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Abstract
For nearly two decades, scholars in international business and management

have explored the implications of institutional voids for firm strategy and
structure. Although institutional voids offer both opportunities and challenges,

they have largely been associated with firms’ efforts to avoid or mitigate

institutional deficiencies and reduce the transaction costs associated with
operating in settings subject to those institutional shortcomings. The goal of

this special issue is to advance scholarship on this topic by (a) exploring

institutional voids that are new to the literature, (b) providing a deeper
assessment of the different ways in which firms respond to these voids, and

(c) utilizing diverse disciplines and theoretical approaches to do so. In

this introduction, we first review and synthesize extant research on

institutional voids, tracking the evolution of institutional void scholarship since
the inception of the concept (Khanna & Palepu, Journal of Economic Literature,

45(2):331–372, 1997) and providing our perspective on its contributions and

limitations. We then summarize the contributions of the articles included in this
special issue. In addition to identifying an array of institutional voids – economic

and social – the articles highlight four different strategies for responding to

them: internalization, substitution, borrowing and signaling. Drawing on these,
we develop new insights on the implications of institutional voids for firm

behavior. We conclude with suggestions for future research.

Journal of International Business Studies (2017) 48, 293–307.
doi:10.1057/s41267-017-0074-z

Keywords: Institutions and International business; institutional voids; Multinational
Corporations (MNCs) and Enterprises (MNEs); market and nonmarket strategies; trans-
action costs

INTRODUCTION
For the past several decades, an important concern for international
business scholarship has been to further understanding on how
variations in formal and informal institutions influence economic
activities. While it has been evident for some time that countries
differ significantly in their institutional composition, particularly
among developed and emerging economies, how these differences
influence the strategic choices of firms was less clear. It is for this
reason that the concept of institutional voids – the absence or
underdevelopment of institutions that enable and support market
activity (Khanna&Palepu, 1997) –has gained increasing attention in
the international business literature. Khanna and Palepu’s (1997)
article motivated a new way to understand firms’ strategies in
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emerging markets, focusing on tensions and para-
doxes infirms’ interactionswith institutions in these
countries. Rather than considering institutions as
‘‘givens’’ that constrain interactions (e.g. Meyer &
Rowan, 1977; DiMaggio & Powell, 1983), an institu-
tional voids lens encourages a more dynamic
approach for examining how firms strategize – alone
or in conjunction with other actors – to avoid,
remedy (Regnér & Edman, 2014), compensate, sub-
stitute (Boddewyn & Doh, 2011), shape and even
take advantage of institutional weaknesses (Khanna
& Palepu, 2010). By relating home and host country
institutional voids to firms’ strategic responses, this
perspective offers the opportunity to advance IB
theory in new directions.

Institutional voids reflect institutional condi-
tions that hamper the ease by which buyers and
sellers can interact. The result is higher costs for
procuring materials, capital, information, skills,
and new ideas, which in turn reduce the likelihood
of efficient outcomes. While a given country has a
myriad of institutions – rules and policies, govern-
mental structure, cultural norms and standards,
among others – making up its institutional envi-
ronment, an institutional voids lens focuses our
attention on those institutions that best explain
the workings of its markets and influence their
ability to function well. Voids reflect prevailing
institutional conditions that disturb the function-
ing of markets, enhancing the likelihood of oppor-
tunism (including corruption), excessive rents to a
few actors (reducing entrepreneurship) and market
power (discouraging competition). In this way,
institutional voids have the capacity to shed
important light on key issues that concern inter-
national business scholars, such as the effects of
institutions on innovation (Carney, Dieleman, &
Taussig, 2016), foreign direct investment (Meyer &
Peng, 2016), and risks (Makhija & Stewart, 2002).

In contrast to other institutional approaches (e.g.,
institutional logics, institutional distance) that
direct attention to exogenous institutional differ-
ences, this notion stresses how institutional features
enable organizational action. It makes it clear that
each potential void is an actionable construct, that
can be reacted to or shaped. For example, firms may
mitigate institutional absences or substitute formal
institutions by collaborating with local actors
(Meyer, Estrin, Bhaumik, & Peng, 2009; Khanna &
Palepu, 2010) or creating new organizational
arrangements (Dahan, Doh, Oetzel, & Yaziji, 2010;
Kostova & Hult, 2016). To address shortcomings in
formal institutions, they may rely more heavily on

informal institutions (e.g., Mair, Martı́, & Ventresca,
2012) or influence governments to change institu-
tions (Boddewyn & Doh, 2011). Rather than taking
institutional differences as largely given, appearing
as objective and taken for granted by firms, we argue
that voids become enabling when firms enact them.
An institutional voids perspective also facilitates

consideration of a wider range of institutions that
incorporate both market and nonmarket effects on
firms. Bothmarket andnonmarket exchange involve
institutionalization, rationalization and organiza-
tion (Biggart & Delbridge, 2004). Accordingly, we
suggest that nonmarket exchanges are embedded in
logics other than those of rationality and price, such
as social (Granovetter, 1985) and political (Fligstein,
1996). Thus social entrepreneurship (e.g., Stephan,
Uhlaner, & Stride, 2015) and lobbying of govern-
ments can affect howmarkets operate (Boddewyn &
Doh, 2011). Like any social structure, markets come
into existence and fail, due to the influence of
different types of institutional arrangements that
consist of either formal (written rules santioned and
enforced by the state) or informal (unwritten rules
that are not officially sanctioned and enforced)
institutions, or both (North, 1991). By drawing
attention to how varying organizational arrange-
ments might substitute for missing institutions, this
perspective highlights the strong connection
between context and firm strategy. The need to
respond to specific institutional voids can also help
explain why firms across national contexts differ in
terms of their strategies and structures. Thus in
addition to providing a logic that helps to isolate the
institutional features of a country’s environment
that are particularly important for firms, it offers a
basis for comparison of these features and their
effects across national contexts. Nonetheless, it is
interesting to note that, barring a few exceptions
(i.e., Pinkse & Kolk, 2012; Stephan, Uhlaner, &
Stride, 2015; Santangelo&Meyer, 2011), scholarship
on responses to institutional voids has not been
commonly featured in JIBS or other outlets.
In light of the above, the goal of this special issue

was to encourage research that furthered our the-
oretical understanding of institutional voids in
relation to international business. More specifi-
cally, the motivation for this special issue was
threefold. First, we recognized the need to advance
insights on the conceptualization of institutional
voids. Research that could potentially help in this
regard includes exploration of voids that are new to
the literature, comparison of the effects of different
types of voids, or examination of how different

International Business Responses to Institutional Voids Jonathan Doh et al

294

Journal of International Business Studies



actors might play a role in influencing the structure
or severity of voids. Second, we believed there
would be value in a deeper assessment of the
strategies firms utilize to respond to institutional
voids. For example, while the literature has stressed
firms’ response to voids by internalizing functions
that are not available via intermediaries, other
market and nonmarket strategies may also play a
pertinent role. There may also be systematic vari-
ations in the strategies among domestic and foreign
firms stemming from differences in resources or
knowledge. Finally, in line with the quest to
broaden our comprehension of institutional voids,
we encouraged submissions that drew from differ-
ing disciplines and relied upon different theoretical
approaches, including those from sociology, law,
economics, management and finance.

This special issue reflects the results of these
motivations and objectives. We received over sixty
original submissions, but ultimately accepted only
five for inclusion in the issue. The articles included
here focus on a variety of institutional voids,
including familiar ones relating to capital markets,
contract enforcement and rule of law, but also new
ones relating to governmental dissemination of
information and bureaucratic red tape. Although
we were interested in firms’ responses to institu-
tional voids as well as how firms themselves might
challenge or change them, the accepted articles
focused primarily on the former. One of the most
successful elements of the special issue is the iden-
tification of a broader range of strategies for address-
ing institutional voids than had been previously
considered in the literature. To do so, the featured
studies either focused on foreign firms operating in
host environments or compared domestic firms
operating in home environments. As expected,
diverse theoretical approacheswere employed across
the studies to generate novel insights.

Below, we briefly review institutional voids
research as it relates to international business, and
consider how the goals of this researchmight further
this topic. This is followed by a preview of the articles
in this special issue, and a discussion of their contri-
butions to the institutional voids literature. Finally,
we set the stage for future research on this topic.

INSTITUTIONAL VOIDS AND INTERNATIONAL
BUSINESS

A fundamental concern in international business
research is clarifying the role of context for business
activity. The national context within which firms

operate can be analysed on different dimensions,
but a key element in this regard is the set of
institutions, both formal and informal, that are in
place and which are believed to have systematic
effects on the behavior of firms and the individuals
within them (North, 1990). Understanding the
relationship between a firm’s institutional environ-
ment and its strategic choices is therefore of
paramount importance to the field. The concept
of institutional voids has much potential to shed
needed light on this relationship, by helping to
direct our attention to the characteristics of insti-
tutions that matter most to how firms function.
Below we elaborate on the connection between
institutions and institutional voids, and their influ-
ence on firms.

Institutions and Institutional Voids
Institutions serve as ‘rules of the game’ (North,
1990) through their influence on the transaction
costs of business activities. Countries differ in how
institutions affect the economy, society and busi-
nesses (Keefer & Knack, 1997; Stephan, Uhlaner, &
Stride, 2015; Carney et al., 2016), and therefore, on
the type of transaction costs firms may incur in
their environments. Indeed, much research has
examined the effects of institutions such as regula-
tory rules and legal norms on a variety of aspects
pertaining to firms, including entry mode decisions
(Brouthers, 2002), CSR choices (Young & Makhija,
2014), treatment of business risks (Delios & Henisz,
2000; Stevens, Xie, & Peng, 2015), and performance
(Cuervo-Cazurra & Dau, 2009). La Porta, Lopez-de-
Silanes, Shleifer and Vishny (1998) point to varia-
tions among countries in terms of laws and
enforcement mechanisms that protect investors
and credit rights, showing that countries whose
formal institutions are based on common law tend
to offer legal rights and better protection to exter-
nal shareholders than those that adopt civil law. An
implication is that common law legal systems tend
to encourage the development of financial markets,
whereas those based on civil law tend to have fewer
opportunities to raise capital through equity mar-
kets. The primary response to this institutional void
is higher ownership concentration, which results in
higher transaction costs.
Similarly, Djankov, La Porta, Lopez-de-Silanes

and Shleifer (2002, 2003) demonstrate variation
across countries in government regulation of new
firm entry, judicial procedures in courts and labor
markets. In particular, Socialist and French legal
origin countries are known to regulate much more
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heavily in all three areas than common law coun-
tries (La Porta, Lopez-de-Silanes, & Shleifer, 2002).
While lower regulations allow individuals to rely
on commonly accepted practices or innate beliefs,
more regulated societies require individuals to pay
attention to external rules that may not come
naturally to them. Thus in such societies, formal
rules may be less easily internalized by individuals,
resulting in higher transaction costs.

While the nature of institutions can be seen to
influence the conduct of business in a given envi-
ronment, Khanna and Palepu (1997) pointed to
those specific conditions in which institutions were
either not working well or were completely absent,
undermining the function and workings of the
market. These conditions, referred to as ‘institu-
tional voids’, can characterize any type of country,
but are particularly pervasive in emerging markets.
An institutional voids lens has thus helped to
explain key features of emerging markets and pro-
vided greater clarity in how they differed from
developed markets. Institutional voids can occur in
any of a number of institutional arenas, including
political, legal and social systems, foreign invest-
ment and trade-related institutions, and product,
labor and capital markets (Khanna & Palepu, 2010;
Chacar, Newburry, & Vissa, 2010). When these
critical institutions operate poorly, they hinder the
mechanisms that allow buyers and sellers to come
together, increasing the transaction costs of market
activity. These costs not only affect the connections
between producers and consumers, they also dam-
pen incentives for innovation and the leveraging of
unique knowledge, talent and skills. Both Peng and
Heath (1996) and Makhija (2004) have considered
how the nature of transaction costs that arise from
such circumstances explains why firms and their
resources are structured in particular ways.

Institutional voids, whether in the form of miss-
ing or malfunctioning institutions, offer competi-
tive advantages to those local and foreign firms that
have the skills and resources to address them. Since
not all are endowed with such capabilities, institu-
tional voids may help to create monopolistic
advantages for some firms. However, filling voids
in such environments also come at a cost. For
example, in some emerging markets it is possible to
find foreign firms absorbing costs of absent institu-
tions, by substituting for the state in building
infrastructure or providing education (Banerjee,
Oetzel, & Ranganathan, 2006; Khanna & Palepu,
2010, Rivera-Santos, Rufı́n, & Kolk, 2012; Bod-
dewyn & Doh, 2011). Similarly, Chinese

investments in Africa have included the need to
develop infrastructure and programs of education
for employees, the costs for which are largely
absorbed by the Chinese government (Van Dijk,
2009). Even attempts to transplant formal institu-
tions into emerging markets in which they are
missing or deficient may exert profound influence
on the costs of business due to their inconsistency
with local modes of conduct.
Researchers have tended to stress the importance

of institutional voids related to formal institutions,
including those pertaining to property rights pro-
tection and capital markets (Campbell & Lindberg,
1990; Khanna & Palepu, 2000; Inoue, Lazzarini, &
Musacchio, 2013; Manikandan & Ramachandran,
2015). Formal institutional voids refer to the
absence or underdevelopment of regulatory insti-
tutions or the formally codified, enacted and
enforced structure of laws in a community,
society or nation (DiMaggio & Powell, 1983;
Scott, 1995). Only a handful of studies have
considered institutional voids associated with more
informal institutions or the absence or underdevel-
opment of normative and cognitive institutions.
These include standards and commercial conven-
tions such as those established by professional and
trade associations and business groups, as well as
axiomatic beliefs about expected standards of
behavior that are specific to a culture and typically
learned through social interactions. One notewor-
thy example in this regard is Boddewyn and Doh
(2011), who examine the impact of inadequate
local provision of social goods such as health care,
infrastructure, education and the like on MNEs and
the conditions under which they – either alone or
in partnership with governments and NGOs –
provide these collective goods. Similarly, Rivera-
Santos et al. (2012) show that in subsistence
markets where resource and institutional con-
straints are severe, partnerships involving multiple
actors from differing sectors serve as means for
alleviating institutional voids. Mair, Martı́ and
Ventresca (2012) point out how social norms and
community structure in Bangladesh can create
market exclusion for impoverished women. These
studies highlight how institutional voids in the
social system can bring about market failure.

Firm Strategies for Addressing Institutional Voids
In the face of institutional voids, the overwhelming
majority of research has identified firms’ strategic
options as: (a) adapting their business model to
local conditions by internalizing functions that
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would otherwise have been accomplished by exter-
nal intermediaries, (b) shaping or altering these
conditions, or (c) avoiding operating in this envi-
ronment altogether. Indeed, much of the literature
has focused on the first option, showing how
business groups’ internal markets or firm diversifi-
cation help firms to adapt or adjust to institutional
voids (Chang & Hong, 2000; Elango & Pattniak,
2007; Fisman & Khanna, 2004; Khanna & Palepu,
2000, 2010; Makhija, 2004). Other strategic
approaches for reducing the impact of institutional
voids examined include geographical clustering, in
which favorable institutional conditions are cre-
ated at the microcosmic level (Lundan, 2012), and
alliances with foreign firms (Siegel, 2004).

Researchers have also pointed to the relevance of
nonmarket responses in helping to mitigate voids
(Cantwell, Dunning, & Lundan, 2010). Potential
options for nonmarket strategies include the exer-
cise of political influence to change the form and
content of regulations (Boddewyn & Brewer, 1994;
Ramamurti, 2005), coupling of interests between
the state and firms (Child, Rodrigues, & Tse, 2012;
Li, Peng, & Macaulay, 2013; Musacchio & Lazzarini,
2014), and formation of partnerships to create and
legitimize new standards in emerging markets
(Teegen, Doh, & Vachani, 2004). Narayanan and
Fahey (2005) also suggest that greater reliance on
interpersonal trust and networks serve as strategies
to reduce risks of opportunism when formal insti-
tutions are underdeveloped.

NEED FOR FURTHER RESEARCH
As is clear from the discussion above, there has
been significant progress in the literature on insti-
tutional voids. Our review suggests, however, that
the literature can benefit from further study on
several issues. The first relates to the nature of
institutional voids. While some types of voids have
been given much consideration, particularly those
that are associated with formal institutions, exam-
ination of voids that are significantly different from
these would help us to develop a more compre-
hensive understanding of this concept and its
relationship to markets and firms. For example,
although the absence, weakness or failure of insti-
tutions that support markets suggest an institu-
tional vacuum, we may find that this is not
always the case. Contexts characterized by under-
performing formal institutions may be rich in
informal institutional arrangements that serve as
an alternative system of support. While current

work has focused primarily on formal institutions
as ‘objective constraints and incentives arising from
government regulation of individual and organiza-
tional actions’ (Stephan, Uhlaner, & Stride, 2015:
310), normative institutions may be equally impor-
tant in this regard. While such informal institu-
tions operate through more implicit, culturally
transmitted and socially constructed processes
(Scott, 1995), their enduring characteristics may
explain much about how markets work. The iden-
tification and study of voids in relation to informal
institutions thus deserves more attention.
It is also important to consider that institutions

can fail in different aspects of their mission:
regulatory, monitoring, enforcement, protection
and incentivization. Such failures can affect firms’
performance in contrasting ways and with varying
degrees of severity. The connections between dif-
ferent types of failures and firm strategy are
currently unclear, however. It is possible, for
example, that certain types of institutional failures
open up new markets for private firms to perform
functions that would have otherwise been per-
formed by the state. This may include some forms
of international business. Foreign firms with a
greater ability to fill institutional voids might be
more likely to invest in countries that have such
conditions. On the other hand, it may not be
possible for firms, either local or foreign, to cover
institutional functions due greater transaction costs
or inability to capture value due to spillover effects.
A more detailed consideration of how institutions
fail and their effects on firm responses could
therefore offer additional valuable insights.
In addition, while institutional voids are shown to

be highly salient for market exchanges, which relate
to competition for resources, revenues and profits, it
would also be worthwhile to consider how firms
respond to institutional voids in nonmarket
exchanges. Examples of nonmarket exchanges
include informal interactions among groups that
shape the rules of the game (North, 1991; Puffer,
McCarthy, & Boisot, 2009). These direct the focus to
norms, traditions, beliefs and also politics, both as
actions and outcomes of informal institutions (Flig-
stein, 1996; Dhanaraj & Khanna, 2011). Firmsmight
use nonmarket exchanges to create or influence
formal institutions where these are absent or weak.
For example, foreign and local firms may informally
influence the government to obtain preferential
treatment and deter competition, through bribing
and other forms of corruption. Corruption not only
weakens institutions, but it can also jeopardize the
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functioning ofmarkets by generating negative exter-
nalities, in which firms obtain excess rents or create
monopolies (Doh, Rodriguez, Uhlenbruck, Collins,
& Eden, 2003).

Along with a more comprehensive consideration
of voids, it is important to consider the possibility
of a larger variety of responses by firms to institu-
tional voids. For instance, while research has
demonstrated that business groups can compensate
for missing institutions by internalizing capital,
labor and product markets (Fisman & Khanna,
2004; Elango & Pattniak, 2007; Khanna & Palepu,
2010; Doh, Lawton, & Rajwani, 2012), other
approaches may also be useful in this regard. For
example, firms can substitute for missing institu-
tions through such means as reliance on a trusted
network to mitigate risks (Landa, 2016), or develop
close business–state relationships to facilitate access
to otherwise scarce resources. In emerging econo-
mies with voids, the state can assist firms in ways
that greatly reduce both costs and risks. In addition
to fostering stronger ties to governmental entities,
relationships with NGOs and other such organiza-
tions may also serve to reduce the effects of
institutional voids. For example, such ties can help
to overcome the absence or limited provision of
social services such as health, education, trans-
portation and utilities. Indeed, work by Dahan
et al. (2010) shows how MNEs mitigate resource
deficiencies in adapting their business models to
institutionally challenging settings through collab-
oration with NGOs. The role of such collaboration
for mitigating the effects of institutional voids
should be examined in greater detail.

It is important to recognize that responses to
voids, whether initiated by private sector actors or
the state, can also potentially have negative conse-
quences. For example, the creation of chaebols and
their preferential treatment by the Korean govern-
ment may have helped to foster industrial growth,
but it has also impeded the development of arms-
length market institutions and reduced de novo
entry. The Chinese government’s approach of
requiring well-performing state-owned firms to
acquire those that are performing poorly reduces
unemployment but imposes other costs on firms.
Similarly, firms’ choices to sidestep voids through
such activities as political coalition building or
provision of community services may have the
unfortunate effect of maintaining institutional
voids. Such activities serve the interests of powerful
interest groups or political regimes, reducing their
incentives to eliminate voids (Delmas & Montes-

Sancho, 2010; Lawton, McGuire, & Rajwani, 2012).
Firms as well may prefer that some institutional
voids remain in place because they deter compet-
itive entry into their industries. Consistent with
this, Wood and Frynas (2006) demonstrate that
African business systems are characterized by deep
and impermeable divisions between economic sec-
tors, underpinned by elite interests in maintaining
separation even at the expense of economic per-
formance. Firm choices to address voids may also
generate unexpected costs, through engagement in
activities that some of their stakeholders do not
associate with legitimacy (Doh et al., 2003).
Finally, voids involving different types of

exchanges may require different responses from
firms. The contrasting nature of these conditions
may require firms to respond to institutional voids
in nonmarket exchanges in very different ways
than to those involving market exchanges. While
performance outcomes may play a bigger role for
market exchanges, greater emphasis on processes
for nonmarket exchanges may render such aspects
as ethical behavior, legitimacy and trustworthiness
of the firm more important.

CONTRIBUTIONS TO THE SPECIAL ISSUE
The articles included in this special issue demon-
strate a number of new insights relating to interna-
tional business responses to institutional voids, but
we will highlight two particularly important ones
here. The first is that there appears to be a wider
variety of strategies used by firms to deal with
different types of institutional voids than previously
identified. These include those relating to capital
market functioning, government transparency, con-
tract law enforcement, and rule of law. As originally
highlighted by Khanna and Palepu (1997, 2000),
internalization of activities remains a key approach
for dealing with institutional voids. However, the
studies in this volume showhowmultinational firms
facing conditions of underdeveloped institutions in
host environments can also adopt other effective
strategies for mitigating their effects, including
substituting institutional information with their
own unique knowledge, borrowing better developed
institutions from other countries, and signaling
through nonmarket activities.
Second, while prior literature has focused on

firms’ responses to institutional voids that exist in
their domestic operating environments, it is inter-
esting to note that such voids may actually ‘‘follow’’
these firms to new environments through their
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foreign direct investments, as a form of liability of
origin. That is, a firm from a home country
characterized by significant institutional voids
may be perceived in other countries as having
lower investment capabilities. Multinational firms
from such contexts can adopt strategies that mit-
igate the negative effects of these home-based voids
in their host environments. Indeed, while there is
evidence that firms invest abroad to escape voids in
their home country (Cuervo-Cazurra, Inkpen,
Musacchio, & Ramaswamy, 2014), they also face
liability of origin that reduces challenges as to their
legitimacy (Pant & Ramachandran, 2012).

Table 1 summarizes the types of institutional
voids and firm responses examined in each article
included in this special issue. Below, we examine
these articles’ contributions to the institutional
voids literature.

Kim and Song’s (2016) study focuses on institu-
tional voids related to capital market development
and the efficient allocation of financial resources
for investment and economic growth. While well-
functioning stock markets produce and disseminate
high-quality information that improves investment
decisions and the completion of transactions, less
developed stock markets increase information
asymmetry between buyers and sellers, and in turn,
the transactions costs associated with such deci-
sions. To shed light on this relationship, Kim and
Song examine how stock market development
influences abandonment of merger and acquisition
deals after their public announcement. This study
demonstrates that underdevelopment of capital
markets increases the likelihood of costly M&A
deal abandonments for domestic firms – a form of
exit strategy – whereas more developed capital

markets reduce the incidence of abandoned deals
due to the availability of better upfront information
that can improve the quality of such deals.
Interestingly, this relationship is confirmed only

for acquiring firms without affiliations with busi-
ness groups. Business groups control key informa-
tion and resources related to such decisions
through superior internal markets that can ‘‘mimic’’
developed external institutions (Khanna & Palepu,
2000). Acquiring firms affiliated with such groups
are in a position to take advantage of these internal
markets (Kim, Kim, & Hoskisson, 2010; Manikan-
dan & Ramachandran, 2015; Chang & Hong, 2000;
Elango & Pattniak, 2007; Fisman & Khanna, 2004;
Makhija, 2004). Thus such firms are unaffected by
less developed external capital markets. Further-
more, the benefits that business group-affiliated
firms derive from internal capital markets do not
disappear as external capital market institutions
become better developed. It appears that internal
and external markets are, to some extent, inter-
changeable in reducing transaction costs. The focus
on M&A deal completion of this study allows us to
more closely assess the effects of institutional voids
on transaction costs experienced by firms, as well as
better appreciate the value of an internalization
strategy in reducing these transaction costs.
The article by Kingsley andGraham (2017) stresses

a different type of institutional void relating to
public dissemination of information that helps to
inform investment decisions. They draw onMakhija
and Stewart (2002), who suggest that the specific
institutions employed in a given environment
influence the nature of information generated in
that environment. For example, well-developed
stock markets such as those in the United States

Table 1 Framework for organizing the special issue articles

Authors Type of Institutions Nature of Institutional

Void

Responses to institutional Void

Pinkham &

Peng

Regulatory institutions related

to nonmarket exchange

Weak contract

enforcement

Institutional borrowing Building contract safeguards by

using another country’s institutions

Graham,

Johnston &

Kingsley

Less formal institution that

supports market exchange

Unavailability of

investment-related

information

Substitution Using firm’s private information to bridge

the information void for better investment decisions

Kim & Song Regulatory institutions

governing market exchange

Poorly functioning capital

markets

Internalization Internalizing activities to reduce

transaction costs

El-Ghoul,

Guedhami &

Kim

Formal & informal institutions

governing market exchange

Bureaucratic and

inefficient capital markets

Signaling Using CSR to convey credibility and reduce

transaction costs

Marono,

Tashman &

Kostova

Informal institutions affecting

social exchange

Negative attribution from

weak governance systems

Signaling Using CSR to enhance legitimacy
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create demand for highly accurate and timely infor-
mation on firms and the myriad of factors that have
a bearing on their performance. Government dis-
semination of accurate information about the func-
tioning of the economy is a valuable component of
this information. The nature of such information is
such that, for the most part, only governmental
agencies will be in a position to ensure its availabil-
ity. Thus Kingsley and Graham note that the lack of
such information creates ‘‘information voids’’.
When faced with information voids, these authors
suggest that foreign investors’ own private informa-
tion can serve as a substitute source of information.
However, variations in the private information of
different types of investors – ranging from foreign
direct investors, foreign portfolio investors to banks
– influence its value as a substitute for this purpose.
For this reason, foreign investors are not equal in
their ability to manage information voids. Indeed,
while bank-related investment flows are least
affected by severe information voids due to their
superior private information, portfolio investment
flows aremost negatively affected due to lack of deep
knowledge of local operating conditions, and direct
investment flows are moderately affected in this
regard.

The study by Kingsley and Graham, which high-
lights the use or leveraging of the firm’s own
private information to stand in for missing public
information, points to the conditions under which
a substitution strategy is valuable for managing
institutional voids. A substitution strategy is dis-
tinct from the internalization of markets approach
commonly discussed in the institutional voids
literature, which stresses the development of speci-
fic capabilities within the firm that will allow it to
accomplish key value-creating activities on its own.
The need to develop such capabilities internally
stems from the inability to rely on other firms that
could reliably perform the same function. Examples
include the manufacturing of components in-
house when external suppliers are scarce or when
inadequate contract laws lead to higher transaction
costs due to opportunistic behavior of other firms,
the creation of ongoing firm-specific training pro-
grams when external educational institutions are
inadequate, and the development of internal
sources of capital when external funding sources
are limited. In contrast to such as an approach in
which the firm internalizes new capabilities, func-
tions and activities, a substitution strategy involves
the reliance on a firm’s already existing knowledge
when information typically provided by the

government is unavailable or limited, resulting in
an information void. The firm will not attempt to
search out or recreate the missing public informa-
tion, since this requires the incurring of significant
costs, and instead draw upon its private accumu-
lated experience to proxy for it. Not all firms have
private knowledge that can serve this purpose,
however. The greater the information void, the
more difficulty such firms will have in making good
investment decisions. In this case, a substitution
strategy suggests that the only option for the firm is
to exit this environment.
An alternative strategy for foreign firms to respond

to institutional weaknesses in the functioning of the
court system and contract enforcement in one
country is by explicitly drawing upon the superior
court-based institutions of another country. This
approach, discussed by Pinkham and Peng (2016), is
called ‘‘institutional borrowing’’, and refers to the
use of institutions from outside the domestic insti-
tutional environment. This concept has been also
explored by Siegel (2005) and others as it relates to
foreign firms from institutionally fragile markets
‘‘borrowing’’ institutions through the listing of their
securities in developed countrymarkets. In so doing,
they are able to reap the legitimacy associated with
the governance and oversight qualities of those
markets. Building from this literature, Pinkham and
Peng (2016) highlight the case of international joint
ventures (IJV), for which contracts play a funda-
mental role in establishing the rules governing the
relationship between the partners, including such
features as arbitration and exit conditions (note that
arbitration clauses are also common in developed
country markets). It is through the contract that
foreign MNEs and local firms establish the gover-
nance of the venture and adapt enforcement mech-
anisms to their needs. In light of this, when contract-
related institutions in the host market are weak and
unreliable, transaction costs associated with the
IJV’s governance will increase. To mitigate the costs
of enforcement, search and negotiation in such
contexts, Pinkham and Peng suggest that institu-
tional borrowing will be more likely to occur.
Reliance on better functioning institutions of
another country will reduce these transaction costs,
and create a more efficient governance approach
than relying on the host country’s weaker
institutions.
Even though Pinkham and Peng’s article focuses

on the value of institutional borrowing for a foreign
firm that enters into an IJV contract in a country
with poorly functioning court systems and
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inadequate contract enforcement, institutional
borrowing is likely to be an effective strategy for
almost any type of contractual relationship in
environments with this type of institutional void.
While the value of institutional borrowing is clear
when foreign firms enter into contractual relation-
ships in countries with underdeveloped contract
enforcement mechanisms, such a strategy may also
work for other types of cross-border business activ-
ities. For example, Li and Vashchilko (2010) suggest
that cross-national security agreements serve as a
form of institutional borrowing that reduces trans-
action costs for MNEs through lower political risks,
resulting in higher bilateral investment flows
between high- and low-income countries.

The next two articles of the special issue examine
nonmarket strategic approaches to managing insti-
tutional voids. The study by El-Ghoul, Guedhami
and Kim (2016) suggests that corporate social
responsibility activities (CSR) help firms to over-
come transaction costs created by a variety of
institutional voids. By enhancing the firm’s social
capital with external stakeholders, these authors
argue that CSR helps the firm reduce its risk,
increase trust and improve exchange agreements.
Indeed, they show that firms engaging in CSR in
countries characterized by weaker capital markets,
more limited business freedom, and weaker legal
institutions have better business outcomes than
those undertaking CSR in countries with stronger
institutions. These interesting findings suggest that
the value of CSR lies in the creation of strong
relationships between the firm and other economic
actors that translate into better access to resources.
The evidence that the relationship between CSR
and firm value is stronger in countries characterized
by greater institutional voids support the notion
that CSR is an important strategic tool in such
contexts, through its ability to signal the firm’s
positive attributes and generate goodwill.

Drawing on a similar rationale but in a differing
context, Marano, Tashman and Kostova (2016)
examine the role of CSR in generating greater
legitimacy for multinational firms whose home
countries have significant institutional voids. The
poor institutional conditions of such firms’ home
countries, which can include political instability,
low regulatory quality and corruption, give rise to
their negative stereotyping in host countries.
Through reporting of CSR practices, these MNEs
reduce the negative perceptions in host countries
about their ability to conduct business in a legiti-
mate manner. The authors suggest that CSR may

therefore be a strategy to overcome the negative
imagery associated with home country institutional
voids that influence their legitimacy in their host
country. Through their overall CSR activities, they
are able to convey their commitment to product
quality and safety, environmental and social stew-
ardship and anti-corruption behaviors. This argu-
ment is in line with Montiel, Husted and
Christmann (2012), who show that in environments
characterized by governmental corruption, local
firms use CSR as a means to show foreign stakehold-
ers that they are legitimate and trustworthy part-
ners, even in the absence of governmental authority.
Firms that operate in an environment character-

ized by greater institutional voids are likely to face
higher costs due to reduced information flows,
underdeveloped factor markets, and limited market
intermediaries. In such a context, they search for
ways to improve their access to vital resources and
increase efficiencies. Their ability to convey to
stakeholders that they are superior to other firms as
members of society enhances both their reputation
and visibility, and helps to form relationships in the
community that can enhance preferential access to
otherwise scarce resources. In this way, CSR serves as
an important signaling strategy in an institutionally
underdeveloped environment. As both the El-
Ghoul, Guedhami and Kim, and Marano, Tashman
and Kostova studies suggest, CSR plays a role in
distinguishing the firm from others in its home
environment, enhancing its image, and improving
resources. In both cases, the value of CSR to the firm
increased as home institutional voids increased. It is
a particularly interesting insight that home institu-
tional voids continue to plague a firm evenwhen it is
operating away from its home country, and requires
a strategic response.
The five articles included in this special issue

considered a variety of different types of institu-
tional voids, including those relating to capital
market development, legal systems and contract
enforcement, business restrictions, rule of law and
corruption, and the production and dissemination
of public information. It is clear from these studies
that both domestic and foreign firms face repercus-
sions from institutional voids, and therefore, both
must develop strategic responses to them. Taken as
a whole, the studies uncover four different types of
strategies that can be used to address such voids.
Kim and Song demonstrated the value of an
internalization strategy in this regard, showing how
business groups’ well-developed internal markets
reduce M&A deal abandonment irrespective of the
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extent of institutional voids in capital markets.
Kingsley and Graham showed the value of a
substitution strategy in the face of information voids,
in which foreign investors draw on their local
private information to make up for the lack of local
public information. Pinkham and Peng attest to the
value of an institutional borrowing strategy when
encountering institutional voids in contract
enforcement, by which firms incorporate the supe-
rior-functioning institutions of another country in
lieu of local ones into the contract. Finally, El-
Ghoul and co-authors point to the strategic value
of a signaling strategy through CSR for enhanced
access to capital and other resources in the face of
different types of institutional voids. Marano and
co-authors direct our attention to the effects of
home country institutional voids on MNEs’ per-
ceived liability of origin in host countries, and to
the benefits of signaling legitimacy through CSR to
reduce these negative perceptions.

We capture the types of institutional voids
investigated in the articles in this special issue by
mapping them onto a 2 9 2 framework, with those
relating to formal and informal institutions on one
axis and market and nonmarket exchanges on the
other. Our framework is consistent with Funk and
Hirschman’s (2017) argument that firms’ strategies
address both formal and informal institutions by
market and nonmarket exchanges.

SUGGESTIONS FOR FUTURE RESEARCH
Our review of scholarship on institutional voids
and the articles in the special issue demonstrate the
growing contributions to this emergent literature
and the progress that has been made thus far in
refining theoretical conceptualizations of institu-
tional voids and firm responses to them. Nonethe-
less, both IB scholarship and the articles in this
special issue have their limitations, providing
opportunities for additional scholarship to further
extend this research domain.

It is interesting to note that virtually all research
on this topic conceptualizes institutional voids as
constraints. This message is also evident in the
studies published in this volume: In countries with
institutional voids, firms need to figure out how to
respond. Whether through internal markets within
business groups (Kim & Song, 2016), using their
own private knowledge (Kingsley & Graham, 2017),
engaging in corporate social responsibility (El-
Ghoul, Guedhami, & Kim, 2016; Marano, Tash-
man, & Kostova, 2016), borrowing institutions

from elsewhere (Pinkham & Peng, 2016), or exiting
(Kim & Song, 2016; Kingsley & Graham, 2017),
simply reacting may be a more passive approach. It
may be that a more proactive approach, in which
firms attempt to change their institutional envi-
ronment, yields greater benefits. For instance, work
in institutional theory views institutional voids as
prevalent at the interface between absent/weak
formal institutions and multiple informal institu-
tions. It is argued that such institutional pluralism
provides room for discretionary action (Kraatz &
Block, 2008). In other words, institutional voids are
understood as ‘opportunity spaces’ for agency (Mair
& Martı́, 2009; Saka-Helmhout & Geppert, 2011;
McKague, Zietsma, & Oliver, 2015; Venkataraman
et al., 2016). Given that organization-specific
advantages evolve through actively innovating
around institutions (Cantwell et al., 2010), rather
than through passive countering measures, there is
a significant opportunity for IB scholarship to
investigate ways in which institutional voids enable
market and nonmarket actors to shape and trans-
pose institutions in the pursuit of competitive
advantage.
Much of the current literature assumes that actors’

incentives and expectations are shaped primarily by
formal rules. However, as some of the studies in this
special issue have suggested, we risk losing much of
what drives responses to institutional voids by
adopting such a narrow focus. We therefore suggest
that future research givesmore rigorous attention to
voids related to both formal and information insti-
tutions, including comparison of their relative
effects on firm strategies.
While limitations in formal institutions are more

easily observed, informal institutions are also likely
to play a more significant role in affecting voids
than currently conceptualized. The weak or fluid
nature of institutions in emerging markets suggests
that activities of firms revolve more around social
networks and on family or other social connections
(e.g., Dieleman & Boddewyn, 2012). For example,
even though societal beliefs about women had not
been previously related to institutional voids, Mair
et al. (2012) shed important light on the systematic
influence of this cultural norm on access to
entrepreneurial opportunities. It is likely that other
informal institutions also have an influence on the
functioning of markets and creation of voids. Thus
a broader consideration of both formal and infor-
mal institutions will provide us with a more in-
depth understanding of both the causes and con-
sequences of institutional voids.
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Future research can also reflect more on how
formal and informal institutions interact with each
other. The nature of this interaction may be
reinforcing, accommodating, substituting, or com-
peting (Helmke & Levitsky, 2004). Depending on
whether informal institutions reinforce/substitute
for or compete with formal institutions, firms can
be exposed to different strengths of institutional
voids. For example, when informal institutions fill
gaps by addressing contingencies that are not
completely addressed by formal rules, they may
enhance efficiency. In this way, existence of com-
plementary institutions may reduce the extent of
institutional voids. Similarly, substitutive informal
institutions may take the place of formal institu-
tions that are either missing or ineffective. On the
other hand, certain informal institutions may
actually compete with formal institutions, resulting
in voids. An illustration of this would be an
institutional environment in which a legal system
with reasonably strong contract law coexists with
informal institutions that stress relationship-based
transactions. Such conflicting institutions may
influence how contracts are enforced, possibly
resulting in incomplete contracts and/or creating
greater uncertainties in their enforcement.

Although the issue of informal institutions sub-
stituting for formal ones has figured in the IB
literature as an important dynamic on how firms
interact with home and host country institutional
voids, we still know little about how firms and
governments as interdependent actors (Campbell &
Lindberg, 1990) are informally influenced by

institutions and also shape them. In addition,
international business research has not yet given
sufficient attention to market failures, how they
result in corruption, rent seeking and market
power. Doh et al. (2003) documented the recursive
relationship between social and economic underde-
velopment and corruption, illustrating that insti-
tutional fragility begets economic and social
indigence which, in turn, further erodes institu-
tions. Under these conditions, MNEs are deterred
from investing or they greatly reduce their expo-
sure, especially when corruption is arbitrary and
unpredictable. We would encourage further explo-
ration of the conditions when institutional voids
are too severe to mitigate, such as those occurring
in so-called fragile or failing states.
Research on institutional change is still at a

nascent stage in international business research
(Carney et al., 2016). We know little about the risks
created by systemic institutional failures and their
effects on international business, despite some
scholarly effort to understand them (Oh & Oetzel,
2011). When ongoing failure of formal institutions
results in their continual change, the uncertainty
that emanates from this change may itself create all
sorts of market distortions (e.g., low trust, abuse by
more powerful economic actors such as banks or
large firms, endemic corruption among politicians,
and so on), and result in higher transaction costs
for both local and foreign firms. In such situations,
causes and consequences are difficult to disentan-
gle making it difficult for firms to diagnose the
nature of the voids they are facing. It may be useful

Ins�tu�onal Borrowing Strategy

Nonmarket Exchange 
(Poli�cal, social)

Market Exchange
(Capital, labour, product)

Signalling  StrategySubs�tu�on / Signalling Strategies

More Informal ins�tutions
(Cogni�ve, norma�ve)

More Formal ins�tu�ons 
(Regulatory)

Internaliza�on Strategy

Figure 1 Responses to institutional voids.
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for IB scholars to consider in greater depth how
such organizational decisions are made, drawing
upon and extending prior work that has examined
how foreign firms respond to complex environ-
mental challenges (Child & Rodrigues, 2011;
Rivera-Santos et al., 2012).

The studies included in this special issue have
shed some light on how firms respond to different
types of institutional voids. We offered a prelimi-
nary framework, presented in Figure 1, showing the
varying types of responses firms might adopt in
relation to voids stemming from different institu-
tional conditions. We believe that further testing
and refinement of this framework will enhance our
understanding of firms’ responses to voids. While
we suggest that voids vary in terms of the nature of
institutions and type of exchange undertaken, in
turn influencing the nature of responses that best
address them, we may not have captured the range
of possible responses that might suitably address
voids. Research comparing different approaches
adopted by firms for addressing similar types of
voids would be very helpful in providing insights
on which strategies are most appropriate for reduc-
ing specific transaction costs. Future research might
also consider possible spillover or contagion effects
of responses to institutional voids. As firms adopt
similar approaches to institutional voids, they may

also develop parallel competencies. Furthermore, it
is possible that firms’ responses to voids result in
valuable competencies that more effectively reduce
transaction costs than relying on external institu-
tions. Approaches such as these are likely to provide
important new insights into how institutional
voids impact firms.
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NOTE

1Signaling explains behavior under information
asymmetry, and is used by one party to indicate its
level of credibility to another (Spence, 1973, 2002;
Sliwka, 2007). While this notion has broad application
to the functioning of markets, the four strategies
discussed here differ in the emphasis placed on
signaling. The primary objective of a signaling strategy
is to convey information to others, whereas the role of
signaling is less central to the other three.
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