rejected, if the firm lacks political ties. In a competitive market, a shorter lead time not
only reduces costs but also increases sales revenue for new products, especially if a
product is new to the market, because the short lead time creates first-mover advantages
(Lieberman &Montgomery, 1988). Therefore, when the level of exploratory innovation
is higher, the need for uncertainty reduction is greater; consequently the value of having
political ties will become more prominent.

Taking the contingent view of resources, Bourgeois noted that “the central tenet in
strategic management is that a match between environmental conditions and organiza-
tional capabilities and resources is critical to performance, and that a strategist’s job is
to find or create this match” (Bourgeois, 1985: 548). Accordingly, we predict that a
higher level of time investment in building and maintaining political ties with local
government officials will lead to better firm performance when it is matched with a
higher level of exploratory innovation:

Hypothesis 1 Managers’ time investment in building and maintaining political ties
with local government officials will lead to better firm performance when the firm
engages in a higher level of exploratory innovation.

In contrast, when a firm engages in exploitative innovation, the impact of time
investment in cultivating political ties on firm performance is likely to differ. When a firm
incrementally upgrades an existing product, the degree of uncertainty is much less than
when it makes radical changes in exploratory innovation (March, 1991). The product is
likely to remain in compliance with pre-existing regulatory approvals, and any ongoing
inspection should be a routine matter that requires marginal compliance time and cost
expenditures. For example, the firm may not need a new Industrial Manufacturing Permit
if the new product features no major changes. In this situation, the benefits of a strong
personal tie with local government officials would not be as significant; that is, time and
effort spent to build political ties could still be substantial, but the net benefit is unlikely to
increase proportionally. In this case, the substantial time invested by managers in main-
taining political ties could become unproductive and wasteful.

Furthermore, the time spent on political ties could be more effectively utilized in
other activities that yield higher returns to firm performance. Marketing studies have
suggested that firms should take customer-oriented strategy and strengthen their mar-
keting and sales activities when pursuing exploitative innovation (Atuahene-Gima,
2005; Day, 1994; Hult & Hurley, 1998). Because a higher level of exploitative
innovation will improve work efficiency and productivity to a greater extent, managers
now must endeavor to sell more by either penetrating the existing market or reaching
new customers through expanding to other regional markets. Time investment in
marketing and sales is especially important in China where relationship marketing is
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crucial (Simmons & Munch, 1996). Whether two firms can make a deal depends on
how good the personal relationship between the managers in the two firms. There is a
well-known saying that in China, “Business is done not in a conference room, but
rather over the mah-jongg (a board game) table at home or dinner table in a restaurant”
(Fang, 1999 230). As relationship marketing must require hours of face-to-face inter-
actions, the managers could have better enhanced sales by having dinners with existing
or potential customers rather than with the local government officials, if the innovation
does not require new approval from the government. From a resource trade-off
perspective, too much time/efforts spent on political ties could even have a negative
effect on firm performance, as this would reduce management time investment in
internal operational activities like sales and marketing that are critical for exploitative
innovation activities. As a result, we predict that, at a higher level of exploitative
innovation activities, more time investment in building and maintaining political ties
with local government officials will adversely affect firm performance:

Hypothesis 2 Managers’ time investment in building and maintaining political ties
with local government officials will reduce firm performance when the firm engages in
a higher level of exploitative innovation.

Methods

Data

In 2003, the World Bank conducted a survey entitled “The study of competitiveness,
technology, and firm ventures” in collaboration with the Enterprise Survey
Organization of the Chinese National Bureau of Statistics. The survey used a standard
questionnaire “Productivity and the Investment Climate Survey” (PICS) that had been
designed and developed by the World Bank and used in 135 countries. This survey
provided the data for our study.

The survey was conducted in Chinese. The unit of analysis was the firm, and the
respondents were senior managers of the surveyed firms. The survey questionnaire
covered financial statements and different aspects of corporate governance, financing,
firm–government relations, innovation, technology, and labor, among other issues.
Although no information on the response rate and data collection process is provided,
the PICS is regarded as among the most authoritative and accurate surveys conducted
in China (Wu & Pangarkar, 2010).

The survey sampled the universe of registered businesses and used stratified random
sampling to obtain a predetermined distribution by size, city, and industry. 1 The
Chinese survey covered 300 firms each in five major cities—Beijing, Chengdu,
Guangzhou, Shanghai, and Tianjin—for a total of 1,500 firms. These cities are the
most populous and most active regions in economic development. The surveyed firms
were active in the following manufacturing industries: electronics (33 %), garments/
apparel (22 %), food (4 %), metals and machinery (10 %), chemicals (6 %), and

1 More information on the methodology is available at www.enterprisesurveys.org.
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automotive and auto components (25 %). These industries are chosen at the two-digit
ISIC level depending on the characteristics of Chinese economy as summarized in three
variables: contribution to value added, employment, and number of firms. These
industries together account for more than half of the entire manufacturing value and
exports in China. On average, the sampled firms have been in business for 16 years,
employed 120 people, and had sales of RMB 175 million (about US$28.5 million).
Average R&D expenditures were RMB 12 million (about US$2 million).

Dependent variable

We used the logarithm of sales in the previous year as the measure of firm performance.
Although firm performance is a multidimensional concept, we focused only on sales for
several reasons. First, sales is the most common indicator of the firm performance in
prior exploration and exploitation studies (e.g., He & Wong, 2004; Venkatraman, Lee,
& Iyer, 2007). It is also a reliable proxy for other dimensions of superior firm
performance, especially survival (Henderson, 1999; Timmons, 1999). Second, in
China, sales revenue attracts the most attention from stakeholders (Jia, 2009). Third,
sales are critical to the success of manufacturing firms, so sales estimations are more
readily available and reliable than profitability estimates. Fourth, unlike profitability
measures such as return on assets, sales do not suffer from accounting measurement
problems (He & Wong, 2004).

Independent variables

Time investment in political ties is measured based on the answers to the question, “On
average, how many days last year were spent in inspections and meetings with officials
of each of the following agencies in the context of regulations of your business: tax
inspectorate, labor and social security, fire and building safety, sanitation/epidemiology,
municipal police, and environmental agencies.” Factor analysis showed that the an-
swers for all agencies except sanitation/epidemiology loaded on one factor. We there-
fore measured time investment in political ties as the logarithm of sum of these five
answers excluding the sanitation/epidemiology response (α=.744).

One may argue that the time spent with officials may not be about building and
maintaining political ties, but is simply the results of overall inefficiency of government
regulatory processes that waste time. However, if that is the main reason, we would
have found little variations of time spent among managers of different firms, which is
not the case. In addition, we interviewed several managers in Beijing to better under-
stand how and why they spent time with government officials. The interviews suggest
that while some managers simply met the officials for mandatory purpose, many
mangers took extra efforts to build political ties; and they spent time to meet officials
in various situations outside office hours, such as having dinner together. More
importantly, they counted the time on dinner tables as investment in building and
maintaining ties, and thus considered such time as work time. For instance, one owner-
manager said:

“I am not a person who likes to deal with people, but I have to do it myself,
because I cannot afford to hire another guy. Another problem is I don’t have
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much time (to deal with the officials), what can I do? Everybody needs to have
dinners, right? Very often after inspections and meetings (with the officials), I
have lunch or supper with them. You know what? Sometimes a tricky problem
could be solved during the dinner time. Is it a good investment?”

Overall, our interviews suggest that our measurement is a valid proxy for investment
in political ties.

Following Ahuja and Katila (2002), Bierly and Daly (2001), and He and Wong
(2004), we consider exploratory and exploitative innovation as two distinct dimensions
of innovation behavior, rather than two ends of a continuous scale. We used two items
to measure each variable. For exploratory innovation, the items asked are: “Has your
company developed a major new product line in the last 3 years?” and “Has your
company introduced new technology that has substantially changed the way that the
main product is produced in the last 3 years?,” while for exploitative innovation, the
two items are: “Has your company received ISO (e.g., 9000, 9002, or 14,000)
certification in the last 3 years?” and “Has your company upgraded an existing product
line in the last 3 years?.” For all questions, “yes” answers generated a value of 1 and
“no” equaled 0. We measured each variable by calculating the average of the two
values, as they both yield acceptable Cronbach-alpha reliability values (α=.724 and
.711 respectively).

For the discriminant validity test, we used the command “DIFFTEST” in Mplus,
because the four components are binary variables (Muthén & Muthén, 2007; Satorra &
Bentler, 2001). This test compares an unrestricted model that estimates the correlation
between a pair of constructs and a restricted model that fixes the value of the construct
correlation to unity, and uses a robust weighted least squares estimator to account for
categorical indicators. The difference in chi-square between the two models is a χ2

variate with 1 degree of freedom. A significant chi-square difference implies that the
unconstrained model fits the data better, in support of discriminant validity (Satorra &
Bentler, 2001). In our case, the change in chi-square is 4.699 (p<.05), which suggests
good discriminant validity. To confirm the reliability of the two measures, we calculate
the correlations between exploratory/exploitative innovation and the answer to the
question, “How many new products (i.e., those that involve a significant change in
the production process) has your establishment introduced in the last 3 years?” which
indicates exploratory innovation. The correlations are .235 (p<.01) for exploratory
innovation and .047 (p>.10) for exploitative innovation, providing further evidence of
the reliability and discriminant validity of the measures of the two types of innovation.

It is necessary to elaborate on the implications of ISO certification in exploitation.
The ISO 9000 norms were developed as a set of international standards and guidelines
to provide a basis for firms to establish quality management systems (ISO (International
Organization for Standardization), 1998). Prior literature reports the technical benefits
of compliance with these standards, and ISO certification reportedly helps companies
improve information gathering and analysis, human resource development, supplier
and customer relations, and overall quality levels (Guerin & Rice, 1996; Rao, Ragu-
Nathan, & Solis, 1997; Simmons &White, 1999). Benner and Tushman (2002) studied
process routines in ISO 9000 certification programs and found that they favor incre-
mental innovations rather than ones that create new competencies. In China, ISO
certification has grown rapidly since 1990s, mainly due to pressure from global
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competition (Guler, Guillén, & Macpherson, 2002), multinational ownership, and
exports to developed countries (Christmann & Taylor, 2001). Earning ISO certification
implies exploitative instead of exploratory innovation. To further verify the measure-
ment, in robustness tests we use the single item of “Has your company upgraded an
existing product line in the last 3 years?” to measure exploitative innovation, and the
results remain similar.

Another concern about the methodology in this study is the common method
variance problem, which could result from collecting the dependent and independent
variables from the same respondent in the same survey. We check it using the Harman
one-factor test (Atuahene-Gima & Li, 2001; Podsakoff & Organ, 1986). A factor
analysis of the dependent and independent variables yielded four factors accounting
for 74 % of the variance, and factor 1 accounted for 19 % of the variance. Since a single
factor did not emerge and one general factor did not account for most of the variance,
common method variance is unlikely to be serious problem in the data. Moreover, our
main hypotheses dealing with interactions are insensitive to this problem, because
strategy scholars (e.g., Dooley & Fryxell, 1999) and methodologists (e.g., Aiken &
West, 1991) have observed that the complex data relationships shown by predicted
interaction effects are not explained by common method bias because respondents
cannot guess a researcher’s interaction hypotheses to respond in a socially desirable
manner.

Control variables

We included five sets of control variables in the analysis. We first included five dummy
variables to control for the industry: garments, food, machinery, chemicals, and
automotive, with electronics as the reference group.

We controlled for firm size, because prior studies show that it has a positive impact
on a firm performance (Eisenhardt & Schoonhoven, 1990). In addition, large firms are
more likely to possess the necessary resources to commit to political activity (Meznar
& Nigh, 1995). Firm size correlates with corporate political influence and activity in
many industries (Salamon & Siegfried, 1977; Ungson, James, & Spicer, 1985). We
measured it as the logarithm of the number of employees.

We controlled for state ownership by measuring the percentage of equity owned by
the government/state. On the one hand, a high level of state ownership may imply
strong guanxi with government officials, which should increase the chance of resource
granted and purchases from the government, facilitate business exchanges and thus
improve performance (Xin & Pearce, 1996). On the other hand, SOEs have relatively
low productivity and thus are less competitive (Cai, Li, & Lin, 1998).

We included R&D expenditure, measured as the logarithm of the answer to the
question, “How much did your company spend on design or R&D last year (spending
includes wages and salaries of R&D personnel, such as scientists and engineers;
materials, education costs and subcontracting costs)?” This aggregate measure controls
for the total amount of innovation activities of the firm, regardless of its breakdown into
exploratory and exploitative innovation activities. Aggregate R&D investment has been
found to have a positive correlation with firm performance (Cohen & Levinthal, 1990).

Finally, we controlled for organizational slack, as previous studies have suggested
that organizational slack is positively associated with sales (Waddock & Graves, 1997).
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Organizational slack has been broadly conceptualized along two dimensions
(Sharfman, Wolf, Chase, & Tansik, 1988): Absorbed slack is tied up with factors of
production and is not easy to redeploy, whereas unabsorbed slack corresponds to more
liquid and uncommitted resources and can be redeployed more easily, allowing for
greater managerial discretion (Tan & Peng, 2003). We measured absorbed slack with
the following question: “What was the company’s average capacity utilization over the
last year (Capacity utilization is the amount of output actually produced relative to the
maximum amount that could be produced with your existing machinery and equipment
and regular shifts)?” If a respondent answered 75 %, then organizational slack is .25.
Following Chen, Su, and Tsai (2007), Cheng and Kesner (1997), and He, Ndofor, and
Sirmon (2011), we measured unabsorbed slack by the current ratio (current assets/
current liabilities), which indicates the firm’s ability to meet its immediate obligations
with liquid resources.

Results

Table 1 shows the descriptive statistics and correlation matrix of the variables. The
absence of high correlations between the variables of interest suggests that
multicollinearity is not an issue. We confirmed that this is the case by calculating
variance inflation factors, which are all less than 10 (Kutner, Neter, & Wasserman,
1990). We used mean-centered variables to ease the interpretation of main and inter-
action effects in moderated regression models (Echambadi & Hess, 2007; Irwin &
McClelland, 2001).

We tested the hypotheses by estimating ordinary least squares (OLS) regression
models. In Table 2, we provide the OLS regression results, following the hierarchical
regression analysis format: (1) control variables in Model 1; (2) add main effect
variables in Model 2; and (3) add interaction terms in Model 3. We examine the
hypothesis tests using the Model 3 results.

Hypothesis 1 predicts that when a firm engages in a higher level of exploratory
innovation, a higher level of managers’ time investment in building and maintaining
political ties with local government officials will be associated with better firm perfor-
mance, while Hypothesis 2 predicts that when a firm engages in a higher level of
exploitative innovation, a higher level of managers’ time investment in building and
maintaining political ties with local government officials will be associated with lower
firm performance. We find support for both hypotheses, because the coefficient of
exploration×time investment in ties is positive and significant (β=.12, p<.01), while
the coefficient of exploitation×time investment in ties is negative and significant (β=
−.17, p<.01). It should be noted that while the bivariate correlations of both exploratory
and exploitative innovation with sales are positive, the effect of exploratory innovation
becomes insignificant in the regressions after inclusions of the control variables and
other predictors.

We graphically display these interactions in Fig. 1. The vertical axis represents the
value of ln (sales). We use one standard deviation below and above the mean as the
range for the level of exploratory/exploitative innovation, and we constrain the other
variables to their mean values (Aiken & West, 1991). In Panel a, which depicts
exploratory innovation, when firms engaged in low level of exploratory innovation,
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the amount of time investments in political ties has a negative relationship with sales.
However, as exploratory innovation increases, the association between time investment
in political ties and sales becomes less negative and, at some point, even begins to have
a positive relationship. In Panel b regarding exploitative innovation, we find the
opposite results: the association between time investment and sales is positive when
exploitative innovation is low; however, it becomes less positive and even begins to
have a negative effect as exploitative innovation increases.

Models that include the control variables show some interesting insights. First, state
ownership has a negative effect on sales, which confirms the weak competitiveness of
SOEs (Cai et al., 1998). Consistent with prior studies (e.g., Eisenhardt & Schoonhoven,
1990), firm size is positively associated with sales, and as we expected, high R&D
expenditure has a positive relationship with sales. Organizational slack shows negative
influences on sales, which is contradictory to the prior studies (Tan & Peng, 2003;
Waddock & Graves, 1997). Finally, the results indicate the existence of industry effects.

In robustness tests, we first tested the hypotheses with new dependent variables,
Sales (2 years ago), Sales (3 years ago), log of sales growth over last 3 years, and log of
sales growth over last 3 years relative to sector’s average sales growth, and the results
remained consistent. We use the single item of “Has your company upgraded an

Table 2 OLS regressions on firm performance

Variables Model 1 Model 2 Model 3

Control variables

(Constant)

Garments dummy −.02 .01 .01

Chemical dummy −.02 .01 .01

Auto dummy .05 .05* .05*

Food dummy .01 .02 .03

Metals dummy −.07* −.05* −.05*

State ownership −.08* −.06* −.06*

Size .54*** .52*** .52***

R&D expenditure .34*** .27*** .27***

Absorbed slack −.15*** −.14*** −.14***

Unabsorbed slack −.12** −.13** −.12**

Predictors

Time investment in ties −.05 −.05
Exploration −.03 −.01
Exploitation .18*** .17***

Exploration×Time investment in ties .12**

Exploitation×Time investment in ties −.17**

N 648 596 596

Adjusted R2 .62*** .67*** .69***

The table reports standardized coefficients
* p<.05,** p<.01,*** p<.001
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existing product line in the last 3 years?” to measure exploitative innovation, and the
results remained. Finally, we excluded size and R&D expenditures from the models,
because they are correlated with sales, but no substantial changes emerged.

Discussion

This study examines the extent to which the effect of firms’ time investment in
cultivating political ties with government officials on firm performance may be con-
tingent upon the kind of innovation activities that they pursue, in the context of an
emerging economy such as China that, despite its rapid economic development, still
lags in its institutional reforms. We have predicted that when firms pursue a higher level
of exploratory innovation, mangers should match it with more time investment in
political ties to help reduce the high institutional uncertainty involved in the innovation
process and thus improving firm performance, but when firms pursue a higher level of
exploitative innovation with low institutional uncertainty, mangers should invest more
time on internal operation management, particularly sales and marketing, thus a higher
level of time investment in political ties could be wasteful and even harm firm
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performance. Using data from a large sample survey of 1,500 manufacturing firms from
China, our results lend empirical support to these hypotheses.

Contributions

Our study contributes to the literature in four ways. First, by highlighting the contingent
effect of different types of innovation activities on the effect of political ties on firm
performance, this study fills a major gap in the literature on the value of political ties for
private businesses in emerging economies. Prior studies have investigated the impacts
of political ties on financial and market performance (Boubakri, Cosset, & Saffar, 2008;
Faccio, 2006, 2010; Fan et al., 2007; Li, Meng, Wang, & Zhou, 2008; Li & Zhang,
2007; Luo & Peng, 2000; Sheng et al., 2011), receiving government subsidies (Wu &
Cheng, 2011), accessing bank finance (Claessens, Feijen, & Laeven, 2008; Faccio,
2006; Khwaja & Mian, 2005), being bailed out (Faccio, Masulis, & McConnell, 2006),
IPO performance (Fan et al., 2007; Fisman, 2001; Wu et al., 2013), governance and
board composition (Fan et al., 2007; Ahlstrom, Liu, & Yeh, 2006), and corporate
diversification (He, Lan, Li, & Yiu, 2012). However, to our best knowledge, very few
studies have focused on the effect of political ties on firm performance in the context of
technological innovation activities, despite the growing importance of innovation
activities in recent years (Ahlstrom, 2010). While there have been several prior studies
on the roles of political ties in technological innovation in China, these studies have
focused on the direct effect of political ties on the intention and efficiency of firm R&D
investment, rather than on how the type of innovation activities may moderate the effect
of political ties on firm performance. Moreover, the findings from these prior studies
are conflicting. While several found negative impacts (Chen, Jing, Long, & Shao,
2010; Hu, Luo, & Ma, 2013; Li & Ma, 2011; Liu & Yang, 2012), some found positive
effects (Cai, Huang, Li, & Liu, 2014). These conflicting findings suggest that the value
of political ties is contingent on the types of innovation activities being pursued. This
study not only offers theoretical arguments for the contingent value of political ties
when firms are pursuing different types of technological innovation activities, (i.e.,
political ties help reduce institutional uncertainty), and also provides the empirical
evidence that supports them.

Second, this study suggests that the value of political ties for firm performance
depends on the task, a level of analysis that is different from that of nation, industry,
organization, inter-organization and individuals that have been studied in the previous
research of the contingent values of political ties in various research contexts (Sun
et al., 2012). Our study suggests that the distinctly different nature of exploratory versus
exploitative innovation gives rise to different challenges to managers; while high time
investment in political ties may help exploratory innovation, it may be counter-
productive for exploitative innovation. In other words, the different tasks involved in
the different types of innovation demand different levels of support from political ties.

Third, our study fills a gap in the literature on innovation management which has
largely ignored the need for firms to manage their institutional environment when
pursuing innovation activities (Lu et al., 2008). Our findings further confirm that the
need to invest managerial time in influencing the institutional environment is contin-
gent upon the type of innovation activities being pursued (Ahlstrom et al., 2008). In this
sense, our study answers the call for research on the contingency of innovation

Political ties and innovation 379



management (Katila & Shane, 2005). Because best practices in innovation management
are contingent upon a range of environmental factors, our study highlights the need for
innovation management scholars to pay greater attention to the differences in institu-
tional environments in emerging economies versus mature markets. In mature markets,
“regulatory environments constrain heterogeneity by prescribing uniform resource
standards, competencies and ways of deploying resource across given industries and
by defining what resources are socially acceptable or permissible as input (e.g., safety
standards, use of nonhazardous materials)” (Oliver, 1997: 707), which makes firms
similar (DiMaggio & Powell, 1983). In contrast, in emerging economies like China, the
institutional environment does not impose similar resource rules and standards on all
firms in the same industry. In emerging economies like China, where formal institutions
are still immature and local government officials have discretionary power to interpret
regulations and policies, firms do not face uniform regulatory standards, and firms that
build more political ties with local government officials face relatively more “flexible”
regulatory constraints than other firms. For example, pollution control standards
applied to one firm could be weaker than is specified in the regulation—in Chinese,
“zheng yi zhi yan, bi yi zhi yan” (open one eye while closing the other). In particular,
firms in immature markets may be able to achieve competitive advantages via explor-
atory innovation by investing in building and maintaining a good institutional environ-
ment for such innovation.

Last, but not least, our findings also have important practical implications for
managers. Although prior organizational studies have noted the need for managers
operating in emerging markets to invest in personal ties with government officials to
mitigate the risk and costs of uncertainties, a key managerial implication of our findings
is that firms must determine an appropriate level of such investment, based on the type
of innovation activities they seek to pursue. Firms that actively explore new business
opportunities and markets should invest more in political ties, whereas firms focusing
on exploiting incremental opportunities in existing markets require a lower level of
investment. Unless these two forms of resource allocations are appropriately matched,
firms run the risk of under- or over-investing in managing institutional environment.

Limitations and future research

The findings of this study are subject to certain limitations, which also represent fertile
avenues for further research. First, we included sales as the dependent variable to
measure firm performance, because it is the most common indicator in prior
exploration-exploitation studies that examine firm performance (e.g., He & Wong,
2004; Venkatraman et al., 2007). Our choice is also reasonable for our research,
because marketing and sales are the major challenges that managers have to confront
when engaging in exploitative innovation (Atuahene-Gima, 2005; Day, 1994; Hult &
Hurley, 1998). In addition, we are limited by the availability of data, as profit and
market share information are unavailable in the database. One of the main limitations of
using sales as the dependent variable is that the relatively short time period used to
capture various firm activities and performance (“in the last 3 years” or “last year” in
the survey) cannot support research on the determinants of long-term performance.
Prior studies suggest exploration and exploitation may have different impacts on long-
term versus short-term performances. For instance, Auh and Menguc (2005) found that
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exploration is positively associated with effective firm performance (growth in sales,
profits, and market share) over several years, whereas exploitation relates positively to
efficient firm performance (returns on investment, sales, and assets) over shorter time
periods. Therefore, though the research design serves our research need, it represents an
unfortunate limitation, and we hope that future research can capture longitudinal data to
examine the same research question over a longer timeframe.

Second, although the roles of political ties in firm innovation process include both
reducing institutional uncertainty and offering resources (e.g., research grants, govern-
ment purchase) to the firms (Leyden & Link, 1992), this study focuses primarily on the
former for two reasons. First, prior studies have examined the role of political ties on
acquiring resources, though not in the context of technological innovation. For in-
stance, studies have examined how political ties help in securing government subsidy
(Wu & Cheng, 2011), access bank finance (Claessens et al., 2008; Faccio, 2006;
Khwaja & Mian, 2005), and being bailed out (Faccio et al., 2006). Second, we are
limited by the given database. The questionnaire only addressed regulatory agents
which are not involved in distributing resources to firm for innovation activities
directly. To test whether political ties with these agents may entail resource awarding,
we checked the correlation between time spent on political ties and “government
purchase,” measured by percentage of sales to the government, and the correlation
was insignificant (β=.010, p=.715). We also included “government purchase” in the
regressions. The variable did not show any significant impacts on sales. These test
results suggest that time investment in political ties did not facilitate resource acquisi-
tion in our research context. To further examine this issue, future studies may explore
the roles of political ties with the officials in the resource-allocating authorities, such as
industrial development or innovation promotion bureaus, in firm innovation process.

Finally, we argued in this study that the time spent on meeting local government
officials is an investment in building and maintaining political ties, which will lead to
stronger ties and thus help in reducing institutional uncertainty. We justified the logic
using the social network theory and our interviews. Future research may seek to collect
data to measure political ties directly with other methods, such as an in-depth survey of
the strength of ties between managers and various officials in government or other
influential organizations (Young, Peng, Ahlstrom, Bruton, & Jiang, 2008).

Conclusion

This study extends the contingent resource-based view to the world of firms that aspire
to improve performance by using political ties to facilitate their technological innova-
tion process. We found that firms in emerging economies such as China should invest
more time to cultivate political ties with local government officials when they under-
take exploratory than exploitative innovation. By highlighting the contingent value of
political ties in the specific context of innovation, our study adds to the growing
empirical literature on how firms can manage their institutional contexts to build
influence with respect to the innovation process (Ahuja & Yayavaram, 2011; Carney
et al., 2009). As technological innovation has become an increasingly important factor
for Chinese firms to compete in the increasingly competitive global market (Wang
et al., 2008; Yu et al., 2014), our study offers important insights for Chinese business
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scholars and managers on how Chinese firms can manage the institutional environment
more effectively when pursuing innovation activities.
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