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Abstract Previous studies often associated a specific type of ownership mode
with the extent of control a parent firm may have over (strategic) decision-making
in a foreign subsidiary, suggesting that parent firms should have higher control
over wholly-owned subsidiaries (WoS) than international joint ventures (IJVs).
Building on principal agent theory, we argue that in the Chinese context higher
ownership levels do not necessarily have a positive effect on the extent of control
over the foreign subsidiary. We further argue that cultural distance between the
parent firm and the subsidiary moderates this relationship. We test our hypotheses
using data from a sample of 156 foreign subsidiaries in the People’s Republic of
China (PRC) and find strong support for our arguments. Our findings show that in
WoS parent firms reduce their extent of control, while in IJVs parent firms
increase their extent of control. Moreover, we find that extent of control over
WoS (IJVs) declines (increases) when cultural distance increases. Our results have
significant theoretical implications for international business (IB) research as they
challenge existing views with regard to the relationship between ownership mode
and control as well as the moderating effect of cultural distance.
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Multinational corporations (MNCs) have long faced challenges associated with
balancing the needs to control strategic decision-making of their subsidiaries in
the far-flung foreign markets on the one hand, and pressures for local adaption to
the specific institutional and economic characteristics of culturally distant loca-
tions on the other (Doz & Prahalad, 1984). Previous studies have analyzed these
complex relationships between a parent firm and its foreign subsidiary focusing on
the level of control the former exerts over the latter in the context of entry mode
research (Anderson & Gatignon, 1986; Hill, Hwang, & Kim, 1990), subsidiary
mandate (Birkinshaw, Hood, & Jonsson, 1998; Cray, 1984; Doz & Prahalad, 1981;
Garnier, 1982; Gates & Egelhoff, 1986), or expatriate management (Kobrin, 1988)
research streams. Specifically, the level of control has been viewed as a means of
coordinating globally dispersed units within the MNC (Gates & Egelhoff, 1986),
aligning subsidiary behavior with corporate objectives (O’Donnell, 2000), and
mitigating uncertainty in culturally distant locations (Garnier, 1982). However,
there are still significant theoretical and empirical gaps in our understanding of the
complex inter-relationship between the parent firm’s choice of ownership mode
and the extent of its control over a subsidiary. More specifically, little is known
about how this inter-relationship is affected by cultural distance between the
parent firm and its subsidiary.

Previous research has extensively investigated the level of control that different
ownership modes provide the parent firm over their foreign subsidiaries (Anderson &
Gatignon, 1986; Kim & Hwang, 1992; Padmanabhan & Cho, 1996). Most of these
studies (Anderson & Gatignon, 1986; Kim & Hwang, 1992) directly associate the
ownership mode with the actual extent of control (for notable exceptions, see Brouthers
& Hennart, 2007). Hill et al. (1990: 118) maintained, for instance, that Bdifferent entry
modes imply a different level of control over the foreign operation.^ Furthermore, they
argued that for joint ventures, Bthe level of control will fall somewhere between that
consistent with licensing and that consistent with a wholly owned subsidiary^ (Hill
et al., 1990: 118). Overall, studies thus seem to assume that legal authority is equivalent
to the actual extent of control exercised in a parent-subsidiary relationship. We chal-
lenge this notion under certain conditions. For example, research on Bsubsidiary
mandate^ clearly indicates that even within the same type of ownership modes, parent
firms may have varying levels of control over foreign subsidiaries, depending, for
example, on their contribution of firm-specific assets (Birkinshaw et al., 1998) or the
type of mandate they develop within the global MNC network (Birkinshaw &
Morrison, 1995). These scholars identify determinants of operational control (or
autonomy) in foreign subsidiaries and acknowledge that subsidiaries differ in terms
of their extent of control; however, they do not take the type of ownership mode into
account.

We build on this research and distinguish between ownership mode and the actual
extent of control. Following the suggestions of Geringer and Hebert (1989) we focus on
the extent of control and define it as the extent of decision-making that actually takes
place at the parent firm (in our case: the foreign parent firm). Specifically, we use a
combination of what Geringer and Hebert (1989) call the Bextent of control^ and the
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Bfocus of control^ as we analyze the extent of control with a focus on control
dimensions.1 In line with their reasoning, we view these types of control as comple-
mentary and interdependent. By grounding our study within the principal agent theory2

(Jensen & Meckling, 1976), we argue that ownership mode and extent of control are
not equivalent, as the ownership mode only determines the contractual relation between
the parent firm and the foreign subsidiary (i.e., the potential structure of a decision-
making hierarchy), but not the actual extent of control parent firms exercise over the
decision-making process in their subsidiaries. This assumption is in line with existing
research that argues that control Bis a much more subtle phenomenon (…) and it can be
quite distinct from mere consideration of relative equity ownership^ (Geringer &
Hebert, 1989: 240–241). In a similar vein, Filatotchev andWright (2011: 478) contended
that Bdominant ownership may not bring control in certain host country environments
and minority equity holders may have effective control of certain activities within an
IJV.^ Surprisingly, empirical evidence on this important relationship is still lacking.

In addition, we investigate whether the relationship between the ownership mode
and the extent of control over foreign subsidiaries is dependent on the contextual
environment. We take into account cultural distance between the parent firm and
foreign subsidiary, suggesting that cultural distance is a source of uncertainty that
affects the relationship between the type of ownership mode and the extent of
control. By building on research by Wilkinson, Peng, Brouthers, and Beamish (2008)
and Hamilton and Kashlak (1999), among others, we make a further theoretical
advance by arguing that cultural distance may influence the effect of ownership mode
on the level of control. More specifically, we develop theoretical arguments and
provide empirical tests showing a moderating effect.

We focus on foreign subsidiaries in the People’s Republic of China (PRC). With
more than US$95 billion in inward FDI in 2009 (UNCTAD, 2011), during the time of
data sampling, the country was one of the largest recipients of FDI globally. Moreover,
according to the statistics of MOFCOM (2010) wholly-owned subsidiaries (WoS) and
international joint ventures (IJVs) are the dominant ownership modes in China (Puck,
Holtbrügge, & Mohr, 2009). Therefore, we focus on these two types of ownership
modes in our analysis. Given that FDI in China involves investors from countries
exhibiting high variation in cultural distance to China, we believe that this country
provides a valuable setting for analyzing the moderating effect of cultural distance.

We make a number of theoretical contributions to the literature. First, we build on
principal agent research and show that the extent of control exerted over foreign
subsidiaries can substantially differ from the ownership mode, that is, the level of inter-
nalization within the Williamson (1973) market-hierarchy continuum. Doing so is an
important contribution, since our study advances literature by integrating agency theory
and internationalization research in the context of subsidiaries operating in China.
Second, we argue that cultural distance increases the level of uncertainty and thus the
agency problems between the parent firm and the foreign subsidiary, moderating the

1 Please note that we do not aim at investigating organizational mechanisms of control (Chang & Taylor, 1999;
Eisenhardt, 1989; Geringer & Hebert, 1989; Ouchi & Maguire, 1975). Rather the objective of our study is to
investigate the level of integration in headquarters-subsidiary relations.
2 We would like to thank one of the anonymous reviewers for highlighting the fit of principal agent theory to
our research question.
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relationship between ownership mode choice and actual extent of control. In this
respect, we view cultural distance as a source of uncertainty and argue that ownership
modes are associated with different types of uncertainty. This particular view is novel
and enhances literature by overcoming the relatively generalized notion that the extent
of exercised control is universal. With our study we account for the cultural context in
this regard, showing that there is a different effect of the relationship between control
and entry mode, depending how culturally different the headquarters (HQ) home
country and the host country, in our case China, are. Finally, while most research has
analyzed subsidiaries in developed countries (Cleeve, 1997; Hennart, 1991; Kogut &
Singh, 1988), we conduct our analysis in an emerging market, the PRC. In the
emerging market context, uncertainties associated with doing business in a culturally
distant environment are particularly significant. Focusing on this host country advances
literature since it also accounts for regional context, while at the same time controlling
for cultural influence. We expect that China represents an important research laboratory
to empirically explore our theoretical propositions.

This study is organized as follows. In the next section, we present our theoretical
framework and conceptualize our main theoretical constructs. In the following section,
we derive hypotheses about the effect of ownership mode choice on the actual extent of
strategic control. This is followed by arguments related to the moderating effect of
cultural distance. The ensuing section presents our sample and measures followed by a
discussion of our empirical results. The final section outlines implications and limita-
tions of our research.

Theoretical framework and conceptualization

Filatotchev and Wright (2011) argued that issues related to strategic controls in
international business (IB) have a strong behavioral dimension, and this is a focal point
of agency-grounded research. Following research by Chang and Taylor (1999),
O’Donnell (2000), Johnson, Cullen, Sakano, and Bronson (2001), and Roth and
O’Donnell (1996), among others, we build on agency theory to describe the relation-
ship between the parent firm and the foreign subsidiary management. For the purpose
of our study, the parent firm represents the principal, while the management of the
foreign subsidiary represents the agent. Therefore, a potential agency conflict is
associated with goal incongruence between the parent firm and subsidiary manage-
ment, especially when it is difficult for the parent firm to monitor the subsidiary’s
actions (O’Donnell, 2000). For example, Chang and Taylor (1999) argued that the HQ-
subsidiary relationships can be explained in terms of agency theory because the parent
firm expects the subsidiary management to work on its behalf in return for the resources
and competences it transfers abroad. In a similar vein, Roth and O’Donnell (1996: 680)
suggested that HQ-subsidiary relationships fit well agency framework as Bheadquarters
delegates work and responsibilities to foreign subsidiaries.^

Within agency framework, the ownership mode of foreign subsidiaries determines
the contractual relation between the parent firm (i.e., the principal) and the foreign
subsidiary (i.e., the agent) (Yan & Gray, 2001b). Moreover, this choice defines the
potential extent of managerial hierarchy and associated cash-flow rights of investors in
a foreign subsidiary. We focus on two typical types of ownership modes in foreign
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markets: IJVs and WoS. As control serves as a means of solving agency problems, the
actual extent of control parent firms exert over the foreign subsidiary management is
another key dimension of governance. Therefore, the extent of control parent firms
exert over foreign subsidiaries is a means of aligning subsidiary behavior with parent
firm’s corporate objectives (O’Donnell, 2000).

We follow Geringer and Hebert (1989) and focus on the extent of control, defining it
as the extent of decision-making that actually takes place at the parent firm in areas
such as strategic decisions, R&D investment, production, distribution, budget respon-
sibility, and adjustment to local requirements. However, in contrast to Geringer and
Hebert (1989), we do not look at the dimensions of control per se but rather focus on
the actual extent of control that is executed. In other words, what we analyze is the
question, how much of its control power the parent firm as a principal theoretically has
actually uses to align its agent. While scholars such as Brenner and Ambos (2013) or
Sitkin and George (2005) provided in-depth assessment of the means by which HQ
control and show that control can be exerted differently depending on the company’s
goals, we exclusively focus on the extent of control as perceived by the subsidiary
manager.

Within agency research, uncertainty surrounding the decision-making process is
considered a key driver of potential agency conflicts. According to past research, this
uncertainty is substantially influenced by cultural distance (Roth & O’Donnell, 1996),
and, therefore, cultural distance may be a source of potential and actual agency
problems. Specifically, we suggest that cultural distance is a source of uncertainty
since it complicates the verification of claims of subsidiary agents. Roth and O’Donnell
(1996), for instance, used cultural distance in the context of HQ-subsidiary relationships
and reported that cultural distance aggravates agency problems as it increases information
asymmetry between the parent firm and the foreign subsidiary. We define cultural
distance in line with past research as the differences in social norms and values between
the home and the host country (Hofstede, 1980) and conceptualize it as a moderator in the
relationship between ownership mode choice and actual extent of control.

When taking this perspective, it is also necessary to consider the institutional
environment. Institutional theory differentiates between normative, cognitive, and regu-
lative pillars of the institutional environment (Bruton, Ahlstrom, & Li, 2010a; Scott,
1995). While the normative and cognitive pillars are often conceptualized and measured
as cultural distance,3 the regulative pillar is often associated with formal dimensions
such as political and economic distances (Campbell, Eden, & Miller, 2012; Jensen &
Szulanski, 2004; Schwens, Eiche, & Kabst, 2011; Yiu & Makino, 2002). Salomon and
Wu (2012: 350) maintained that Binstitutional distance is the extent of difference
between two countries in terms of its institutional context, expressed on cultural,
economic, political, and regulatory dimensions.^ In addition to these distance types,
scholars argue that geographic distance may influence internationalization strategies
(Fladmoe-Lindquist & Jacque, 1995; Fratianni & Chang Hoon, 2009). Finally, previous
studies also indicate that these types of distances (cultural, political, economic, and

3 There is considerable debate in the literature about the conceptualization of the cognitive pillar (Bruton et al.,
2010a; Xu & Shenkar, 2002). We follow the suggestions of Jensen and Szulanski (2004) and Salomon andWu
(2012), among others, who argue that cultural distance captures both normative and cognitive dimensions.
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geographic) are most commonly used by IB research analyzing the effect of distance on
internationalization decisions (for a review, see Berry, Guillén, & Nan, 2010).

In our analysis, we have chosen to focus on cultural distance for a number of
theoretical reasons. First and foremost, we assume that informal differences in cultural
distance have a strong effect on the relationship between ownership mode and extent of
control. Compared to formal differences, like the legal rules of the system, these
informal differences are relatively hard to observe. In contrast, written rules (e.g.,
constitution, laws) can be quite easily understood by everyone (Scott, 1995). From a
theoretical point of view, we contend that new media and new technologies nowadays
make it easier for parent firms to install control mechanisms even across long physical
distances. However, cultural distance is an informal phenomenon that still needs to be
taken into account in detail.

Cultural differences are deeply embedded in social norms, beliefs, and values. Many
aspects of culture can hardly be codified or directly observed (Yiu & Makino, 2002).
Therefore, foreign subsidiaries may find it difficult to deal with cultural difference,
which poses quite some challenges. In a similar vein, Gaur and Lu (2007) noted that
foreign subsidiaries can easily obtain information about formal differences by drawing
on secondary information. However, informal differences are rooted in the social
environment and are thus harder to grasp and interpret by foreigners (Demirbag,
Glaister, & Tatoglu, 2007). In addition, they are strongly related to the individuals
involved, hence they will never be completely solved as they re-occur with every new
generation of staff involved. From the agency perspective, cultural distance may
therefore have a strong effect on uncertainty and, as a result, it contributes substantially
to the level of agency costs.

Finally, we clearly focus on cultural distance as a source of uncertainty (Slangen &
van Tulder, 2009) since it complicates the verification of claims of both external (e.g.,
customers, suppliers, partners) and internal (e.g., employees) stakeholders. Moreover,
Lee, Shenkar, and Li (2008: 1117) emphasized that scholars have insufficiently differ-
entiated between the Bchallenge of working in a foreign environment^ and the Bchal-
lenge of working with a foreign partner,^ which is reflected in our differentiation
between just working in such foreign environment (WoS) and also working with a
foreign partner (IJV). Therefore, cultural distance should have a significant impact on
the extent of actual or anticipated agency conflicts between parent firms and their
subsidiaries in different countries, and this should have a profound impact on the
relationship between ownership mode and the extent of control parent firms exercise
over their subsidiaries. In the following sections, we develop these arguments further
and suggest testable hypotheses.

Hypotheses development

Ownership mode and extent of control

Within the agency framework, an ownership mode associated with a foreign subsidiary
defines the contractual relationship between the parent firm (i.e., the principal) and the
foreign subsidiary (i.e., the agent) (Yan & Gray, 2001b). While WoS represent contracts
with a clear principal-agent relationship, IJVs represent contracts with more interest
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groups, that is, the actual subsidiary as well as the partner firm. Therefore, the principal-
agent relationship is more complex and in terms of exerting control, differences may
arise. We focus on these two types of ownership modes in foreign markets and argue
that the different contractual arrangements underlying these modes have different
implications for the level of agency costs and, as a result, for the extent of control a
parent would want to engage to minimize these costs. Again, in this study we define
extent of control as the extent of decision-making that actually takes place at the parent
firm (in our case: the foreign parent firm).

The complexity of the contractual relationship and associated agency conflicts
considerably differs between these two ownership modes, with the complexity of the
relationship between parent firms and IJVs being higher than between parent firms and
WoS.4 IJVs represent contractual relations in which two or more parent firms share
ownership and control rights over the combined resources to accomplish goals they
cannot accomplish on their own. WoS, on the other hand, represent contracts that grant
the parent firm ownership and associated residual claim rights over the foreign
subsidiary’s assets and profits (Puck et al., 2009). Yan and Gray (2001b: 303) referred
to an IJV as Bincomplete contract in which the partners have to live with substantial
uncertainties down the road.^ These factors suggest that WoS and IJVs may suffer from
different types of agency conflicts. WoS represent a classic case of a parent firm
needing to monitor and restrain managerial opportunism on the subsidiary level. The
situation for IJVs is more complex since they may suffer from what more recent
research describes as a Bmultiple agency^ conflict (Arthurs, Hoskisson, Busenitz, &
Johnson, 2008; Bruton, Filatotchev, Chahine, & Wright, 2010b). Managers in an IJV
are agents to at least two principals in a venture (e.g., foreign and local co-investors).
The principals may have different goals and objectives, diverse decision-making
horizons, and strategic priorities. As a result, managers have to reconcile the objectives
of multiple principals.

Building on this research, we suggest that the shared arrangement in IJVs and, in
particular, the idiosyncratic commitment of resources, complicate the ability of parent
firms to observe and evaluate how these resources are deployed in foreign markets
compared to the arrangements in WoS (Johnson et al., 2001). Parent firms operating
IJVs thus often find it more difficult to assess whether the competences and resources
transferred abroad yield their highest productive value compared to their counterparts
operating WoS. Combs and Ketchen (1999: 870), for instance, maintained that while
equity stakes may generally mitigate monitoring costs, IJVs nevertheless expose parent
firms to agency-related control problems since partners may have Bincentives to shirk^
by holding back inputs at the expense of the IJV. In a similar vein, Reuer and Miller
(1997: 426) argued that in IJVs agency hazards may occur Bdue to coordination
problems arising from shared ownership and control.^ In WoS, by contrast, the direct,
unilateral chain of command facilitates the monitoring of deployed resources and
competences and thus enhances control options. Therefore, we expect that the joint
management of foreign operations increases the level of agency costs for parent firms,
leading to higher agency costs for firms operating IJVs than for their counterparts
operating WoS.

4 While the complexity may be higher in the sense that there are two parents instead of one, the reason for
complexity may not all be about divergence in motives and goals.
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In addition, involvement of a third party in IJVs increases the ambiguity surrounding
the actions and behavior of subsidiary management abroad compared to WoS, further
aggravating problems associated with information asymmetry. For parent firms, it often
becomes difficult to process information from IJV management and subsequently
devise and implement corporate strategies. Furthermore, ambiguity stemming from
third-party (i.e., the joint venture partner) involvement complicates the ability of firms
to align subsidiary managers’ actions and behavior with corporate objectives. In IJVs,
this increase in information asymmetry may provide scope for managerial opportunism
and suboptimal decision-making (Johnson et al., 2001). This ambiguity may enhance
the likelihood of goal incongruence and managerial conflicts more substantially in IJVs
than in WoS given that the integration of diverse management approaches may hamper
IJV operations. In WoS, in contrast, the transfer and implementation of management
practices are less difficult and costly given the increased possibilities of directly
supervising and commanding subsidiary management. From an agency theory perspec-
tive, this ambiguity increases the information deficit for parent firms, leading to a
higher information asymmetry and agency costs between parent firms and IJVs than
between parent firms and WoS. Ott (2005: 67) contended that Bthe triangular structure^
in IJVs contributes to an information problem. Overall, we contend that the complexity
of the contractual relationship and ambiguity of subsidiary managers’ actions and
behavior (that stem from the joint management of foreign operations) entail higher
agency costs for parent firms operating IJVs than for their counterparts operating WoS.

Agency theory suggests that in order to reduce agency costs, parent firms may use
controls over the decision-making process in a subsidiary (Johnson et al., 2001).
Eisenhardt (1989: 63), for instance, maintained that agency theory is about Bthe optimal
structuring of control relationships^ to manage complexity, which arises from the
difficulties in verifying the claims from subsidiary agents. This is likely to be of even
bigger importance in countries, where the local partner’s operational competency is
questionable. Due to the relatively short opening to the global market and a communist
government, it is expected to experience this in China to a great extent. Consequently,
the extent of control parent firms exert over the foreign subsidiary is a means of
reducing the complexity and ambiguity inherent in contractual relationships as well
as aligning subsidiary managers’ behavior with parent firm’s corporate objectives
(O’Donnell, 2000). When agency conflicts are significant, a greater extent of control
may increase the efficiency of HQ-subsidiary relationships. Specifically, greater extents
of control may serve as an effective means of curbing managerial opportunism and
limiting the potential for irrational decision-making on the subsidiary level (Johnson et
al., 2001). Moreover, higher control is expected to improve the transfer and implemen-
tation of management practices in complex relationships. In this context, parent firms
seek to limit self-serving behavior of managers by exerting higher extents of control
over decisions in the subsidiary, such as adjustment to local requirements as well as
over the subsidiary’s value chain.

Given our argumentation that the agency problem is more significant in IJVs than in
WoS, we expect that parent firms increase their extent of control more strongly over
IJVs than WoS, suggesting that there may not be one-to-one correspondence between
ownership mode choice and the extent of control exerted over foreign subsidiaries.
Johnson et al. (2001: 37) argue that Bagency theory suggests that parents intervene in
IJV decision-making and operations to ensure that the IJV (i.e., the agent) is serving the
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principal’s (the parent firm’s) agenda.^ Moreover, Yan and Gray (2001b) argue that the
use of control may reduce the level of agency costs in IJVs resulting from the potential
managerial opportunism. Building on these arguments we suggest:

Hypothesis 1 The extent of control used by a parent firm in its foreign subsidiary is
higher in IJVs than in WoS.

The moderating effect of cultural distance

In the previous section, we argued that the nature and the extent of agency problems in
WoS and IJVs are different, and these ownership modes may be associated with
different degrees of the parent’s controls used as a solution of actual or potential agency
conflicts. However, we did not consider where the HQ is located and thus how the
distance between the home country and the PRC is reflected in this regard. This is also
a matter of uncertainty. In general, higher uncertainty urges to call for higher control
(Williamson, 1991). Previous research often at least implicitly equalizes ownership and
control without accounting for the specific setting the HQ-subsidiary relationship is
embedded in. This shortcoming of a lack of differentiation, ignoring business realities,
has already been brought to attention in the mid-1990s by Ghoshal and Moran (1996).
In this section, we now extend our arguments and suggest that cultural distance further
aggravates agency problems by enhancing information asymmetries between the parent
firm and the subsidiary (Roth & O’Donnell, 1996). Specifically, cultural distance can
be considered one of the Brealities^ pointed out by Ghoshal and Moran (1996) that one
needs to account for. Moreover, we argue that cultural distance affects not only the
overall level of uncertainty associated with FDI, but also the balance between costs of
internalization and information costs. In particular, we suggest that cultural distance
affects uncertainty with different implications for the type of ownership mode—given
that cultural differences complicate the verification of claims of stakeholders. Previous
studies indicate that the distribution of external and internal uncertainties is different in
the respective ownership modes when confronted with cultural distance (Slangen &
van Tulder, 2009). With regard to agency theory, uncertainty arises, when a principal
(here the HQ) cannot accurately assess the agent’s (here the subsidiary) performance
(Anderson & Gatignon, 1986). This uncertainty can for instance occur, when a
company lacks experience or knowledge in certain foreign markets (Zhao, Luo, &
Suh, 2004). This often goes along with or is rooted in cultural distance, which can lead
to certain forms of remedies in agency costs. Thus, it is reasonable to assume that
cultural distance plays a major role in our relationship proposed in Hypothesis 1.

With regard to the realities of doing business, we argue that cultural distance may
have a differential effect on uncertainties in WoS and IJVs, since these two forms of
ownership are quite different in nature. Prior research suggests that WoS are associated
with higher environmental uncertainty stemming from cultural distance than IJVs
(Anderson & Gatignon, 1986; Brouthers & Brouthers, 2001; Gatignon & Anderson,
1988; Root, 1987; Slangen & van Tulder, 2009). With high cultural distance, WoS are
embedded in an environment that substantially differs in terms of social norms and
values from the home country of the parent firm. Dealing with day-to-day operations,
such as managing employees in a foreign environment or cultivating relationships with
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local stakeholders can pose problems. These different norms and values entail differ-
ences in behaviors, attitudes, cognition, and interpretation and they may complicate
social interactions with local stakeholders in the host country (e.g., local buyers,
suppliers, government bodies, etc.). Specifically, with growing cultural distance, parent
firms lack Bsocial knowledge^ to interpret behavior of local stakeholders and thus may
face considerable obstacles in predicting their social patterns (Sohn, 1994). Scholars
emphasize that this understanding of the host culture cannot be acquired in advance
because of its tacit nature (Yamin & Golesorkhi, 2010). Therefore, we suggest that the
parent firm’s lack of social knowledge in culturally distant locations makes it difficult to
verify claims from stakeholders, increasing the level of uncertainty associated with
WoS. Please note that while IJVs are embedded in this environment as well, in contrast
to WoS, they do have a local partner who is more familiar with the situation abroad,
which is why the effects caused by cultural distance are different here. Yet, as we show
later, other problems regarding cultural distance will arise here.

On the other hand, WoS are considerably less affected by an increase in cultural
distance as this type of uncertainty may be mitigated by managerial hierarchy. Prior
research contends that uncertainty stemming from goal incongruence and managerial
conflicts is lower in WoS due to the fact that only a single owner exists (Chang &
Taylor, 1999; Geringer & Hebert, 1989; Hedlund, 1981; Luo, Shenkar, & Nyaw, 2001).
Hence, this owner as the only principal can exercise the amount of control necessary, in
order to get its agent in line. Yet, cultural distance is harder to overcome, in particular
with regard to the unwritten, deeply rooted norms and believes, which cannot be ruled
out just by applying hierarchy. On top of that, working with a (foreign) partner always
bears the potential risk of opportunistic behavior. Based on different cultural under-
standings and a perceived distance to the partner, such behavior might more likely
occur than when the partners are from a similar cultural context. In sum, we argue that
the overall impact of the increasing cultural distance on uncertainty in WoS would be
mainly associated with uncertainty arising from cultural distance.

In order to reduce the higher levels of uncertainty resulting from cultural distance in
WoS past research suggests that parent firms need to leave decision-making to their
foreign subsidiaries (Garnier, 1982). The higher the cultural distance, the more flexibly
and rapidly the WoS needs to respond to this unfamiliar environment to adjust to
cultural peculiarities and verify claims from local stakeholders in the host country.
From the agency theory perspective, parent firms are thus expected to reduce the extent
of control over WoS given that it may be easier to evaluate outcomes than control
activities in the value chain in an environment of external uncertainty. Lee et al. (2008:
1118) argued, for instance, that parent firms relinquish control Bas a way to alleviate
problems in culturally distant locations^, which echoes some previous studies
(Agarwal, 1994; Kogut & Singh, 1988; Shenkar, 2001). Moreover, Hedlund (1981)
assumed that parent firms reduce the extent of control in order to mitigate uncertainty
and information requirements resulting from cultural distance. Therefore, parent firms
can reduce the level of uncertainty in culturally distant operations by reducing the
extent of control over their WoS.

In contrast to WoS, IJVs are able to mitigate an increase in uncertainty resulting
from cultural distance (Agarwal, 1994; Gatignon & Anderson, 1988; Kogut & Singh,
1988). The reason is that the local partner in an IJV can provide tacit knowledge about
the host country’s social norms and values and, in particular, about the behavior
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patterns of local stakeholders (Slangen & van Tulder, 2009). The effect of cultural
distance here has a different relational mechanism than argued for WoS. The local IJV
partner can assist the parent firm in dealing with culturally distant stakeholders, which
may alleviate information requirements and facilitate the verification of claims in the
stakeholder network (Agarwal, 1994; Barkema & Vermeulen, 1997; Gatignon &
Anderson, 1988). Therefore, we argue that the social knowledge (Sohn, 1994) contrib-
uted by the IJV partner reduces information requirements and mitigates the level of
uncertainty. Lu and Hébert (2005: 738) suggested that Bforming an IJV permits foreign
investors to access complementary assets and to reduce accordingly the uncertainty
they are confronting.^ Similarly, Gatignon and Anderson (1988: 307) regarded IJVs as
a means of Bbridging cultural gaps.^ Thus, past research suggests that IJVs are vehicles
that provide access to tacit knowledge about the host culture and the behavior patterns
of local stakeholders, reducing the level of uncertainty.

Given different contractual relations, however, IJVs are associated with higher levels
of uncertainty when cultural distance increases. Following prior research (Barkema &
Vermeulen, 1997; Hennart & Zeng, 2002), we argue that cultural distance is a key
determinant of uncertainty in IJVs since these hybrid modes are—in contrast to WoS—
jointly managed by firms from dissimilar cultures (Luo et al., 2001). Specifically, the
integration of these dissimilar cultures may involve combining different value systems,
management styles, and organizational structures (Hennart & Zeng, 2002; Kogut &
Singh, 1988), all of which may lead to divergent goals and potential conflicts in the
course of IJV operations. Thus, other agency problems are arising. Slangen and van
Tulder (2009) stressed that cultural differences between IJV partners may nurture goal
incongruence and managerial conflicts. Dealing with the local IJV partner can be quite
difficult, a phenomenon that does not arise in WoS. Yan and Gray (2001b: 304)
maintained that Bthe agency problem in IJVs is rooted in the divergent self-interests
of the parents and their objectives for the venture’s operation^, which is especially the
case when cultural distance is high. Therefore, with growing cultural distance, IJVs are
exposed to higher levels of uncertainty as cultural distance may increase the likelihood
of goal incongruence and managerial conflicts, and subsequently complicate the
verification of claims in IJV operations (Gatignon & Anderson, 1988; Gaur & Lu,
2007; Meschi & Riccio, 2008).

Previous research suggests that, to manage an increase in uncertainty in IJVs, parent
firms need to increase the extent of control in foreign subsidiaries (Chang & Taylor,
1999; Geringer & Hebert, 1989; Hedlund, 1981; Luo et al., 2001). Control is consid-
ered as a means of reducing the likelihood of goal incongruence and managerial
conflicts, which ultimately facilitates the verification of claims in the course of IJV
operations. Johnson et al. (2001: 38) contended that the cultural distance between joint
venture partners influences Bthe entire joint venture dynamic^ entailing consequences
for parent firm’s extent of control over the venture. Moreover, Luo et al. (2001) argued
that parent firms should seek control in case of high cultural distance and goal
incongruence. Geringer and Hebert (1989: 244) argued that Bcontrol is a mechanism
for reducing the risks associated with coordination, potential conflicts and (…) conse-
quently, for minimizing transaction costs.^ Moreover, Chang and Taylor (1999) report-
ed that high uncertainty increases theMNC’s reliance on control given that control curbs
the potential of undesirable behavior and actions. Finally, Hedlund (1981) suggested that
parent firms enhance the extent of control over their foreign subsidiaries to mitigate
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high levels of uncertainty stemming from cultural distance and ultimately increase
efficiency. Taken together, parent firms can reduce the level of uncertainty in IJVs by
enhancing their extent of control.

Overall, based on agency theory, these arguments suggest that, due to different levels
of uncertainty, cultural distance moderates the relationship between the type of owner-
ship mode and the extent of control. Yet, with regard to the different realities (Ghoshal
& Moran, 1996) arising due to the ownership mode, the direction of cultural distance as
a moderator differs. Specifically, since, compared to IJVs, WoS are associated with
higher uncertainty regarding operations in the host culture, with increasing cultural
distance parent firms are expected to increase the extent of control more strongly in
IJVs than in WoS. Hence, we suggest the following hypothesis:

Hypothesis 2 The relationship between the ownership mode and the extent of control
is moderated by the level of cultural distance. The higher the cultural distance, the
lower the extent of the parent firm’s control over WoS and the higher the extent of
control over IJVs.

Research design and methodology

Data origin and sample

To test our theoretical propositions, in March and April 2010 we collected primary data
from foreign firms located in the PRC through a questionnaire survey. Parent firms
were headquartered in Europe, Japan, and the United States. We deliberately excluded
investors from Hong Kong, Macao, Malaysia, Singapore, and Taiwan as well as
offshore financial hubs (e.g., Virgin Islands or Western Samoa) to reduce possibilities
of round-tripping investments (Xiao, 2004) and investments from overseas Chinese
firms since these financial investments cannot be compared with investments from
other investors. To compile a comprehensive dataset of contact addresses we contacted
national chambers of foreign trade of Germany, Japan, the UK, the US, and additional
countries within the European Union. Moreover, we analyzed corporate web pages and
articles in newspapers such as China Business Review to collect additional contact
information. Overall, we identified contact details of 1,979 IJVs and WoS of foreign
firms in the PRC. Professional translators translated the original German language
questionnaire into English, French, Spanish, and Japanese using the translate/back-
translate method to ensure the equivalency of the questionnaires (Brislin, 1970). The
questionnaire was distributed online together with an executive summary that detailed
the objective of the study. Those firms that had not replied by the originally set deadline
received a reminder two weeks later. After a second deadline, we collected 195
questionnaires which corresponds to a response rate of 9.90%. Due to missing infor-
mation, unclear ownership of the subsidiary, or recent ownership changes towards a
financial investor from an offshore location, data analysis was based on 156 cases. In
our sample, subsidiaries were established by firms headquartered in 13 countries, with
Germany, Japan, the UK, and the US accounting for the majority of investments.
Moreover, 82% of the respondents were general managers of the respective subsidiary,
7% were subsidiary CFOs, and 6% were marketing managers.
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We assessed non-response bias by using an approach developed by Armstrong and
Overton (1977). A comparison of early- and late-arriving responses by means of
logistic regression indicated that the likelihood of a non-response bias for our study
variables was low. Therefore, non-response bias was unlikely to represent a problem in
our study. Since our dependent variable was constructed using primary data, our
independent variable is a dichotomous yes/no variable, and our moderator is derived
from secondary sources, common method bias can only exist at the level of control
variables. Still, to minimize common method bias, we followed the methodological
approach suggested by Podsakoff, MacKenzie, Jeong-Yeon, and Podsakoff (2003). We
thus separated items measuring the same construct in the questionnaire, protected the
anonymity of respondents, and mitigated the danger of evaluation apprehension by
explaining in the executive summary that there were neither Bright^ nor Bwrong^
answers.

Operationalization of variables

Dependent variable

Following Geringer and Hebert (1989) we measured the Bextent of control^ over a
specific Bscope^ of activities. We used the extent of autonomy from HQ as our starting
point and defined it as inverted measure of centralization of decision-making that takes
place at the parent firm. In particular, we asked managers to assess the extent of
autonomy from HQ on the following six dimensions, each assessed by means of a
seven-point Likert scale item: strategic decisions, research and development, organiza-
tion of production, organization of distribution, budget responsibility and adjustment to
local requirements. Inverting this measure allowed us to assess, how much actual
control the respective WoS or IJV in China perceives from HQ. We averaged these
items to form our measure of control with higher scores indicating higher control. The
construct showed good internal consistency (α = .79). To examine the construct
validity and discriminant validity of this measure, we conducted a confirmatory factor
analysis as suggested by an anonymous reviewer. Specifically, we examined all multi-
item measures used in this study, which includes our dependent variable of control and
also two control variables, knowledge development and resource sharing (for a de-
scription see section on control variables). Only a three factor model fit the data well
(χ2 (101) = 186,09; RMSEA = .07; CFI = .93; SRMR = .08) whereas a single factor
model or all other possible models with two factors (i.e., items of two scales load on a
single factor and items of the third scale on an additional factor) did not provide
adequate fit (for these models: RMSEA > .12; CFI < .80; SRMR > .12). In addition,
the three factor model fit significantly better than any of these models. This analysis
suggests that our dependent measure forms a single construct that is distinct from the
other scales we use.

Independent variable

The ownership mode of the subsidiary was measured using a dichotomous variable,
assigned 0 if the subsidiary operated as an IJV and 1 if the subsidiary was a WoS
(Brouthers, Brouthers, & Werner, 2003; Hennart & Larimo, 1998; Padmanabhan &
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Cho, 1996). IJVs were defined according to Chinese regulations that use the 30/70%
cut-off point to classify IJVs and distinguish them from WoS. This is in line with
previous studies (for similar conceptualizations, see Brouthers et al., 2003; Hennart &
Larimo, 1998; Padmanabhan & Cho, 1996). An additional benefit of opting for an
operationalization following regulations of the Chinese government is that it avoids
confusion among the respondents of Bwhat^ an IJV is and what is not. They have a very
clear understanding that is based exactly on these regulations. In our sample, we only
included sino-foreign ventures, but no foreign-foreign or sino-sino ventures.

Moderating variable

Wemeasured the cultural distance between home countries of parent firms and the PRC
using Hofstede’s (1980, 2001) metrics and the index developed by Kogut and Singh
(1988). Specifically, we calculated a composite index of cultural distance for each
country pair using the following formula:

CDjk ¼
Di j − Dik
� �2

Vi
=4

CDjk reflects the cultural distance between country j and China (k), Dij reflects the value
of country j and Dik the value of China on the cultural dimension i, and Vi stands for the
variance of the cultural dimension index i.

Hofstede’s (1980, 2001) study has also been subject to criticism. For instance, some
scholars indicated that his four dimensions of culture are not exhaustive because his
study was not initially geared towards identifying dimensions along which countries
differ (Javidan, House, Dorfman, Hanges, & de Luque, 2006). Despite these concerns,
Hofstede’s (1980, 2001) metrics continue to be widely applied in IB research as the
relevance of his dimensions has been empirically validated in numerous studies
(Magnusson, Wilson, Zdravkovic, Joyce Xin, & Westjohn, 2008). For instance, Kim
and Gray (2009) provided empirical evidence that Hofstede’s metrics outperformed
GLOBE in explaining governance choices in Korea. Furthermore, Drogendijk and
Slangen (2006) found that Hofstede’s measures of culture outperformed the explana-
tory power of managerial perceptions in explaining establishment mode choices by
parent firms. They concluded that Bit may thus be premature to dismiss Hofstede’s
work as outdated or as inaccurately^ (Drogendijk & Slangen, 2006: 362).

In our study, we thus relied on Hofstede’s (1980, 2001) data as scholars have
repeatedly pointed to the validity and reliability of his metrics (Brouthers &
Brouthers, 2001; Chan & Makino, 2007; Morosini, Shane, & Singh, 1998). Conse-
quently, we believe that Hofstede’s metrics still capture important cultural differences
as evidenced by the large number of empirical studies that have used his data in IB
research (Barkema, Bell, & Pennings, 1996; Barkema & Vermeulen, 1997; Benito &
Gripsrud, 1992; Chan & Makino, 2007; Cho & Padmanabhan, 2005; Dow &
Ferencikova, 2010; Morosini et al., 1998; Yiu & Makino, 2002). However, as reported
below, we conducted tests with other measures of cultural distance as robustness checks
(see analyses section), all pointing in the same direction.

Furthermore, we use the formula of Kogut and Singh (1988) for the purpose of our
study to calculate cultural distances between home countries of parent firms and China.
This formula bears the advantage that it accounts for differences in the variance of
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dimensions and does not merely form averages. Additionally, scholars maintain that
employing the Kogut and Singh (1988) index mitigates problems associated with
common method bias and retrospective evaluation (Morosini et al., 1998). Moreover,
we refrained from using the Euclidean approach since we have no theoretical reason to
assume that some dimensions of cultural distance are more important than others
(Vermeulen & Barkema, 2001). Overall, we believe that the Kogut and Singh (1988)
index adequately captures distances between countries as evidenced by numerous
previous studies that had relied on this calculation method in combination with
Hofstede’s metrics in IB research (Barkema et al., 1996; Barkema & Vermeulen,
1997; Benito & Gripsrud, 1992; Chan & Makino, 2007; Cho & Padmanabhan, 2005;
Dow & Ferencikova, 2010; Morosini et al., 1998; Yiu & Makino, 2002).

Control variables

Based on the literature and substantive considerations, we originally selected 13
variables that might affect ownership form and control to rule out alternative explana-
tions for our findings. Following Becker’s (2005) recommendations, we decided to
exclude impotent control variables, that is, those variables that do not explain variance
in our regression equations and thus reduce power. To minimize type II errors, we used
a very conservative criterion, including all control variables that were Bsignificant^ at p
< .20. This resulted in the inclusion of eight control variables in our substantive analyses.

First, we included a measure of competitive pressure, given that a highly competitive
environment influences the level of external uncertainty and information costs,
prompting parent firms to reduce the extent of control over their foreign subsidiaries
(Gates & Egelhoff, 1986; Hedlund, 1981). To measure competitive pressure, we used a
four-item measure used by Kim and Hwang (1992). We asked managers to evaluate the
degree of instability of the market share, the number of existing and potential compet-
itors, the level of fixed costs relative to the added value, and the costs associated with
switching suppliers. Answers to these questions were measured on seven-point Likert-
type scales and averaged to form a scale of competitive pressure for the present
analyses (α = .89).

In addition, following previous research (Birkinshaw et al., 1998; Edwards, Ahmad,
& Moss, 2002) we used knowledge development as a control variable. Respondents
were asked to rate China-specific knowledge available in their subsidiary at market
entry on the following five dimensions: market knowledge, knowledge about the
regulatory framework, the economic conditions, the political situation, and the Chinese
business culture. Answers to these questions were measured on seven-point Likert-type
scales ranging from 1 (the level of knowledge is/was much lower than at the time we
entered the market) to 7 (the level of local knowledge is/was much higher than at the
time we entered this market). The internal consistency of the construct proved to be
high (α = .85).

We also control for industry sectors on the basis of SIC codes, as previous studies
have suggested that parental control differs by industry (Makhija, Kim, & Williamson,
1997) and opportunities to form a WoS or IJV might differ across industry sectors. We
used the 10 category division coding system as our sample included a host of sparsely
populated two-digit major industry codes. The companies came from 7 out of 10
divisions, that is, our sample did not contain companies from public mining (Division
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B), construction (Division C), and public administration (Division J). In our regression
analyses, we used six dummy variables to contrast manufacturing (Division D) with
other divisions.

We included several single item measures assessing characteristics of the
subsidiary. These were the age of the subsidiary since previous studies have
suggested that with increasing age parent firms reduce the extent of control over
foreign subsidiaries (Chang & Taylor, 1999; Garnier, 1982; Gates & Egelhoff,
1986; Harzing, 1999; Taggart & Hood, 1999; Van den Bulcke & Halsberghe,
1984). We used the length of time in years that had passed since the foundation of
the subsidiary in the PRC as a measure for subsidiary age (Hennart, 1991). We
also included the type of subsidiary as a control variable given that prior research
suggested that the competencies of the subsidiary level influence parental control
(Taggart & Hood, 1999; Young, Hood, & Hamill, 1985). We measured type of
subsidiary using a dichotomous variable, assigned 0 if the subsidiary is involved
in full operations and 1 if the subsidiary only performs sales and service activities.
Moreover, we included the number of employees of the subsidiary to control for
potential effects of subsidiary size, which refers to a subsidiary’s resource position
and possibly higher discretion in decision-making.

Finally, we also included two control variables reflecting parent firm charac-
teristics as they might affect control of subsidiaries. Specifically, we included the
number of countries in which a parent firm operated subsidiaries as a measure of
experience and also the parent firm’s number of employees worldwide to reflect its
resource position.

We also checked the potency of the five following control variables, but did not
include them in our analyses, as they did not explain a substantial amount of
variance in our dependent measure (at a conservative p < .20). Note, that including
these variables did not change substantive findings, that is, they were in fact
Bimpotent^ in the present analysis (Becker, 2005). The first was a five-item
measure of resource sharing taken from Davis, Desai, and Francis (2000) (α =
.74) as research has suggested that high levels of resource sharing between the
parent firm and the foreign subsidiary leads to higher extents of control
(Andersson & Forsgren, 1996; Birkinshaw & Morrison, 1995). Second, we
assessed the level of asset specificity using items developed by Brouthers and
Brouthers (2003) (α = .78). Asset specificity is assumed to increase internal
uncertainty since it induces partners to behave opportunistically and exploit
unilateral dependencies. In order to curb opportunism and protect firm-specific
assets scholars have suggested that parent firms enhance the extent of control over
their foreign subsidiaries (Geringer & Hebert, 1989; Mjoen & Tallman, 1997; Yan
& Gray, 2001a). Third, we used a dichotomous measure whether the product/
service provided is the same vs. different from the parent firm, to assess diversi-
fication (see also Chang & Rosenzweig, 2001; Kogut & Singh, 1988). Diversifi-
cation refers to the responsiveness to local market needs and may prompt parent
firms to reduce control (Martinez & Jarillo, 1991; Roth & Morrison, 1992). In
addition, the number of subsidiaries in the PRC as a measure of China-specific
experience (e.g., Harzing, 1999; Taggart & Hood, 1999) and the total amount of
investment in the subsidiary as an additional measure of the subsidiary’s resource
position (next to the number of employees that was included).
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Analyses

We employed hierarchical multiple regression (Aguinis, 1995) to test our theoretical
propositions using control variables as stated in the previous section. To simplify the
interpretation of interaction effects, we standardized cultural distance prior to the
analyses.

As we use observational data, our independent variable ownership form does not
reflect random treatment assignment and is thus subject to endogeneity concerns. WoS
and IJV might not be fully comparable, because the decision for either option might
have been affected by differences between parent firms, the situation or other variables.
As it is hardly possible to identify and include all potential variables in our analyses,
omitted variables might affect ownership form as well as control and thus our regres-
sion analyses might yield biased results (note however, that including control variables
in regression analyses is one possible means to tackle endogeneity bias, e.g., Reeb,
Sakakibara, & Mahmood, 2012).

To alleviate endogeneity problems, we also ran additional analyses using propensity
score matching (Rosenbaum & Rubin, 1983; for a review see Stuart, 2010). This
method has been applied in several other studies in international business research
(e.g., Cassiman & Golovko, 2011; Chang, Chung, & Moon, 2013) and has been
recommended in a prominent IB Journal (Reeb et al., 2012). In essence, the method
attempts to create a situation that comes as close to randomized experiments as possible
in three steps. First, observed variables are used to estimate a propensity score that
indicates the probability of receiving treatment, or, in the present case, of creating a
WoS or IJV. This propensity score includes all available information from control
variables on differences between groups. In a second step, the propensity score is used
to match similar observations resulting in groups that are comparable with regard to
their propensity to belong to the groups of WoS and IJV, respectively. In a final step,
differences between matched groups on the dependent variable are compared using
appropriate statistical tests, typically without control variables (e.g., a t-test). In contrast
to regression analyses that adjust for effects of control variables on the outcome (i.e.,
our dependent measure of control), propensity score analysis adjusts for effects of
variables on the independent variable (i.e., ownership form; Schafer & Kang, 2008). It
therefore complements our regression analysis and provides additional evidence, albeit
no proof, against endogeneity concerns.

In the present analysis we used logistic regression including all 13 control
variables to estimate propensity scores, as over-fitting is typically recommended
(e.g., Schafer & Kang, 2008). Although our sample appears to be small in
comparison to large scale surveys that have employed this method, others have
shown that matching reduces bias substantially even in small samples (e.g., Gu &
Rosenbaum, 1992 use 50 units in each, treatment and control group, see also
Rubin, 1979). We employed 1:1 matching using the nearest neighbor method,
which is the most often used matching procedure (Thoemmes & Kim, 2011). We
used a caliper of .25 as suggested by Rosenbaum and Rubin (1983) to prevent
matching of highly dissimilar observations. Note that in comparison to other
matching methods (e.g., full matching, nearest neighbor matching using different
calipers, 1:many ratio matching), this method provided the best balance between
the two matched groups as estimated by standardized mean difference between
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groups on control variables (Stuart, 2010). To examine our hypotheses, we used a
regression analysis, as Hypothesis 2 refers to an interaction effect of ownership
form and cultural distance.

Results

Table 1 shows the means, standard deviations, and bivariate Pearson correlations. In
our sample, 60% of the subsidiaries were WoS and the mean age of the subsidiaries was
8.8 years (SD = 6.2). In line with our expectations, the ownership mode variable is
negatively and strongly significantly correlated with the control variable, but it is not
correlated with cultural distance.

Results of hierarchical regression analyses for three models are depicted in Table 2.
Model 1 contains control variables only. In Model 2, the main effects of ownership
mode and cultural distance are added. The type of ownership mode has a significant

Table 1 Means, standard deviations, and bivariate Pearson correlations

No. Variable Mean SD 1 2 3 4 5 6 7 8 9

1 Extent of
control

3.43 1.21

2 Ownership
mode

.60 .49 −.21**

3 Cultural
distance

2.50 .58 −.11 −.03

4 Competitive
pressure

5.35 1.37 .11 −.14 −.01

5 Knowledge
development

5.55 1.04 −.25** −.04 .11 .15

6 Age of
subsidiary

8.77 6.17 .13 −.08 −.01 .15 .22**

7 Type of
subsidiary

.85 .36 −.10 −.17* .04 .05 .15 −.01

8 Number of
employees in
subsidiary

756.67 2201.36 .05 .01 −.01 −.05 .09 .11 −.07

9 Parent firm:
Number of
countries
with
subsidiares

2.53 .76 .10 −.15 −.01 .10 .20* .28** .13 .15

10 Parent firm:
Number of
employees
worldwide
(in thousand)

63.60 126.21 −.03 −.29** −.15 .10 .01 .26** −.06 .29** .30**

N = 156. Ownership mode (0 = IJV; 1 = WoS) and Type of subsidiary (0 = sales & service; 1 = full operation
are dichotomous variables. Dummy variables for SIC divisions are not shown
* p < .05; ** p < .01
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negative effect on the extent of control, indeed indicating that WoS experience lower
levels of control than IJVs. Thus, Hypothesis 1 is supported.

In Model 3, we entered the interaction term of ownership mode and cultural distance
as a test of Hypothesis 2. Entering the interaction term improved model fit significantly
(ΔR2 = .03; p < .05). Moreover, the coefficient of the interaction term is significant (β =
−.46; p < .05), supporting Hypothesis 2. Hence, cultural distance indeed moderates the
relationship between the type of ownership mode and the extent of control. In order to
further examine this finding, we conducted a simple slope analysis following the
procedure suggested by Aiken and West (1991) and plotted this effect. Figure 1 shows
that the relationship between cultural distance and extent of control is negative for WoS
and positive for IJVs. While IJVs and WoS do not differ in terms of extent of control
when cultural distance is low, parent firms increase the extent of control in IJVs and
reduce it in WoS with increasing cultural distance. As checks of model robustness, we
tested our model using different sets of control variables (see Table 3), for example

Table 2 Results of hierarchical regression analysis

Model 1 Model 2 Model 3

Control effects

SIC code

Division A (Agriculture) −.61 −.69 −.72
Division E (Transportation) −.45 −.59 −.57
Division F (Wholesale trade) −.04 −.34 −.24
Division G (Retail trade) .22 −.14 −.30
Division H (Finance) −1.04 −.91 −.69
Division I (Services) −.67† −.53 −.48

Competitive pressure .14† .11 .12†

Knowledge development −.39** −.37** −.38**

Age of subsidiary .03† .04* .04*

Type of subsidiary −.49 −.64* −.59†

Number of employees in subsidiary .00 .00 .00†

Parent firm: Number of countries with subsidiares .20 .20 .16

Parent firm: Number of employees worldwide (in thousand) −.01* −.01** −.01**

Direct effects

Ownership mode −.64** −.64**

Cultural distance −.13 .11

Moderating effects

Ownership mode × Cultural distance −.46*

Constant term 4.67 5.24 5.26

Total R2 .19** .25** .29**

ΔR2 .06** .03*

N = 156. Ownership mode (0 = IJV; 1 = WoS) and Type of subsidiary (0 = sales & service; 1 = full operation).
SIC Division D (Manufacturing) was used as reference category. Cultural distance was standardized for this
analysis
† p < .10; * p < .05; ** p < .01
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using no control variables (i.e., a test for suppressor relations, see Model 2), as well as
additional controls for institutional distance as suggested by a reviewer (Model 3 in
Table 3). In addition, since Kogut and Singh’s (1988) composite measure of cultural
distance is a relatively broad construct, a post-hoc analysis was performed, entering
separate dimensions of cultural distance in a regression model. Results from Model 4
showed no significant difference for any of the dimensions, suggesting to keeping the
model in its original version with cultural dimension as a composite construct. Overall,
all our tests lend support for our hypothesis at hand.

In terms of control variables, knowledge development significantly reduced the
extent of control over foreign subsidiaries. This result is in line with previous
studies, which corroborated that highly knowledgeable subsidiaries enjoy greater
levels of autonomy (Edwards et al., 2002). The age of the subsidiary had a
significant positive effect on the extent of control, even though one would expect
otherwise. However, some studies also support our finding (Chang & Taylor,
1999; Hedlund, 1981; Young et al., 1985), and an explanation for this result
may be that in high growth markets such as the PRC, parent firms prefer to retain
a high extent of control to exploit economies of scale even after several years of
operations (Agarwal & Ramaswami, 1992; Brouthers, 2002). The type of subsid-
iary marginally reduced the extent of control over subsidiaries, suggesting that full
operation subsidiaries are less controlled than sales and service subsidiaries. This
finding is in line with the results of Young et al. (1985) who found that marketing
activities are among the most centralized decision areas in subsidiaries. Size of the
subsidiary entered the regressions marginally positively as expected. Larger sub-
sidiaries are thus more intensely controlled, what may be the consequence of the
relevance of their assets that is reflected in their size. Also size of the parent firm
had marginally significant effects on control. Large firms control their subsidiaries
less intensely than small firms, maybe because of the smaller relative size of the

Fig. 1 Moderating effect of cultural distance on the relationship between ownership mode and extent of
control
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subsidiary in comparison to the fully array of activities of the MNC. Finally, we
found no significant effects of industry sectors based on SIC codes on control.

To further examine our hypotheses and to empirically address potential endogeneity
in our models, we additionally performed analyses based on propensity score matching.
As we used a caliper to prevent matching of dissimilar firms, we obtained 42 matches,
that is, the sample size for this analysis is N = 84. As shown in Table 4, matching was
successful as indicated by small mean differences in matching variables after matching
(i.e., d < .25 for all variables, see Stuart, 2010). In support of Hypothesis 1, our analyses
indicated that ownership form exerted a significant effect on control (b = −.50; p < .05)
in the matched sample (see robustness checks in Table 3). Hypothesis 2 also received
support as the interaction of ownership form and cultural distance significantly im-
proved model fit (ΔR2 = .05; p < .05) and the effect of the moderator was significant (b
= −.54; p < .05). Moreover, substantive findings were robust when varying
specifications of our analyses (see Table 3) and also held when using the original
control variables in regression analyses (i.e., a double robust analysis, see Stuart, 2010).

Table 3 Robustness checks

Additional comments Test of
Hypothesis 1

Test of
Hypothesis 2

1) Model as depicted in Table 2 Includes eight control variables ΔR2 = .06**

b = −.64**
ΔR2 = .03*

b = −.46**

2) Model 1 without control variables ΔR2 = .06**

b = −.52**
ΔR2 = .04**

b = −.51**

3) Model 1 and three additional
variables to control for
institutional distance
(Reviewer suggestion)

Institutional distance assessed by:
Political distance: POLCON
Economic distance: GDP/capita

difference
Geographic distance: distance

in km

ΔR2 = .07**

b = −.70**
ΔR2 = .03*

b = −.45*

4) Model 1 using Hofstede’s 4
separate distance measures
instead of single CD score

Power distance (PD), uncertainty
avoidance (UA), individualism
(IND), masculinity (MAS)

ΔR2 = .07**

b = −.52**
ΔR2 = .04
PD: b = −.32
UA: b = −.44
IND: b = −.74
MAS: b = −.23

5) Model using propensity score
matching, no control variables

N = 84 (42 matched pairs of
IJVs and WOSs); NN
matching with caliper = .25

ΔR2 = .05*

b = −.50*
ΔR2 = .05*

b = −.54*

6) Model using propensity score
matching and controls from
Table 2

N = 84 (42 matched pairs of IJVs
and WOSs); NN matching with
caliper = .25

ΔR2 = .04*

b = −.50*
ΔR2 = .07*

b = −.64*

7) Model using 1: many propensity
score matching and controls
from Table 2

N = 99 (56 IJVs and 43 WoSs);
NN matching with
caliper = .25

ΔR2 = .06*

b = −.62**
ΔR2 = .05**

b = −.58**

All tests show results from multiple regression analyses. Hypothesis 1 tests the effect of ownership form on
control. Hypothesis 2 tests the moderating effect of cultural distance
* p < .05; ** p < .01
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Discussion

Our research has a number of important implications for IB studies grounded within the
agency framework. Previous research has focused on the governance characteristics of
a parent firm’s ownership stake in an overseas subsidiary, often equating it with the
extent of control a parent may have over a subsidiary’s decision-making process. In this
study, we argue that the ownership mode has a negative effect on the extent of control,
that is, the extent of decision-making that actually takes place at the parent firm, exerted
over foreign subsidiaries with parent firms having higher extent of control over IJVs
than over WoS. We theorize that IJVs and WoS represent not only different contractual
arrangements but, more importantly, also different types of agency conflicts. While
IJVs are contracts characterized by multiple parties involved, WoS represent contracts
with a traditional principal-agent relationship. Specifically, we argue that the complex-
ity of the contractual relationship and ambiguity of subsidiary managers’ actions and
behavior associated with the joint management of foreign operations jointly lead to
higher agency costs for parent firms operating IJVs compared to their counterparts
operating WoS. To reduce agency costs, a parent firm may seek higher control over its
subsidiary’s decisions. Since agency problems are more significant in IJVs than in
WoS, parent firms increase their extent of control more strongly over IJVs than WoS,
suggesting that the type of ownership mode can significantly differ from the extent of
control exerted over foreign subsidiaries. In fact, it does not only differ, it also
determines. Therefore, it is necessary to clearly distinguish between ownership rights
and the actual extent of control over foreign subsidiaries as Bequity position and control
are two conceptually different constructs^ (Mjoen & Tallman, 1997: 261).

We further extend these arguments by suggesting that agency conflicts in foreign
subsidiaries are far from being universal, and they may be contingent on differences in
institutional environments between home and host countries. More specifically, we
show that the relationship between the ownership mode and the extent of control

Table 4 Standardized mean differences before and after propensity score matching

Variable d before matching d after matching

Competitive pressure −.29 .15

Resource dependency .37 −.05
Asset specifity −.31 −.01
Knowledge development −.08 .16

Age of subsidiary −.16 .14

Type of subsidiary −.33 .09

Product/service similarity to parent firm −.33 −.12
Parent firm: Number of subsidiaries in PRC −.38 .01

Parent firm: Number of countries with subsidiaries −.32 .13

Number of employees in subsidiary .02 .20

Parent firm: Number of employees worldwide (in thousand) −.61 .19

Parent firm: Total investment in subsidiary −.30 .18

N = 156 before matching (63 IJVs and 93 WoSs). N = 84 after matching with 42 IJVs and 42 WoSs
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exerted over foreign subsidiaries severely depends on the contextual environment, in
particular the cultural distance between home and host country. Our analysis clearly
indicates that the level of cultural distance moderates the relationship between owner-
ship mode and the extent of control: the higher the cultural distance, the lower the
extent of control over WoS and the higher the extent of control over IJVs. Our
arguments are based on the assumption that cultural distance affects both external
and internal uncertainties associated with foreign subsidiaries. We suggest that the
distribution of external and internal uncertainties in IJVs and WoS differ when
confronted with cultural distance due to the different contractual relations underlying
these ownership modes. While IJVs are characterized by higher levels of internal
uncertainty, WoS are characterized by lower levels of internal uncertainty. Following
prior research, we argue that parent firms respond to this increased internal uncertainty
by enhancing the extent of strategic control in IJVs. On the other hand, external
uncertainty associated with WoS is higher than with IJVs. In order to mitigate this
external uncertainty associated with high cultural distance, parent firms reduce the
extent of strategic control and leave decision-making to the WoS. Therefore, cultural
distance moderates the relationship between ownership mode and control, with the
interplay of external and internal uncertainty levels determining the extent of strategic
control parent firms exert over their foreign subsidiaries. This is a novel and important
finding with strong implications for future research.

Our study contributes to research on subsidiary initiatives by suggesting that the
extent of control parent firms exert over their subsidiaries does not only depend on their
generation and contribution of firm-specific assets (Birkinshaw et al., 1998) or the type
of mandate they develop within the global MNC network (Birkinshaw & Morrison,
1995), but also on the ownership mode. Moreover, our findings clearly indicate that the
respective mandate of a subsidiary depends not only on ownership mode alone, but also
depends on the extent. The cultural distance between the home country of the parent
firm and its subsidiary’s location proved to be an important and significant moderator
of the aforementioned relationship. Therefore, research on subsidiary initiatives needs
to acknowledge that cultural distance affects both the external and internal uncertainty
associated with foreign subsidiaries since it complicates the verification of claims of
both external and internal agents.

We also make a contribution to IB studies that apply agency theory to describe HQ-
subsidiary relations (Chang & Taylor, 1999; O’Donnell, 2000; Roth & O’Donnell,
1996). From the agency theory perspective, the extent of control parent firms exert over
subsidiaries is a key dimension since agency theory is about Bthe optimal structuring of
control relationships^ to manage uncertainty stemming from the difficulties in verifying
the claims from agents (Eisenhardt, 1989: 63). Following our argument that ownership
modes differ in their exposure to uncertainty, we suggest that this research needs to
control for the type of ownership mode as the ownership mode determines the
contractual relationship within which the parent firm (i.e., the principal) and the foreign
subsidiary (i.e., the agent) is embedded in.

Our results provide strong support for the necessity of a simultaneous analysis of
external and internal uncertainty to capture the full effect of cultural distance. There-
fore, our findings may also help to resolve the Bcultural distance paradox^ (Brouthers &
Brouthers, 2001; O’Grady & Lane, 1996) in IB literature. In particular, our results
suggest that often contradictory empirical evidence regarding the relationship between
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cultural distance and control may be explained not only by conceptual and methodo-
logical shortcomings of the cultural distance constructs (Shenkar, 2001), but also by a
failure to control for the type of ownership mode.

Limitations and future research

As with every study, this one has several limitations as well. First, our dependent
variable only captures the extent and focus of control as we define control as the actual
extent of decision-making that takes place at the parent firm. However, we did not
include organizational control mechanisms such as behavioral or social control sug-
gested in the literature (Chang & Taylor, 1999; Eisenhardt, 1989; Ouchi & Maguire,
1975). Geringer and Hebert (1989), however, suggest that the three dimensions (extent,
focus, and mechanisms) are complementary and interdependent and that is the reason
why we excluded mechanisms of control from our analyses. Prior research has
nevertheless argued that nationality or cultural distance influences the mechanisms of
control exerted over foreign subsidiaries (Chang & Taylor, 1999; Egelhoff, 1984;
Hedlund, 1981; Lincoln & Kalleberg, 1990; Ouchi, 1981; Pugh, 1998). Therefore,
future studies should use a more fine-grained measure of control to account for different
control types, which may address uncertainty stemming from cultural distance.

Second, we focused on foreign subsidiaries in one country, the PRC. This approach
helps to keep one part of the cultural distance equation constant, but at the same time
may lead to range restriction in our cultural distance variable. In other words, our
results are specific to the context of China and thus it is not sure whether they are
transferrable to other context (e.g., HQ-subsidiary relationships in developed coun-
tries). Moreover, given that we only have 13 home countries in our sample, the variance
in our cultural distance measure is limited. Certainly, adding more home countries
would loosen the range restriction and increase the variance in our measure. However,
since range restriction decreases statistical power, our results may yield a conservative
estimate of the effects of cultural distance on the extent of control. Nevertheless, future
research should include a broader geographic sample to address this potential short-
coming. In addition, the size of both parent firms and subsidiaries in our sample was
relatively large. Larger firms have more experience and resources to deal with external
and internal uncertainty stemming from cultural distance and thus may lead to different
levels of control. In order to enhance our understanding, future studies should verify
whether cultural distance influences the extent of control small and medium enterprises
(SMEs) exert over their foreign subsidiaries in a similar way.

Third, from the results of our study we are unable to draw any performance
implications. Nevertheless, it would be interesting to analyze how strategic matches/
mismatches from the perspective of agency theory influence performance outcomes.
Brouthers (2002), Brouthers et al. (2003), and Brouthers and Nakos (2004), for
instance, have conducted research analyzing possible performance outcomes of similar
strategic matches/mismatches with regard to entry mode choices. Future studies could
thus adopt their approach and analyze how firms make decisions about the extent of
control over their subsidiaries and how these decisions affect performance.

Fourth, with regard to IJVs, our focus was on control associated with the foreign
parents. However, IJVs may also be exposed to control pressures coming from a

1098 J. Puck et al.



Chinese partner, and future research may explore an interface of foreign and Chinese
partners in terms of their control priorities in IJVs. Furthermore, we only focused on the
ownership mode of the subsidiary distinguishing between IJVs and WoS, but did not
integrate other decisions at the point of entry into our analysis such as the type of
establishment mode (Brouthers & Hennart, 2007). Future studies may thus use a more
comprehensive measure of internationalization to account for a broader range of entry
decisions and also account for different levels of equity ownership in an IJV (e.g.,
50:50 or the Western HQ only holding a minority of shares).

Fifth, it seems reasonable to argue that firms confronted with information asymme-
try stemming from cultural distance try to develop and implement managerial tech-
niques to reduce or overcome the differences. While we are not able to assess such
approaches, it is arguably a promising path for future researche to hypothesize on and
test how companies try to reduce such asymmetries. Further, this may address the
questions whether the achieved degree of control by HQ matches the intended degree
of control. Future research in this direction may, for example, include testing if and how
expatriates are able to reduce asymmetries or if companies using specific management
information systems may be able to address this issue. In addition, it would be
interesting to see how the relationship reacts to the development of trust between HQ
management and subsidiary managers. We recommend future studies to venture deeper
into this relationship.

Finally, another limitation relates to the measurement of variables, their subjective
evaluation by a single firm representative, and the possibility of common method bias on
the level of controls. In addition, although we relied on scales that have been used in other
research, few of these scales have been designed for a cross-cultural research framework.

Conclusion

Building on principal agent theory, our study indicates that it is crucial to clearly
distinguish between ownership rights, that is, the level of internalization within the
Williamson’s (1973) market-hierarchy continuum, and the actual extent of control
exerted over foreign subsidiaries. The extent of control does not only depend on the
generation and contribution of firm-specific assets or the type of mandate they develop
within the global MNC network, but also on the type of ownership mode (IJVs/WoS)
as these equity arrangements are subject to different types of agency conflicts. Finally
and most importantly, agency conflicts in foreign subsidiaries are far from being
universal. They are severely influenced by cultural differences between the home and
host country and related to that external and internal uncertainty. Overall, our study
presents a novel approach to questions of exerted control between HQ and subsidiaries
and provides important guidance for future research in IB.
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