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1. Introduction

Promoting the transfer of knowledge from local suppliers and
attaining regulatory support from local governments are both
critical challenges for foreign firms initiating international business
operations. Although the traditional literature on the knowledge-
based view (KBV) has offered powerful explanations of the
determinants of knowledge transfer, legitimacy remains an impor-
tant but largely ignored subject (Dacin, Oliver, & Roy, 2007).
Legitimacy refers to the social justification and the public endorse-
ment of an actor or activity (Suchman, 1995). The purpose of this
study is the integration of these two perspectives—the knowledge-
based view (KBV), and the legitimacy function—for a better
understanding of cooperation with suppliers and governments, as
well as an examination of their impact on foreign firms’ performance.

Aldrich and Fiol (1994), Suchman (1995), Child and Tsai (2005),
and Kumar and Das (2007), advert that the perception of foreign
firms’ legitimacy can be cultivated. Applying this notion, we
treated trusting relationships with suppliers as a driver in the
acquisition of moral legitimacy,2 the knowledge stock of foreign
firms as an aid in gaining pragmatic legitimacy, and agglomeration

as illustrative of the importance of local acceptance and ‘‘taken-
for-granted’’ routines of behavior in local environments, which
helps in the acquisition of cognitive legitimacy.

Existing studies taking the KBV have shown that the
characteristics of the transferring actor (Kotabe, Martin, & Domoto,
2003; Zander & Kogut, 1995) and the receiving actor are of primary
importance in the transfer of knowledge (Gupta & Govindarajan,
2000; Zander & Kogut, 1995). These studies, however, generally
were conducted in developed countries, in which a relatively
stable, market-based institutional framework (Peng, Wang, &
Jiang, 2008) can reasonably be assumed. However, emerging
economies are typically characterized by the lack of a property-
rights-based legal framework, an underdeveloped institutional
infrastructure, and economic and political instability. The scripts,
rules, and norms of the market-based system are not well
established in these economies. There is a greater degree of
uncertainty and risk for foreign manufacturers, making it more
difficult for them to persuade local suppliers to transfer knowledge
or information to them. Foreign firms must understand how to
acquire the legitimacy they need to ‘‘play the game’’ in a new,
unfamiliar market (Wright, Filatotcher, Hoskisson, & Peng, 2005).
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This study aims to link the knowledge-based view and the legitimacy perspective in order to explore the

determinants of knowledge transfer and regulatory support. We then examine their consequences

within a systematic framework drawing upon the institutional view. Examining a sample of 102

Taiwanese manufacturing firms operating in China, the study finds that both knowledge transfer from

local suppliers and regulatory support from local governments help foreign firms to enhance their

financial performance. The combination of trusting relationships with local suppliers, a foreign firm’s

knowledge stock, and agglomeration encourage local suppliers to transfer knowledge. Additionally,

foreign firms’ knowledge stock is significantly related to regulatory support.
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Additionally, foreign firms also need recognition from local
governments if they are to attain regulatory support. This is
especially true in China (Buckley, Clegg, & Tan, 2006). China is often
noted for its somewhat arbitrary enforcement of legal and
governmental regulations. If foreign firms can gain regulatory
support from local governments, their performance may well be
improved. Further, when it comes to the determinants of
regulatory support, knowledge stock and agglomeration might
help firms achieve pragmatic and cognitive legitimacy, which are
related to perceptions of such attributes as the firm’s provision of a
‘‘good experience,’’ its positive reputation, or its ostensible success
(Dacin et al., 2007). Local governments, perceiving the beneficial
possibilities of relationships with such firms, would be more likely
to offer regulatory support. While the importance of both
knowledge transfer from suppliers and regulatory support from
governments has been recognized, very little research has
incorporated these two topics within a systematic framework
(Luo, 2001). This study aims to link the KBV and the legitimacy
perspective to explore the determinants of knowledge transfer and
regulatory support, as well as their consequences. Practically, we
provide some suggestions for foreign firms to help them create
cooperative relationships with local suppliers and governments in
China.

2. Literature review and research hypotheses

2.1. The legitimacy perspective

The importance of legitimacy lies in the provision of a basis for
strategic actions. This perspective assumes that bounded rational-
ity and uncertainty is the basic condition in societies and business
organizations (Zimmerman & Zeitz, 2002). When facing uncertain
environments, organizations turn to the stock of scripts, rules,
norms, and values which are embedded in social institutions
(Zimmerman & Zeitz, 2002). These define appropriate legitimation
activities (Hitt, Ahlstrom, Dacin, Levitas, & Svobodina, 2004).
Traditional institutional researchers have suggested that legitima-
cy is not an operational resource, and have chosen to focus instead
on the pressure for conformity to constitutive beliefs (Dimaggio &
Powell, 1983). While firms should obviously obey the pertinent
laws, rules, and norms, the use of strategic behaviors to obtain
legitimacy has not been widely considered by researchers (Phillips,
Lawence, & Hardy, 2000). Further, given the high uncertainty
associated with emerging economies, it is inappropriate to assume
that institutions are operating in the context of a given
‘‘background’’ (Peng et al., 2008). Several studies have started to
examine the influence of legitimacy on foreign entry strategy (Lu &
Xu, 2006; Li, Yang, & Yue, 2007). While the choice of entry mode is
critical, cooperation with local partners to acquire complementary
resources becomes a major concern once entry has occurred (Peng
& Heath, 1996). Recent studies have provided theoretical
conceptual models (Dacin et al., 2007; Hitt et al., 2004; Kostova
& Zaheer, 1999; Zimmerman & Zeitz, 2002) and case evidence
(Ahlstrom, Bruton, & Yeh, 2008; Phillips et al., 2000) for
organizational legitimacy associated with collaborative relation-
ships. Building on the existing literature, we posited that
legitimacy is an important resource for gaining other external
resources (i.e., knowledge from local suppliers and regulatory
support from local government), and, in turn, enhances the
financial performance of foreign firms.

Existing studies on knowledge transfer have focused on
acquiring advanced and unique knowledge from firms in devel-
oped countries. In contrast, foreign firms investing in emerging
economies generally do not aim to acquire cutting-edge technolo-
gy. Further, foreign firms’ capabilities may be, objectively speaking,
greater than their local suppliers’. Foreign firms, however cannot

possibly internalize all of the activities necessary for the
production of their goods because of differing economies of scale.
Each firm’s specializations lie in different domains. To achieve
market entry and survive, foreign firms should cooperate with
local partners (Ojala, 2009). Under such circumstances, suppliers
can play a role in designing components and manufacturing
processes that match foreign firms’ idiosyncratic designs (Clark &
Fujimoto, 1991). Knowledge transfer might occur as the applica-
tion of suppliers’ valuable technology to the commercial end of a
foreign firm’s goods.

Motivating local suppliers’ knowledge transfer should be
interdependent with interpartner legitimacy, relating to a mutual
acknowledgement of the expectation of appropriate behavior on
the part of both partners (Kumar & Das, 2007). While some
reasoning from the legitimacy perspective may be consistent with
the characteristics of the relationship between transferor and
recipient derived from the KBV, legitimacy-based reasoning
provides more comprehensive information about the functions
of an institution for cooperation with partners (Dacin et al., 2007).

Legitimacy, including a set of institutional domains, is generally
thought to be divisible into three categories: moral, pragmatic, and
cognitive (Suchman, 1995). Moral legitimacy has to do with the
positive normative evaluation of a firm and its activities. Pragmatic
legitimacy is associated with the self-interested calculations of a
firm’s supplier. Cognitive legitimacy has to do with the degree to
which a firm’s presence is regarded as a ‘‘given,’’ or can be ‘‘taken
for granted’’ within an institutional environment. While these
different sorts of legitimacy may be not directly observable, they
reside within the ‘‘psyches’’ of social actors (Zimmerman & Zeitz,
2002, p. 418). In this regard, managers of foreign firms operating in
uncertain environments might fall back on the social rules
accepted in Chinese society, reflecting cultural alignment or
consonance with relevant norms (Zimmerman & Zeitz, 2002).

As Chinese society emphasizes guanxi, trusting relationships
with suppliers may be used to build moral legitimacy. Due to a
focus on long-term economic development, technical expertise can
drive pragmatic legitimacy; thus we assess the effect of a foreign
firm’s knowledge stock. Given the relative underdevelopment of
China’s institutional environment, cognitive legitimacy can be
judged according to the density of a particular group of firms
(Suchman, 1995). Along these lines, we adopt agglomeration as its
proxy. Next, we set out to further analyze the impact of trust,
knowledge stock, and agglomeration, respectively.

2.2. Hypotheses

Trusting relationships refer to a sort of expectation that alleviates
the fear that one’s exchange partner will act opportunistically (Tsai &
Ghoshal, 1998). Such relationships serve as an informal means to
reduce uncertainties in economic exchanges. These ideas are related
to moral legitimacy. Specifically, if moral legitimacy is to be
achieved, firms must conform to their partners’ existing principles. It
is on the basis of such principles that firms form judgments about
one another, and about whether cooperation will prove beneficial
(Suchman, 1995). Trust is the basis on which the code of conduct
existing between firms is established. In the context of this study—
i.e., that of emerging economies where the price system does not
accurately provide signals of effective trading exchanges—the
development of capabilities for relationship-based management
may well emerge (Hoskisson, Eden, Lau, & Wright, 2000). The
Confucian tradition of collectivism in China may also encourage
exchange partners to place significant emphasis on guanxi (referred
to as ‘‘trusting connections’’ in this study) as a way of doing business
(Buckley et al., 2006; Park & Luo, 2001).

Trusting relationships based on shared values (Tsai & Ghoshal,
1998). Shared values help to develop a body of experience that lets
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