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RELATIONAL EMBEDDEDNESS, INSTITUTIONAL DISTANCE, AND 
PARTNER SELECTION DECISIONS ACROSS BORDERS 

 

 

ABSTRACT 
  
We examine the neglected question concerning how varying institutional distance between 

potential partners in different countries influences the role of relational embeddedness in 

cross-border partner selection decisions. We develop an integrative perspective where the 

institutional context in which partner selection decisions occur defines boundary conditions 

to the relational embeddedness approach to partner selection decisions. We construct a 

unique, novel dataset from various sources, comprising 1021 venture capital investments in 

12 European countries in which 391 different local venture capital investors invited 302 

different foreign investors from 14 European countries. Adopting a case-control analytical 

approach we find that the effect of relational embeddedness on partner selection is positively 

moderated by the regulatory, cognitive and normative distance between the institutions in 

which the local and foreign partners operate. 

 
 

INTRODUCTION 

Firms entering interorganizational relationships face considerable uncertainty given the 

unpredictability of the behavior of partners and the associated costs of opportunism (Gulati, 

1995a; Williamson, 1985). The choice of appropriate partners, therefore, is a key decision in 

the governance of interfirm alliances (Inkpen & Beamish, 1997; Li, Eden, Hitt, & Ireland, 

2008; Parkhe, 1993). Relational embeddedness or direct previous partner experience is a 

major driver of partner selection decisions in interfirm relationships (Chung, Singh, & Lee, 

2000; Gulati & Gargiulo, 1999; Li et al., 2008; Li & Rowley, 2002; Madhok, 2006; Shah & 
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Swaminathan, 2008). Through repeated interactions relational embeddedness facilitates the 

formation of trust, information transfer, and increases joint problem solving between partners 

(Uzzi, 1997). By focusing on embedded relationships risks and uncertainties in selecting 

collaborative partners may be mitigated (Chung et al., 2000; Gulati & Gargiulo, 1999; Li & 

Rowley, 2002; Uzzi, 1996). However, embedded ties may limit the formation of new ties 

with other organizations. This might be problematic as firms entering foreign markets may 

have limited direct experience with local partners.  

While relational embeddedness is important in the context of such cross-border interfirm 

relationships (Madhok, 2006), its impact might be moderated by institutional conditions 

(Hoskisson, Eden, Lau, & Wright, 2000; Meyer, 2001; Meyer, Estrin, Bhaumik, & Peng, 

2009; Wright, Filatotchev, Hoskisson, & Peng, 2005a). In the context of firm 

internationalization, the host country institutional framework significantly shapes foreign 

market entry strategies (Meyer et al., 2009; Peng, 2003) and the choice of investment partners 

in international joint ventures (Dickson & Weaver, 1997; Roy & Oliver, 2009). However, 

questions of how institutions such as country-level legal and regulatory frameworks influence 

partner selection decisions have been relatively unexplored (Li & Ferreira, 2008; Roy & 

Oliver, 2009). This is an important omission. 

Absent relationally embedded ties, firms can rely on institutional cues to establish trust in 

a partner without prior first-hand knowledge.  National differences in value systems, culture, 

and institutions likely influence initial trust (Ariño, de la Torre, & Ring, 2001) and, therefore 

partner selection decisions. Several authors have examined the effects of cultural distance on 

the governance of international operations (Kogut & Singh, 1988; Lee, Shenkar, & Li, 2008) 

but the impact of institutional distance between host and foreign country on partner selection 

decisions across borders has been largely neglected (Li & Ferreira, 2008). Institutional 

distance is the difference/similarity between the regulatory, cognitive, and normative 
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institutions of the two countries (Kostova & Zaheer, 1999). An interesting and unanswered 

question, therefore, is how does varying institutional distance between potential partners in 

different countries influence the role of relational embeddedness in cross-border partner 

selection decisions?  

Addressing this key question, we advocate an integrative perspective where the 

institutional context in which partner selection decisions occur defines boundary conditions 

to the relational embeddedness approach to partner selection decisions. Specifically, we argue 

that the probability of cross-border interfirm cooperation between a local and a foreign firm 

increases the higher the relational embeddedness between the local and the foreign firm. 

Further, we hypothesize that this relationship will be moderated by three aspects of the 

institutional environment: 1) the regulatory distance between the local and the foreign firm, 

2) the cognitive distance between the local and the foreign firm, and 3) the normative 

distance between the local and the foreign firm.  

Our empirical context is the formation of one particular form of interorganizational 

relationship, namely cross-border equity investment syndicates in the European venture 

capital market in the period 1997 to 2008. An equity syndicate involves two or more venture 

capital firms taking an equity stake in an investment for a joint payoff, either in the same 

investment round or, more broadly, at different points in time (Brander, Amit, & Antweiler, 

2002). There are two main reasons why this context is particularly appropriate to study our 

research question. First, as venture capital firms entering syndicates face considerable 

uncertainty given the unpredictability of the behavior of partners, a venture capital firm’s 

selection of appropriate partners is a critical decision (Dimov & Milanov, 2009; Sorenson & 

Stuart, 2008). Further, the choice of partners determines the skills, knowledge, and resources 

a portfolio firm will gain access to (Brander et al., 2002; Manigart et al., 2006). Second, 

institutional arrangements play a key role in the context of cross-border venture capital 
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investing and, therefore, familiarity with the local institutional environment will be of major 

importance (Armour & Cumming, 2006; Guler & Guillén, 2011; Meuleman & Wright, 2011; 

Wright, Pruthi, & Lockett, 2005b). We construct a unique, novel dataset from a variety of 

sources. The total sample consists of 1021 venture capital investments in 12 European 

countries in which 391 different local venture capital investors invited 302 different foreign 

investors from 14 European countries. Following Sorenson and Stuart (2008), we employ a 

case-control research design to analyze the data. 

Overall, this article makes a number contributions. First, we add to the partner selection 

literature by responding to calls for the incorporation of the broader institutional context in 

which partner selection decisions occur (Shah & Swaminathan, 2008; Sorenson & Stuart, 

2008; Zaheer & Zaheer, 2006). We argue that institutions moderate the effect of relational 

embeddedness on partner selection decisions. More specifically, relational embeddedness 

becomes less important for selecting partners when the normative, cognitive, and regulatory 

institutions of the local and the foreign country are similar. By combining relational 

embeddedness with institutional distance, we shed more light on the relative importance of 

each factor for the formation of cross-border interfirm relationships.  

Second, we add to the international business literature. While previous studies have 

provided a fine-grained analysis of entry strategies by using an institution-based view of 

business strategy (Meyer et al., 2009; Oliver, 1997; Peng, 2003), our study extends this line 

of research by studying a key decision in international alliance strategy, namely partner 

selection decisions.  

Third, we add to studies that have identified boundary conditions to the relational 

embeddedness approach to partner selection decisions, such as market uncertainty (Podolny, 

(1994),  organizational performance relative to aspiration levels (Baum et al., 2005), and the  

emergence of highly popular event (Sorenson & Stuart 2008). We contribute to this stream of 
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literature by adding an institutional lens to identify additional factors that influence the role of 

relational embeddedness for partner selection decisions.  

The rest of this paper is organized as follows. First, we discuss the theory and provide our 

theoretical framework and related hypotheses. Second, we introduce the research setting of 

our study. The following section outlines the data and method used in the analyses. Next, we 

present the findings from the empirical analyses. Finally, we discuss our findings, conclude, 

and outline potential avenues for future research. 

 

THEORY AND HYPOTHESES 

Relational Embeddedness and Partner Selection Decisions  

Given bounded rationality and self-interested or opportunistic behavior, inter-

organizational relationships  can be plagued by failures of cooperation and coordination, 

especially in situations of bilateral dependence between exchange partners (Gulati, Lawrence, 

& Puranam, 2005; Gulati & Singh, 1998; Williamson, 1979). Problems of cooperation arise 

from conflicts of interest. Under assumptions of self-interest, collectively beneficial outcomes 

fail to arise due to actions motivated by the private benefits to individuals (Gulati & Singh, 

1998). In contrast, coordination problems arise due to the lack of shared and accurate 

knowledge about the decision rules that others are likely to use and how one’s own actions 

are interdependent with those of others (Gulati et al., 2005; Milgrom & Roberts, 1992). The 

challenges of cooperation and coordination appear even more severe once the dynamic and 

uncertain nature of the environment is taken into account. In changing circumstances, 

exchange partners have both to adapt to factors that were foreseen and  unforeseen at the 

initiation of the transaction (Puranam & Vanneste, 2009). 

Both formal and informal mechanisms exist to deal with cooperation and coordination 

concerns (Das & Teng, 1998; Puranam & Vanneste, 2009). An extensive body of work, 
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including transaction cost economics, has promoted formal governance mechanisms that 

provide the necessary safeguards and adaptation mechanisms to protect economic exchange 

from the consequences of interfirm hazards (Williamson, 1975). However, with incomplete 

contracts, even the most protective governance structure can fail to reduce cooperation and 

coordination concerns in interfirm alliances (Li et al., 2008).  

Informal mechanisms such as trust can help deal with incomplete contracting and 

provides benefits similar to those of formal governance (Granovetter, 1985; Gulati, 1995a; 

Uzzi, 1997). One such mechanism is the choice of trusted partners (Gerringer, 1991; Gulati, 

1995b; Inkpen & Beamish, 1997; Li et al., 2008; Li & Ferreira, 2008). Several studies have 

identified relational embeddedness or direct previous partner experience as a main driver of 

partner selection decisions (Chung et al., 2000; Gulati & Gargiulo, 1999; Li et al., 2008; Li & 

Rowley, 2002; Madhok, 2006; Shah & Swaminathan, 2008; Sorenson & Stuart, 2008). Firms 

prefer to work with partners with whom they are relationally embedded because it reduces the 

risks and uncertainty associated with interorganizational exchange (Chung et al., 2000; Gulati 

& Gargiulo, 1999). As firms interact repeatedly over time, they create trust, information 

sharing routines, and joint problem solving arrangements (Gulati, 1995; Uzzi, 1997). 

Supporting the argument of trust is the precedent in the alliance literature of equating prior 

ties with trust (Dyer & Singh, 1998; Gulati, 1995a; Li et al., 2008). Trust reduces uncertainty 

surrounding a partner’s behavior and hence the transaction costs involved with screening 

potential partners, writing contracts and monitoring partners ex-post (Chiles & McMackin, 

1996). Trust reduces the propensity to guard against opportunistic behavior by encouraging 

actors to adopt an orientation toward another actor that assumes the other party’s intentions 

and motives are benevolent (McEvily, Perrone, & Zaheer, 2003). Absent trust, monitoring 

and safeguarding are mechanisms to manage cooperation problems by influencing other’s 

behaviors and protecting oneself. Relying on trust entails relaxing oversight and granting 
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autonomy to others. For example, one way trust reduces safeguarding is by allowing actors to 

accept incomplete contracts or agreements. By reducing efforts and investments in taking 

precautions against potential losses, trust liberates resources that can be put to more 

productive use (McAllister, 1995). In some situations, trust may be the primary organizing 

principle, such as when monitoring and formal controls are difficult and costly to use 

(McEvily et al., 2003). Given cultural, language and institutional differences, trust becomes 

even more important when forming interfirm relationships across borders (Hitt, Dacin, 

Levitas, Arregle, & Borza, 2000).  

We argue, therefore, that relational embeddedness will drive partner selection decisions in 

cross-border syndicates. Hence: 

 

Hypothesis 1. There is a positive relationship between relational embeddedness and the 

probability of a cross-border syndicate between a local venture capital firm and a foreign 

venture capital firm. 

 

Institutions and Partner Selection Decisions  

 The relational embeddedness approach to partner selection assumes that trust evolves 

gradually over time through repeated successful interaction (Madhok, 2006) and, therefore, 

has to be carefully nurtured. Creating a foundation of trust is a slow, time consuming, and 

expensive process requiring a significant investment of resources – financial, temporal, and 

managerial (Madhok, 2006; Mayer & Davis, 1995; Ring & Van de Ven, 1992; Zucker, 1986). 

However, new partners often exhibit high levels of initial trust (Kramer, 1994). One 

important driver of initial trust is based on institutional cues that enable one actor to trust 

another without prior firsthand knowledge (McKnight, Cummings, & Chervany, 1998). 

Zucker (1986) argues that the institutional basis of trust is perhaps the most critical 
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determinant of trust in society. Institutions are the “humanly devised constraints that structure 

political, economic and social interaction” (North, 1990: 97).  

Scott (1995) defines three types of institutions: normative, regulatory, and cognitive. The 

regulative pillar refers to the formal rules and regulations as sanctioned by a state (North, 

1990), while the normative pillar refers to legitimate means to pursue goals (Scott, 1995). 

The cognitive pillar, on the other hand, refers to the beliefs and value system of a society 

(DiMaggio & Powell, 1983). One of the central underpinnings of institutional theory is that 

organizational actors are influenced by “common understandings of what is appropriate and, 

fundamentally, meaningful behavior” (Zucker, 1983: 105). Organizations are embedded in a 

broader institutional environment, and institutional theory stresses the ability of institutions to 

influence organizations to conform to practices, policies, and structures that are consistent 

with institutional preferences (Meyer & Rowan, 1977).  

 Building on Scott’s definition, Kostova (1996) defined institutional distance as the 

difference/similarity between the regulatory, cognitive, and  normative  institutions  of  two 

countries. Institutional distance increases the liability of foreignness and, therefore, affects 

the cost of doing business abroad (Eden & Miller, 2004). These costs can be classified into 

two categories: unfamiliarity hazards and relational hazards. Unfamiliarity hazards arise from 

lack of knowledge of the host environment (Caves, 1971). Relational hazards are associated 

with problems in managing relationships at a distance and include costs of monitoring, 

dispute settlement, opportunistic behaviour of local partners, and lack of trust in unknown 

partners (Buckley & Casson, 1998; Henisz & Williamson, 1999). Institutional distance has 

been used to explain multinational firm behavior in terms of building organizational 

legitimacy in host countries (Kostova & Zaheer, 1999), the transfer of organizational 

practices from the parent to its subsidiaries (Kostova & Roth, 2002), and location decisions 

and mode of entry strategies (Xu & Shenkar, 2002). 
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 Lane and Bachmann (1996) posit that the development of trust in interfirm business 

relationships depends on shared expectations shaped by the institutional environment in 

which the actors are embedded. Common institutions have the potential to generate shared 

economic, technical, cultural and social knowledge and to produce collectively accepted 

norms of business behavior. National differences in value systems, culture, and institutions 

between countries are likely to influence initial trust between partners (Ariño et al., 2001) 

and, therefore, may also influence partner selection decisions. 

If institutional distance affects the development of trust between partners in different 

countries, it might influence the impact of relational embeddedness on cross-border partner 

selection decisions. To develop this perspective, we decompose institutional distance into its 

three component parts (Scott, 1995) – regulative, normative, and cognitive distance – and  

develop hypotheses with respect to the impact of institutional distance on the relationship 

between relational embeddedness and partner selection decisions. Our conceptual framework 

appears in Figure 1. 

***Insert Figure 1 about here*** 

Relational Embeddedness, Institutional Distance and Partner Selection Decisions 

Across Borders 

 Institutional theory argues that similarities and differences in venture capital behavior 

around the world are the result of the configuration of normative, cognitive and regulatory 

institutions in each country (Bruton, Fried, & Manigart, 2005; Hoskisson et al., 2000). In the 

following paragraphs, we focus on the impact of regulatory, cognitive and normative distance 

between the institutional environment of the host and foreign country in the context of cross-

border venture capital investing for cross-border partner selection decisions.   

Regulatory distance. A key aspect of the institutional environment in which venture 

capital firms operate is the regulatory framework of a country (Black & Gilson, 1998; 
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Bottazzi, Da Rin, & Hellmann, 2009; Bruton et al., 2005; Jeng & Wells, 2000). Regulatory 

forces include the laws and political powers that regulate individual and organizational action 

(Scott, 1995). Legal institutions can vary significantly even in different nations sharing 

similar cultural traits and even being physically close to each other (Wright et al., 2005a). 

The roots of the differences in legal institutions emanate from the distinction between two 

major families of legal systems, common law and civil law. Common law systems build on 

the legal precedent established by judges as they resolve individual cases; those case opinions 

have the force of law and strongly influence future decisions. The civil law tradition uses 

statutes and comprehensive codes as the primary building blocks, relying heavily on legal 

scholars to formulate and interpret its rules. Research examining the impact of common and 

civil law on business has shown significant differences in voting rights attached to shares, 

protection of shareholder voting mechanisms against abuse by management, and remedial 

rights of minority shareholders in different nations (La Porta, Lopez-de-Silanes, & Shleifer, 

1999; La Porta, Lopez-de-Silanes, Shleifer, & Vishny, 1998).  

Differences in legal origin between the local and foreign country likely increase the 

importance of relational embeddedness for cross-border partner selection decisions. First, 

several studies in the venture capital literature have shown that the transfer to other countries 

of the contractual arrangements and operational routines specifically developed for a certain 

country may prove problematic (Bottazzi et al., 2009; Kaplan, Martel, & Strömberg, 2007). 

For example, although convertible instruments are a key feature of venture capital markets in 

common law code countries such as the US and UK, this is not the case in civil code 

countries which may prohibit such instruments (Cumming & Fleming, 2004; Mayer, Schoors, 

& Yafeh, 2005). In order to operate in a foreign country with a different legal system venture 

capital firms, therefore, require specific knowledge about the local environment (Guler & 

Guillén, 2009; Mäkelä & Maula, 2008; Meuleman & Wright, 2011; Wright et al., 2005a). 
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Embedded relationships facilitate knowledge transfer between partners through the 

development of relationship-specific heuristics and interorganizational routines (Zollo, Reuer 

& Singh, 2002). In addition, embedded relationships facilitate the transfer of a wider range of 

prior knowledge than arm’s length relationships (Reagans & McEvily, 2003). Increased 

information transfer reduces coordination costs, in turn facilitating iterative learning (Doz, 

1996). Relying on embedded partners, therefore, enables the process of acquiring knowledge 

of the local institutional environment.  

Second, institutional structures orientate the expectations and actions of social actors 

toward specific patterns of behavior (Bachmann, 2001). In the context of venture capital 

investing, venture capital firms in countries with a common law tradition more likely use 

financial instruments as contractual devices that shift control rights to investors depending on 

the performance of the venture than venture capital firms in civil law countries (Bruton, 

Filatotchev, Chahine, & Wright, 2010; Cumming, Schmidt, & Walz, 2010). Evidence also 

shows significantly greater venture capital monitoring of investments in the UK than in 

France (Sapienza, Manigart, & Vermeir, 1996). Further, different legal systems are also 

related to different types of exits (Cumming, Fleming, & Schwienbacher, 2006). In common 

law countries, with stock-market oriented capital markets, IPO exits are more common 

compared to civil law countries with bank-centered capital markets (Black & Gilson, 1998). 

These differences in institutional arrangements require different approaches to deal 

management and post-investment monitoring (Bruton et al., 2010; Wright et al., 2005b), 

which might cause coordination problems between the partners given different goals and 

expectations. Relying on embedded relationships helps reduce potential coordination 

problems, which in turn facilitates iterative learning and mutual adjustment (Doz, 1996).   

 We argue, therefore, that firms are more likely to select partners to whom they are 

relationally embedded when the regulatory distance between the countries is higher. Hence: 
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Hypothesis 2. The positive relationship between relational embeddedness and the 

probability of a cross-border syndicate between a local venture capital firm and a foreign 

venture capital firm is moderated by the level of regulatory distance, such that the 

relationship is stronger at higher levels of regulatory distance. 

 

Cognitive distance. Cognitive processes build from the culture of a society and shape 

individuals’ views of what is possible and what actions should not be considered (Scott, 

1995). National cultures are often represented by building on the concept of values. Values 

refer to desirable goals and to the modes of conduct that promote these goals. They serve as 

standards to guide the selection, evaluation, and justification of behavior, policies, and events 

(Smith & Schwartz, 1997). There are strong forces within nations to create and maintain a 

shared culture (Hofstede, 1980). Cultural distance has been used to explain a wide range of 

multinational strategies (Tihanyi, Griffith, & Russell, 2005). 

Relational embeddedness might be more important for cross-border partner selection 

decisions the higher the cultural distance between potential partners in a cross-border 

syndicate. First, the effect of cultural distance on transaction costs and the governance of 

international operations has been recognized (Kogut & Singh, 1988). Cultural differences 

between home country and host country may increase transaction costs arising from a lack of 

understanding of the norms and values that govern social exchange (Tihanyi et al., 2005). 

Relying on trusted partners might help reduce these transaction costs (Giannetti & Yafeh, 

2010). Further, relying on embedded relationships reduces uncertainty surrounding a 

partner’s behavior and hence the costs involved in screening potential partners, writing 

contracts and monitoring partners ex-post (Chiles & McMackin, 1996).  
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Second, higher cultural distance between partners makes it more difficult to develop 

common values and norms for the collaboration and to strengthen much-needed socialization 

for maintaining or revitalizing existing trust (Das & Teng, 1998; Luo, 2002). Cultural 

distance seems to have a negative effect on interpersonal and interorganizational trust (Luo, 

2002). Further, the higher the cultural distance between two parties, the fewer common 

foundations there will be to build trust upon. Chen et al. (1998) maintain that partners with 

different cultural background tend to use different trust forms (e.g., cognitive vs. affective). 

McAllister (1995) suggests that partners will be more cooperative if they share a similar trust 

form and more opportunistic if they employ a different form.  

In general, given the long time required to nurture trust with new partners and the higher 

level of transaction costs between partners of culturally distant countries, we expect that firms 

will mainly rely on embedded ties when selecting cross-border partners. Hence:  

Hypothesis 3. The positive relationship between relational embeddedness and the 

probability of a cross-border syndicate between a local venture capital firm and a foreign 

venture capital firm is moderated by the level of cultural distance, such that the 

relationship is stronger at higher levels of cultural distance. 

 

Normative distance. Normative institutions help define what behaviors and values are 

expected of individuals or organizations (Scott, 1995). Evidence of the presence, and power, 

of normative factors in a professional setting is evident in a variety of professions (Baron, 

Dobbin, & Jennings, 1986; Bruton et al., 2005; Kalbers & Fogarty, 1998; Lepoutre & 

Valente, 2011). In the context of venture capital investing, there is evidence of consistency in 

the beliefs and standards of action of venture capital managers in the U.S. as to what a 

venture capital manager is to do (Fried & Hisrich, 1995). Additionally, there is some 

evidence that these beliefs and standards of action have carried over to Europe (Sapienza et 
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al., 1996). This similarity is consistent with an industry with strong values and norms that 

come from the nature of the interaction within the industry and the dependence of the 

members of the industry on each other (Bruton et al., 2005). 

Beyond frequent cooperation between venture capital firms through syndication, strong 

trade associations in the US and Europe help develop a strong normative set of beliefs for 

industry practice (Bruton et al., 2005; Fried & Hisrich, 1995). Self-regulatory institutions 

such as the National Venture Capital Association (NVCA) in the US and European Private 

Equity and Venture Capital Association (EVCA) in Europe play a key role in defining 

industry practices that are appropriate and constraining actions that might be harmful to an 

industry as a whole (Barnett & King, 2008; King & Lenox, 2000; Ostrom, 1990). Industry 

self-regulation, therefore, produces compliances through the diffusion of values and norms 

(Ingram & Clay, 2000; Meyer & Rowan, 1977).  

We expect that the normative distance between members and non-members of cross-

border self-regulatory institutions such as the EVCA, will likely increase the importance of 

relational embeddedness for cross-border partner selection decisions. One of the central 

functions of self-regulatory institutions is to generate shared economic, technical, cultural and 

social knowledge and to produce collectively accepted norms of behavior. Actors who are 

member of the same self-regulatory institution, and hence subscribing to collective norms, are 

more likely to behave trustworthy (Bachmann, 2001). Further, a large normative distance 

makes the transfer of organizational routines difficult (Xu & Shenkar, 2002). As such, the 

greater the normative distance, the higher will be the  potential for coordination and 

collaboration problems. The need to rely on embedded ties when selecting partners will, 

therefore, be higher since repeated interaction creates experience-based trust which reduces 

uncertainty surrounding a partner’s behavior (Chiles & McMackin, 1996) and facilitates the 

development of interorganizational routines (Zollo, Reuer & Singh, 2002).  
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In general, we expect that the greater the normative distance, the higher will be the need 

to rely on embedded ties when selecting cross-border partners. Hence:  

Hypothesis 4. The positive relationship between relational embeddedness and the 

probability of a cross-border syndicate between a local venture capital firm and a foreign 

venture capital firm is moderated by the level of normative distance, such that the 

relationship is stronger at greater levels of normative distance. 

 

DATA AND METHODS 

Empirical Setting: Cross-Border Venture Capital Syndication in Europe 

 The foregoing hypotheses are empirically examined in the context of partner selection 

decisions of local venture capital firms inviting foreign venture capital firms to join cross-

border venture capital syndicates in Europe over the period 1997 to 2008. There are several 

reasons why this setting provides an interesting empirical background for a study of cross-

border interorganizational tie formation.  

 First, cross-border venture capital investments, that is, investments made by venture 

capital investors in portfolio companies located in other countries than the country from 

which the investment is managed, have become an increasingly prevalent phenomenon 

(Bottazzi et al., 2009; Guler & Guillén, 2009; Mäkelä & Maula, 2008). Further, Tykvova and 

Schertler (2011) show that within the period of 2003 to 2008, more than 54% of cross-border 

deals have been syndicated between foreign and local investors in a sample of developed 

nations. Cross-border venture capital investments have played a particularly important role in 

growth-oriented technology companies in several markets with limited domestic supply of 

venture capital (Hursti & Maula, 2007; Mayer et al., 2005). For internationalizing ventures, 

cross-border venture capital investors frequently play an important role in supporting 
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internationalization (Mäkelä & Maula, 2008) and opening foreign exit opportunities (Hursti 

& Maula, 2007). 

 Second, cross-border venture capital syndicates typically involve a local lead venture 

capitalists investing in a venture first and inviting co-investments from foreign venture capital 

investors in later rounds (Mäkelä & Maula, 2008). The lead investor refers to the first, and 

typically most active, venture capital investor in a company (Sorenson & Stuart, 2008). A key 

contribution of a local lead venture capitalist is advice in the numerous operative decisions of 

a general nature for venture capital financed firms. Short geographical distance, 

understanding of the local context and the lack of cultural, language or time zone differences 

often make such operative interaction easier by a local investor (Mäkelä & Maula, 2008). 

Accepting the offer to join a cross-border syndicate as foreign investor requires trust as 

potential partner firms face uncertainty about the quality of the underlying investment and the 

reliability of the local lead investor. Venture capital firms inviting partners may overstate the 

quality and value of the target company to the foreign partner. Further, because all the 

investors in the syndicate play a role in advising and contributing non-financial resources to 

the target company, investors may be concerned about the quality and reliability of syndicate 

partners (Sorenson & Stuart, 2001). Because of this, venture capital firms have a strong 

preference to rely on relationally embedded ties (Sorenson & Stuart, 2008). However, venture 

capital firms also have incentives to expand their networks as firms with larger networks have 

access to better deal flow (Sorenson & Stuart, 2001) and enjoy better financial returns 

(Hochberg, Ljungqvist, & Lu, 2007). 

 Third, local institutions play a key role for the operations of venture capital firms (Guler 

& Guillén, 2011). Several studies have indicated that the institutional environment in which 

venture capital firms operate differs significantly across countries. This has major 

implications for venture capital firm investment behavior (Bruton et al., 2005; Guler & 
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Guillén, 2011; Mayer et al., 2005) and venture capital firm investment outcomes (Bruton et 

al., 2010; Cumming et al., 2006). As the venture capital industry has been internationalized 

across countries, with substantial differences in the pace of industry development and the 

institutional environment in which venture capital firms operate, this setting is particularly 

interesting to study the effect of differences in institutional environments on partner selection 

decisions.  

 We construct a unique, novel dataset from a variety of sources to examine these issues. At 

the investment level, an exhaustive data set on investments and syndication relationships is 

obtained from carefully combined records of VentureXpert and Bureau van Dijk’s Zephyr 

database. We combined and checked records from these two datasets to make sure that we 

did not underestimate the existing network connections between local and foreign venture 

capital firms. The total sample consists of 1021 VC investments in 12 European countries in 

which 391 different local VC investors invited 302 different foreign investors from 14 

European countries. We use this data to calculate relational embeddedness and characteristics 

of the venture capital firms involved in the cross-border syndicates. To measure institutional 

distance, we leverage several complementary data sources. First, we measure the origin of the 

legal environment using data from La Porta et al.’s (1998) classification of countries 

according to legal tradition. To measure cultural distance, we rely on the World Value 

Survey. Lastly, to measure normative distance, we rely on yearbooks of the European 

Venture Capital Association. 

 

Methodology 

Following Sorenson and Stuart (2008), we employ a case-control selection procedure. 

We model the probability that two venture capital organizations from different countries meet 

in a ‘triad’ in which two nodes represent venture capital firms and the third node represents 
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the underlying investment located in the country of the local lead investor. Therefore, the 

local lead venture capital firm-underlying investment-(potential) foreign syndicate partner 

triad is our units of analysis. In all models, we analyze the probability that a local lead 

investor chooses a particular foreign syndicate member to participate in a particular venture 

capital transaction located in the country of the local investor. The dependent variable is the 

decision outcome as to whether or not a specific foreign venture capital firm was selected by 

an assigned local venture capital investor to join a cross-border syndicate.  

Our case sample contains all realized ties – that is, every instance in which a local lead 

venture capital firm actually invited another foreign venture capital firm to invest in a target 

company in the local country and that a foreign venture capital firm accepted the invitation. 

We matched these cases on a 1:5 ratio with a set of controls – co-investment ties with 

potential syndicate partners that could have occurred but that did not. The control triads 

matched the same lead venture capital firm and target company with a foreign investor that 

did not join the syndicate (i.e. an unrealized tie). We sampled these foreign venture capital 

investors from the population of venture capital firms located in the country of the foreign 

partner actually chosen. In the control triads, we only included those venture capital investors 

that had invested earlier in a cross-border syndicate. In total, our sample includes 6126 

observations – 1021 cases and 5105 controls. 

Adopting a case-control methodology requires modification of the estimation procedure 

to adjust for the potential bias introduced by sampling on the dependent variable (Sorenson & 

Stuart, 2008). A preferred approach for matched case-control designs is the inclusion of a 

fixed effect for each case and set of matched controls. Since we have a binary dependent 

variable, we estimated a conditional logistic regression grouped on the local lead venture 

capital firm–underlying venture capital investment side of the triad. Grouping cases and 

controls effectively eliminates the problem of the effects of the common elements shared by 
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the cases and controls (here, the attributes of the lead VC firm and the characteristics of the 

underlying investment) producing unbiased and efficient estimates of the effects conditional 

on these unobserved factors.  

 

Variables  

Our dependent variable is binary and equals 1 if for a particular investment the local lead 

venture capital investor selects a specific foreign venture capital investor as a syndicate 

member, and 0 if it does not. The independent variables measure relational embeddedness, 

regulatory distance, cultural distance and normative distance between the local and the 

foreign venture capital firm. Control variables are added. 

First, relational embeddedness is operationalized by including a dummy indicating 

whether the lead investor and a potential partner firm had jointly participated in a syndicate 

before the focal cross-border venture capital transaction (Sorenson & Stuart, 2008). Second, 

the regulatory distance between the local country and the foreign partner’s country is 

measured by a dummy variable that takes the value of 1 when the legal origin of the local 

country and the foreign partner’s country are different and 0 otherwise. We distinguish 

between two major families of legal systems, common law and civil law (Bruton et al., 2010). 

Third, following Giannetti and Yafeh (2010) who study the effect of cultural differences in 

the context of international debt syndicates, cultural distance is operationalized using the 

cultural indices developed by Inglehart (1997) and Inglehart and Baker (2000). The cultural 

distance between a pair of venture capital investors is measured as the Euclidean distance 

between the traditional vs. secular/rational and the survival vs. self-expression orientations of 

their respective countries. Fourth, to measure normative distance, we construct a dummy, 

which takes the value 1 if both the local venture capital firm and the foreign venture capital 

firm are not a member of the European Private Equity and Venture Capital Association 
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(EVCA) and 0 if both firms are member of EVCA. EVCA is an organization “whose 

principle objectives include promoting the highest ethical and professional standards within 

the industry in Europe.” (p.2, EVCA, 2011) As part of its longstanding objective to provide a 

self-regulatory framework, EVCA has published several documents that presents principles 

that should govern the professional relationships between the key participants in the industry. 

EVCA membership creates a responsibility to act in line with the EVCA code of conduct 

which is obligatory for EVCA members (EVCA, 2011). 

Several control variables are included in the analyses. First, we include a measure that 

captures whether an indirect tie exist between a local venture capital firm and a foreign 

venture capital firm, in other words, these firms have not invested together in the last five 

years, but each of them has invested in some other target with a common third party 

(Sorenson & Stuart, 2008). Second, to measure the extent of industry fit between the target 

investment and the foreign partner’s experience, we include the target industry distance 

measured as 1 minus  the share of investments of the foreign venture capital firm in the same 

industry in which the target company operates (Bottazzi et al., 2009) (target industry distance 

partner). We make a distinction between 6 industries. Third, to measure how different the 

local lead venture capital firm and the foreign venture capital are in terms of their industry 

focus, we include the squared norm of the distance between two vectors, where each 

dimension contains the share of investment made in specific industry categories (Sorenson & 

Stuart, 2008) (partners industry distance). To measure the overall investment experience of 

the foreign venture capital firm, we include both the cumulative number of previous 

investments of the foreign partner (experience partner) and the cumulative number of 

previous investments of the foreign partner in the local country (local country experience 

partner). We take the logarithm of these two experience measures as these variables are 

highly skewed. Lastly, to account for the reputational capital of the foreign partner, we proxy 
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reputation by the cumulative amount of funds raised by foreign partner (funds raised 

partner). In the context of the venture capital industry, reputation is associated with the 

success of a venture capital firm's previous investments, which in turn affects the venture 

capital firm's ability to raise and invest new funds. The cumulative amount of funds raised, 

therefore, is a good proxy for the reputation of a venture capital firm (Gompers, 1996; 

Gompers & Lerner, 1998). The summary statistics for the variables included in the analyses 

are shown in Table 1. The correlations between all variables used in the regression analyses 

are below 0.4 as shown in Table 2. 

 

***Insert Table 1 and Table 2 about here*** 

 

RESULTS 

Table 3 presents conditional logistic estimates. All models are statistically significant and 

have reasonable pseudo-R2. Model 1 only includes the control variables. The main effect of 

normative distance on cross-border partner selection is not significant. Having an indirect tie 

with a foreign venture capital firm, is not significantly related to partner selection even 

though the coefficient has the expected sign. In line with the expectations, the higher the 

target industry distance of the foreign partner, the less likely a foreign partner will be selected 

to join the cross-border syndicate. The higher the distance in the overall industry focus of the 

local venture capital firm and the foreign partner, the less likely the foreign venture capital 

firm will be selected to join the syndicate. The more previous investment experience the 

foreign venture capital firm has, the more likely it will be selected to join the syndicate. The 

coefficient is positive and highly significant. Experience of the foreign partner with the local 

market of the target firm is not significantly related to being selected as a syndicate member. 
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The reputation of the foreign partner, measured by the total cumulative funds raised, is not 

significantly related to being selected as a partner.  

 

***Insert Table 3 about here*** 

 

In Model 2, relational embeddedness is introduced. The effect of relational 

embeddedness is positive and highly significant in line with Hypothesis 1. In Models 3, 4, 5 

and 6, different interaction terms are introduced to test hypotheses 2, 3 and 4. The continuous 

variables used as components of an interaction term are centered to reduce multicollinearity 

(Cohen, Cohen, West, & Aiken, 2003). In line with Sorenson and Stuart (2008), the models 

exclude the so-called ‘main effects’ of the variables used to assess the institutional distance, 

because they do not vary within matched sets of cases and controls except for the normative 

distance; therefore these main effects automatically drop out of the model. In Model 3, the 

interaction effect between relational embeddedness and the regulatory distance of the local 

country and the country of the foreign partner is introduced. The coefficient has the expected 

positive sign and is marginally significant in line with Hypothesis 2. Relational 

embeddedness becomes more important for partner selection decisions when the local 

country and foreign country have different legal origins. In Model 4, the interaction effect of 

cultural distance is introduced. In line with Hypothesis 3, the coefficient is positive and 

significant. Relational embeddedness becomes more important for partner selection 

decisions, the higher the cultural distance between the host country and the foreign country. 

In Model 5, the interaction effect between relational embeddedness and normative distance is 

introduced. In line with Hypothesis 4, the results indicate that relational embeddedness 

becomes more important for partner selection decisions if the normative distance between the 

local partner and the foreign venture capital firm is high. In Model 6, all the interaction 
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effects are introduced simultaneously to test the robustness of the model. The effects remain 

unchanged providing support for hypotheses 1, 2, 3 and 4.  

 

DISCUSSION AND CONCLUSION 

The relational embeddedness approach asserts that firms prefer to select partners with 

whom they have previous direct experience in order to reduce the risk of unsuccessful partner 

cooperation (Chung et al., 2000; Gulati & Gargiulo, 1999). However, relying solely on 

relationally embedded partners leads to inert networks thereby restricting access to resources 

provided by new partners (Rowley et al., 2000; Uzzi, 1997). When firms internationalize, 

they might want to enter interorganizational relationships in order to augment its resources 

and knowledge base to address problems of informational asymmetries between the local and 

the foreign market (Hitt, Dacin, Levitas, Arregle, & Borza, 2000). Firms often have limited 

direct partner experience with foreign partners. Understanding conditions that facilitate or 

constrain partner selection decisions across border, therefore, is of key importance (Li & 

Ferreira, 2008; Roy & Oliver, 2009).  

In this paper we have contributed to addressing the research gap concerning the process 

by which firms select partners across borders. More specifically, we combined insights from 

social embeddedness theory and institutional theory to explain partner selection decisions 

across borders. Whereas institutional theory delineates relatively static, contextual factors that 

shape expectations in economic exchange, social embeddedness theory emphasizes the 

dynamic elements of the exchange relationships such as the formation of trust which may 

mitigate the risk of opportunism. Combining these two perspectives enhances our 

understanding of factors driving partner selection decisions across border. Using a novel, 

hand-collected dataset involving the selection of foreign venture capital firms by local 

venture capital firms in cross-border venture capital syndicates in Europe during the period 
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1997 to 2008, we find that the effect of relational embeddedness on partner selection is 

positively moderated by the regulatory, cognitive and normative distance between the 

institutions in which the local and foreign partner operate. 

By doing so, our study contributes to the literature in several ways. First, while several 

authors have studied the effect of institutional distance on transaction costs and the 

governance of international operations (Kogut & Singh, 1988; Lee et al., 2008; Xu & 

Shenkar, 2002), the impact of the institutional distance between countries on partner selection 

decisions across borders has been largely neglected (Li & Ferreira, 2008). Our results 

demonstrate how relational embeddedness and institutions interact and jointly facilitate cross-

border collaboration. More specifically, we tease out how different types of institutional 

distance – regulatory, cognitive and normative – interact to predict partner selection 

decisions. Therefore, by providing a fine-grained analysis of the interplay between different 

dimensions of the institutional framework and partner selection decisions, we enrich the 

relational embeddedness approach with an institution-based view of partner selection. As 

such, we contribute to literature that provides an institution-based view of international 

business strategy (Meyer et al., 2009; Roy & Oliver, 2009; Wright et al., 2005a). Our study 

extends this line of research by studying one key decision in international alliance strategy, 

namely partner selection decisions. 

Second, the literature on the formation of interorganizational relationships has typically 

assumed that uncertainty leads to the formation of embedded transactions (Chung et al., 

2000; Gulati & Gargiulo, 1999). Such an approach stresses the inertia in firms’ networks and 

thus provides few insights into the forces driving network dynamics. In making partner 

selection decisions, firms need to manage the competing demands of working with 

relationally embedded partners in order to reduce partner search costs and partner uncertainty 

and expanding their social networks by working with less relationally embedded partners in 
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order to access new information (Baum, Rowley, Shipilov, & Chuang, 2005). Our analysis 

confirms that firms prefer to select relationally embedded partners but also indicates that 

when the institutional distance is low, and hence cooperation and coordination problems are 

likely to be mitigated, relational embeddedness becomes less important for selecting partners 

allowing firm to dynamically expand their networks. As such, and more generally, our 

analysis enables us to sketch some of the economic boundary conditions of the importance of 

relational embeddedness in partner selection decisions and adds to the recent literature that 

examines factors driving partner change (Baum et al., 2005; Hitt, Ahlsytom, Dacin, Levitas, 

& Svobodina, 2004; Podolny, 1994; Sorenson & Stuart, 2008). We accommodate both 

sociological and institutional perspectives in relation to partner selection decisions by 

defining the institutional context in which social exchange relationships develop.  

Our study has limitations that suggest avenues for extending and enhancing future 

research. First, firms in a venture capital syndicate are less involved with the management of 

the underlying transaction than is the case with alliances in many other contexts (Gulati & 

Gargiulo, 1999). Nevertheless, in line with previous studies on the formation of 

interorganizational relationships, our results show that relational embeddedness is a key 

driver of partner selection in venture capital syndicates. Therefore, our results are likely 

relevant to other types of interorganizational relationships. Second, we did not have data on 

the nationality of the venture capital executives. Internationally active venture capital firms 

often employ executives with an international background. As such, the problem of 

institutional distance might be mitigated. Additionally, some of the larger venture capital 

firms have local branches in foreign countries. Not controlling for this could potentially affect 

the results. While at least some of these data may be available from current websites, there 

are problems in collecting such data retrospectively over the period of time covered here. 

Future research could examine how venture capital firms use a mix of strategies to deal with 
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the hazards associated with operating in a foreign market. Third, further research could seek 

to include time-varying country-level measures of legal or institutional quality. 

Despite these limitations, we have responded to calls to incorporate the broader 

institutional context in which partner selection decisions occur into the study of partner 

selection. The integrative perspective we have developed, which combines insights from 

social embeddedness theory and institutional theory to explain partner selection decisions 

across borders, helps define boundary conditions to the relational embeddedness approach to 

partner selection decisions.  
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Table 1 

Sample Description 

 N Mean Std. Dev. Min Max 

Relational embeddedness 6125 0.05 0.22 0.00 1.00 

Regulatory distance 6125 0.52 0.50 0.00 1.00 

Cultural distance 6125 0.88 0.40 0.13 2.26 

Normative distance 6125 0.85 0.36 0.00 1.00 

Control variables      

Indirect tie 6125 0.44 0.50 0.00 1.00 

Target industry distance 
partner 

6125 0.75 0.30 0.00 1.00 

Partners industry distance 6125 0.52 0.46 0.00 2.00 

Experience partner 6125 45.47 142.72 0.00 1362.00 

Local country experience 
partner 

6125 3.62 12.96 0.00 190.00 

Funds raised partner 6125 999.18 2950.54 0.00 28561.4 
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Table 2 

Pearson Correlations (N = 6125) 

 1. 2. 3. 4. 5. 6. 7. 8. 9. 10. 

1. Relational embeddedness 1.00          

2. Regulatory distance -0.02* 1.00         

3. Cultural distance 0.01 -0.04* 1.00        

4. Normative distance -0.07* -0.06* 0.02* 1.00       

5. Indirect tie 0.22* 0.01 -0.01 -0.17* 1.00      

6. Target industry distance   
    partner 

-0.04* -0.04* 0.02 -0.05* 0.04* 1.00     

7. Partners industry distance -0.15* -0.05* 0.01 0.09* -0.32* 0.34* 1.00    

8. Experience partner 0.29* -0.16* 0.06* -0.03* 0.17* 0.05* -0.10* 1.00   

9. Local country experience  
    partner 

0.02* -0.14* 0.02* -0.03* 0.04* 0.04* 0.02 0.10* 1.00  

10. Funds raised partner 0.02 -0.21* 0.07* -0.04* 0.01 0.04* 0.04* 0.15* 0.14* 1.00 

       *p<0.05 
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Table 3 

Conditional Logit Estimates of Tie Formation  

 1 2 3 4 5 6 

Independent variables Estimate S.D. Estimate S.D. Estimate S.D. Estimate S.D. Estimate S.D. Estimate S.D.

Relational embeddedness 
(RT) 

  3.78*** 0.24 3.48*** 0.37 3.85*** 0.25 3.10*** 0.36 2.89*** 0.42

Regulatory distance × RT     0.66† 0.48     0.67† 0.48

Cultural distance × RT       1.12* 0.63   1.05* 0.62

Normative distance × RT         1.00* 0.46 0.96* 0.46

Control variables             

Normative distance 0.09 0.12 0.04 0.14 0.04 0.14 0.05 0.14 0.10 0.14 0.11 0.14

Indirect tie 0.14 0.10 0.08 0.11 0.09 0.11 0.09 0.11 0.08 0.11 0.09 0.11

Target industry distance 
partner 

-3.39*** 0.15 -3.14*** 0.16 -3.13*** 0.16 -3.15*** 0.16 -3.15*** 0.16 -3.14*** 0.16

Partners industry distance -1.38*** 0.13 -1.19*** 0.14 -1.20*** 0.14 -1.18*** 0.14 -1.20*** 0.14 -1.20*** 0.14

Experience partner 0.34*** 0.03 0.18*** 0.03 0.17*** 0.03 0.18*** 0.03 0.18*** 0.03 0.17*** 0.03

Local country experience 
partner 

-0.01 0.04 -0.01 0.04 -0.01 0.04 -0.02 0.04 -0.01 0.04 -0.01 0.05

Funds raised partner 0.01 0.01 0.02* 0.01 0.02* 0.01 0.02* 0.01 0.02* 0.01 0.02* 0.01

Log-Likelihood -1716.02  -1428.14  -1427.16  -1409.39  -1425.83  -1708.65  

P-value of log likelihood 
test 

<.0001  <.0001  <.0001  <.0001  <.0001  <.0001  

Pseudo-R2 0.25  0.37  0.38  0.38  0.38  0.38  

N 6125  6125  6125  6125  6125  6125  

  † p<0.10, *p<0.05, **p<0.01,***p<0.001, one-tailed tests. 


	10563.pdf

