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Abstract Existing literature has primarily identified financial and/or strategic con-
siderations as drivers of international downsizing decisions. A subsidiary’s perfor-
mance seems to have a superior meaning among those considerations. Cultural
distance is also an important factor, although its influence on downsizing is am-
biguous: It increases coordination costs and, hence, lowers performance; however,
cultural distance might also entail benefits of diversity and diversification. We chal-
lenge prior perspectives on the role of cultural distance in international downsizing
decisions by showing that cultural distance also bears influences beyond efficiency
considerations. Using insights from social identity and self-categorization theory, we
argue that cultural distance influences how decision-makers interpret the efficiency
of the subsidiary in terms of its performance. We expect that the lower the cultural
distance, the more positively performance outcomes will be interpreted, leading to
less workforce downsizing in a culturally proximate subsidiary as compared to one
that is culturally more distant. Results of our large-scale empirical analysis of more
than 14,000 downsizing decisions of German MNCs throughout 60 industries and
across 54 host countries support our predictions.
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1 Introduction

Workforce downsizing, understood as an intentional, permanent, and systematic
reduction of an organization’s workforce (e.g., Freeman and Cameron 1993), rep-
resents a widespread management practice (Datta et al. 2010). Especially in times
of macroeconomic turbulence, downsizing is a very common tool for firms to fight
financial distress. A multinational corporation (MNC) that employs personnel in
a multiplicity of countries must tackle the difficult question which foreign sub-
sidiary will be downsized and is obliged to balance layoff decisions across diverse
regulatory and cultural environments (Pajunen 2008; Pull 2008). Such de-interna-
tionalizing decisions represent an important aspect of the cycles and waves of in-
ternationalization that MNCs undergo (e.g., Berry 2013). It is also not unusual that
corporate restructuring strategies of MNCs, which involve layoffs at larger scale in
a host country, produce significant resistance from stakeholders inside and outside
the firm (Blazejewski 2009; Carroll 1984).

In studying these difficult decision processes, previous studies on international
downsizing have largely attributed the decision to downsize foreign workforce to
efficiency-based considerations (e.g., Arte and Larimo 2019; Berry 2013). In this
regard, prior literature has primarily identified the discrepancy between expected
and actual performance outcomes (Jagersma and van Gorp 2003) as well as strate-
gic considerations (Benito and Welch 1997; Boddewyn 1979)—such as shifting
resources to locations where they are expected to work more efficiently—as reasons
for international downsizing decisions.

However, the view proposing strategic decisions to only be governed by effi-
ciency-based considerations can be challenged by approaches that advocate a ‘be-
havioral’ perspective in organization and strategy research (e.g., Aharoni 1966; Cyert
and March 1963; Powell et al. 2011). This alternative view suggests that decision-
makers are individuals with different backgrounds and motivations and it aims “to
strengthen the empirical integrity and practical usefulness of strategy theory by
grounding strategic management in realistic assumptions about human cognition,
emotion, and social interaction” (Powell et al. 2011, p. 1369). In this view, deci-
sions are not solely driven by efficiency-based considerations but also by personal
attitudes and preferences such as, for example, a tendency to allocate resources
evenly across different business lines, regardless of their individual efficiency (Bar-
dolet et al. 2011).

We include this broader perspective on strategic decision-making in our study
when analyzing the interplay of cultural distance and subsidiary performance on
foreign downsizing decisions. Within the predominating efficiency-based logic, cul-
tural distance between home and host country has mostly been seen as a factor that
creates additional costs of coordination for the MNC (e.g., Johanson and Vahlne
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1977; Hutzschenreuter and Voll 2008). Therefore, it is assumed to lower the perfor-
mance outcomes of foreign subsidiaries leading to higher downsizing (or divestment)
propensities (Barkema et al. 1996; Berry 2013; Li 1995). We ask, however, whether
cultural distance has effects on international layoff processes that go beyond the ef-
ficiency-based considerations demonstrated by prior literature. Specifically, we base
our arguments on insights from social identity and self-categorization theory (Hogg
and Terry 2000; Tajfel 1982; Tajfel and Turner 1986; Turner 1987), which sug-
gest that individuals define and differentiate themselves from others on the basis of
salient and observable characteristics. Furthermore, individuals use this assessment
to construct in-groups of similar others, whom they feel more attracted to and out-
groups of dissimilar others, vis-a-vis whom they feel more alienated and greater
personal distance. We apply these insights to firms’ international downsizing deci-
sions and argue that decision-makers are more willing to dismiss employees whom
they perceive to be culturally different to themselves. We argue that this behavioral
tendency influences how MNC decision-makers assess subsidiary performance: The
more culturally proximate a foreign subsidiary is, the more positive or lenient the
interpretation of subsidiary performance as a predictor of the amount of dismissals
will be. That means, on the other hand, when cultural distance is high, decision
makers will interpret subsidiary performance more severely and will be more likely
to dismiss employees. Overall, we expect that downsizing decisions in foreign sub-
sidiaries will be based on different evaluations of performance, depending on the
cultural distance of that subsidiary’s host country.

To analyze the interaction of subsidiary performance and cultural distance in inter-
national downsizing decisions, we employ an extensive dataset comprising more than
14,000 downsizing decisions of German MNCs throughout 60 industries and across
54 host countries, including the explicit financial figures of the foreign subsidiaries.
With this study, we contribute to extant literature on the process of MNC decision-
making regarding foreign downsizing. We show that in addition to efficiency-related
or strategic reasons, non-economic factors, specifically the perception of cultural
similarity, influence firms’ decisions to dismiss employees in foreign locations. Due
to our study’s deep level of data availability on the subsidiary level, we are able
to discern economic and non-economic effects of cultural distance in international
downsizing decisions more than previous studies have been able to.

We proceed as follows: In Sect. 2, we develop our theoretical framework and
formulate our baseline and main hypotheses. In Sect. 3, we describe our empirical
research design before we present the results in Sect. 4. Section 5 discusses the
findings and implications for management practice and future research. Section 6
concludes the study with a short summary.

2 Theory and Hypotheses
Prior research has shown that reducing commitment in a foreign venture can have
a number of different motivations, mostly related to the efficiency of the firm (e.g.,

Berry 2013). These studies have suggested that the major reason why firms withdraw
from foreign subsidiaries is a discrepancy between expected and actual outcomes.
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MNCs often lack information at the moment of entering the foreign market and
are not able to correctly predict future developments of a foreign venture. Only
after investments have been made, the MNC is able to observe if affiliates deliver
the intended results. If the foreign ventures perform below expectations, a likely
consequence has been shown to be the termination of these activities (Boddewyn
1979; Coudounaris et al. 2020; Jagersma and van Gorp 2003). Prior research has
viewed these financial considerations as one of the strongest drivers of divestment
(Benito and Welsh 1997; Berry 2013; Fisch and Zschoche 2012), an effect that has
been confirmed in a recent meta-analysis by Schmid and Morschett (2020).! Based
on these effects that have been established in prior literature, we begin our theorizing
with the following baseline hypothesis.

Baseline: Subsidiary performance has a negative effect on the number of dis-
missals in a firm’s foreign subsidiary.

In addition to a subsidiary’s performance, prior literature has also been concerned
with the relationship between its cultural distance to the home country and dismissals
in that foreign subsidiary. Cultural distance is one of the essential ingredients in the
analysis of MNC decision-making (Beugelsdijk et al. 2018b; Hakanson and Ambos
2010; Stahl and Tung 2015). Hence, it has played a central role in previous studies
on international divestment (Barkema et al. 1996; Benito 1997; Pattnaik and Lee
2014; Mohr et al. 2018; Schmid and Morschett 2020). Within this literature, the
majority of scholars have suggested differences between home and host country, for
example in attitude, values, or behavior, to create additional costs of coordination
for the MNC (Beugelsdijk et al. 2018b; Johanson and Vahlne 1977; Kostova et al.
2016; Li and Guisinger 1992). Cultural distance, in this regard, has been understood
as the liability of foreignness a firm faces in a culturally distant host country (Lou
and Mezias 2002). According to prior studies, this liability will result in challenges
related to knowledge transfer, information processing, as well as the general adaption
to the foreign market (e.g., Javidan et al. 2005; Schmid and Morschett 2020; Sousa
and Tan 2015).

Although based on these theoretical considerations, there is a clear mandate to
predict a positive relationship between cultural distance and the number of dismissals
in foreign subsidiaries, recent results have been less conclusive, often showing in-
significant effects (e.g., Coudounaris et al. 2020; Schmid and Morschett 2020). In
explaining these ambivalent findings, Schmid and Morschett (2020), for example,
have argued that firms may realize that adaption to culturally distant countries simply
takes time and be less of a problem after an initial phase of adjustment (e.g., Sousa

! Our approach to international downsizing using the number of dismissals in a firm’s foreign subsidiary is
more nuanced compared to previous research that has very often measured divestment as a binary variable
only (e.g., Dai et al. 2013; Pattnaik and Lee 2014). We chose this approach for two reasons: (1) Our study’s
level of data availability allows us to use a more fine-grained measurement than that commonly used in
prior research. (2) From a theoretical perspective, our approach allows for a broader understanding of the
organizational decline trajectory (e.g., Cameron et al. 1987; Whetten 1980) that may end in divestment.
At the same time, we recognize that different strategic motivations could lie behind a firm’s decision to
dismiss employees versus the decision to divest. We address this issue at length in the discussion section
of our study.
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and Tan 2015; Wilkinson et al. 2008). Hence, firms may not react to performance
shortcomings of their foreign subsidiaries immediately. Furthermore, other recent
studies have argued for positive performance effects of cultural distance by high-
lighting the economic benefits that the diversity and cross-market learning inherent to
cultural distance may bring (Gomez-Mejia and Palich 1997; Liicke et al. 2014; Park
and Ungson 1997). Particularly Stahl and his colleagues (e.g., Stahl and Tung 2015;
Stahl et al. 2016; Tung and Stahl 2018) have argued for a more balanced treatment
of cultural distance in international business studies, which, instead of overempha-
sizing a negative view on foreignness, distance and related differences of all kinds,
should—in line with a positive organizational scholarship perspective—focus more
on the dynamics, processes, and conditions that enable organizations to benefit from
diversity.

In this study, we add to this discussion by employing a behavioral interpretation
of cultural distance to explain why cultural distance may influence a firms’ assess-
ment of a foreign subsidiary’s performance and hence its economic contribution
to the parent firm. We introduce behavioral aspects of cultural distance as a novel
determinant in international downsizing decisions for two reasons.

First, with regard to general decision-making, a growing research stream has
evolved during the last decades which demonstrates that decision-makers do not
behave strictly according to efficiency considerations but that there are also cog-
nitive biases and socio-psychological mechanisms that direct human decisions in
a seemingly ‘less rational’ manner (e.g., Kahneman and Tversky 1979; Powell et al.
2011). The analysis of these aspects of decision-making has delivered various in-
sights into the nature of human beings when it comes to economically relevant
decisions. Those research developments, which build a bridge to social psychology
(and recently neuroscience), have led to new and strong pillars in the economics and
finance disciplines as well as strategic and international management (e.g., Chittoor
et al. 2019; Du et al. 2019; Fitzsimmons et al. 2017).

Second, with regard to the specific role of cultural distance, scholars have long
acknowledged that the difficulties and challenges of cultural distance arise not only
from the lack of knowledge of how a culturally distant host country functions.
They also arise from the perceived foreignness that alienates individuals in home
and host country from one another (e.g., Beugelsdijk et al. 2018b; Tihanyi et al.
2005). Especially the latter aspect may exercise socio-psychological influences on
individual decision-making that occur independently of economic considerations.

Building on these insights from prior research, we argue that increasing cultural
distance may aggravate problems associated with social identification, which will
lead MNC decision-makers to feel a lesser social connection and personal attraction
to employees in culturally distant foreign subsidiaries. We base this argument on
insights from social identity theory (Tajfel 1982; Tajfel and Turner 1986) and self-
categorization theory (Turner 1987) which build on each other and together suggest
that individuals define and differentiate themselves from others on the basis of ob-
servable—and hence often demographic—characteristics. Based on this assessment,
individuals then construct in-groups of similar others, whom they feel more attracted
to and out-groups of dissimilar others, vis-a-vis whom they feel more alienated and
greater personal distance. Social identity theory extends this categorization and pro-
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poses that via the construction of in-groups, individuals aim to maintain a positive
self-image by comparing their own in-group favorably to the out-group. Although
previous studies on decision-making in foreign downsizing have not explicitly made
a connection to social identity theory, the idea of forming in- and out-groups accord-
ing to foreignness relates to Perlmutter’s (1969) concept of ethnocentrism, a mindset
that elevates home nationals of the MNC and makes the MNC home country the
reference point against which managers should make all crucial decisions (Bohas
et al. 2021).

We argue that this social identity-related effect of cultural distance influences
how MNC decision-makers interpret a foreign subsidiary’s performance results: In
culturally more proximate subsidiaries, decision-makers will have a more favorable
attitude toward performance outcomes. In culturally more distant countries, on the
other hand, a lack of social identification with the local workforce will mean that
performance outcomes may be judged more harshly, leading to a higher amount
of dismissals. In investigating this interplay of subsidiary performance and cultural
distance as determinants of dismissal intensity, we draw on the tenets of social
identity theory (Tajfel 1982; Tajfel and Turner 1986) and self-categorization theory
(Turner 1987) which both suggest that the process of perceiving and categorizing
oneself and others into distinct social groups must be triggered by the recognition
and salience of a particular dimension of similarity and therefore the likelihood that
individuals will use this dimension as a basis for forming in- and out-groups.

With regard to international downsizing decisions, we argue that when subsidiary
performance and cultural distance interact, such a trigger occurs and hence, deci-
sion-makers will use cultural distance to form in- and out-groups. This interpretation
builds on findings of Maddox and Chase (2004), who suggest that situational factors,
such as an immediate context, which supports a particular type of categorization,
increase the salience of a similarity dimension. For example, particularly a foreign
subsidiary’s poor performance may accentuate a categorization process when the
performance shortcomings are interpreted by decision-makers at firm headquarters
as a threat to the prosperity of their individual in-group (i.e., the performance and
survival of the MNC). Following social identity theory, individuals will react to
such a perceived threat with various perceptual, affective, or behavioral responses
in an effort to protect and sustain their in-group vis-a-vis the threatening out-group
(Sammarra et al. 2021). We build this argument on Goldberg et al. (2010) who show
that the two main motives of social identification—uncertainty reduction and status
enhancement—moderate the relationship between perceived demographic dissimi-
larity and group outcomes. In other words, the more a particular social category
allows individuals to reduce uncertainty in their identity or to increase the status
of their in-group, the more likely individuals are to use that demographic dimen-
sion to form social categories. Therefore, we argue that when cultural distance is
high and therefore perceived social identification is low, decision-makers will judge
performance outcomes more harshly and be more likely to downsize a foreign sub-
sidiary than they would in a culturally more proximate foreign subsidiary. With this
behavior, decision-makers protect their in-group at the expense of the out-group.

On the other hand, when a foreign subsidiary is culturally more proximate and
MNC decision-makers therefore feel more socially identified with the subsidiary’s

@ Springer



Schmalenbach Journal of Business Research (2023) 75:127-147 133

employees, in-group favoritism may lead decision-makers to judge subsidiary per-
formance more favorably. This interpretation reflects previous studies which use
social identity theory to explain why transgressions, such as, for example, unethical
behavior, are punished less severely when they are committed by members of an
in-group as compared to when they are committed by out-group individuals (e.g.,
Ellemers et al. 1997; Kundro and Nurmohamed 2021; Van Vugt and Hart 2004). By
punishing in-group transgressors less severely, in-group decision-makers can protect
the positive image of their own in-group by signaling that the transgressors’ behavior
was not highly problematic. This perspective is in line with other studies showing
that in-group decision-makers are more likely to assume less harmful motives for
in-group transgressors as compared to out-group transgressors (Brewer 1999; Wei-
dman et al. 2020). With regard to foreign subsidiaries, such an effect may translate
into assuming that good performance of close subsidiaries is valued higher than the
same performance level in more distant subsidiaries.
We summarize our arguments in our main Hypothesis:

Hypothesis: Cultural distance moderates the effect of subsidiary performance
on the number of dismissals in a firm’s foreign subsidiary: The lower the cul-
tural distance, the stronger the negative effect of subsidiary performance on the
number of dismissals in a firm’s foreign subsidiary.

3 Empirical Methods
3.1 Data and Sample

The empirical analysis draws on subsidiary-level data of German multinational firms
maintained by the Central Bank of Germany. Firms and individuals that are based in
Germany are required to report their foreign direct investment above a balance sheet
total greater than € 3 million to the Central Bank. The anonymized annual invest-
ment reports maintained in the Microdatabase Direct investment (MiDi, https://doi.
org/10.12757/Bbk.MiDi.9915.03.04) include figures on the employment situation of
foreign investment objects and performance indicators (Schild and Walter 2015).
We accessed the data as guest researcher on site in Frankfurt am Main, Germany
(research project number: 2017\0127). Variables that are relevant to this study are
available from 2002 through 2015. The final sample consists of 596 listed parent
firms from 60 different industries that downsized workforce across their foreign
affiliates within the 14-year observation period. Within the context of these parent
firms, we obtain 5339 foreign subsidiaries under observation and 14,575 downsizing
decisions.?

2 Admittedly, we lack information on the actual demographic characteristics of the board members or
decision-makers. However, managers with German origin dominate the boards and the top management
teams (TMT) in German listed firms. As studies regularly reveal, between 70% and 80% of TMT and board
positions in Germany are filled with home country nationals (e.g., Doms and zu Knyphausen-Aufsef3 2014;
Russell Reynolds Associates 2016). Therefore, we can assume a relative homogeneous cultural background
in our sample.
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3.2 Measures

Dependent Variable The dependent variable amount of dismissal measures how
many employees are dismissed by subtracting the number of employees in a foreign
subsidiary in the previous year from the number in the current year. This measure is
more nuanced compared to previous research that very often measures divestment
as a binary variable only (e.g., Dai et al. 2013; Pattnaik and Lee 2014).

Independent and Control Variables There continues to be a lively debate on which
is the most appropriate measure for cultural distance (Beugelsdijk et al. 2018a)
and research constantly develops more advanced measures of cultural distance (e.g.,
Shenkar 2012). However, the aim of this study is not to deliver a refined measurement
of the construct. Therefore, we chose to use a broadly accepted and conservative
measure of cultural distance in order to make our results comparable to previous em-
pirical findings. We first decided on the concept used for cultural distance. Notwith-
standing justified criticism, the cultural measure developed by Hofstede (1980) is
among the most accepted and used in international business research (Beugelsdijk
et al. 2018a). Therefore, we favor this concept vis-a-vis alternative concepts such as
that of Schwartz (1994) or GLOBE (House et al. 2004). Second, we selected a spe-
cific measurement. The index developed by Kogut and Singh (1988) is the most
established measure (Kirkman et al. 2006; Maseland et al. 2018) and the “must
have” variable in international business and management research (Shenkar et al.
2008, p. 908). It represents a Euclidean distance measure with variance correction.
In order to ease the interpretation of our results, we invert cultural distance, oper-
ationalized with the Kogut-Singh-Index, to cultural proximity by subtracting each
subsidiary’ value of cultural distance from the maximum in the sample. In addition,
we perform robustness checks (see below) using the index GLOBE (House et al.
2004) as an alternative measure of cultural distance.

To measure subsidiary performance we draw on the return on equity (roe) gen-
erated in a subsidiary and year (e.g., Delios and Beamish 2001; Gupta et al. 2020;
Uhlenbruck et al. 2017). This operationalization captures the actual profitability of
a subsidiary rather than forward-looking expectations of the overall corporation,
which are commonly in the focus of market-based performance measures. To make
sure that this measure does not cause bias, we performed robustness checks using
return on assets instead of return on equity (see below). Another figure that cap-
tures the subsidiary’s success is the development of sales (Nobeoka and Cusumano
1997). Hence, we include the change in subsidiary sales calculated as the difference
between sales in the previous year and the current year divided by the sales in the
previous year.

Further, we include a variety of variables that were identified as determinants of
subsidiary downsizing in previous studies. We include the subsidiary equity share
because joint ventures seem to induce more coordination problems and show a higher
propensity to be divested than wholly-owned subsidiaries (Li 1995). With rising
age, subsidiaries are less likely to be divested (Belderbos and Zou 2009); hence,
we include subsidiary age (number of years since establishment). As unrelated
subsidiaries are more difficult to manage for the parent (Duhaime and Grant 1984),
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we include the dummy variable subsidiary unrelatedness that indicates whether the
subsidiary’s activities represent a diversification in relation to the parent firm (“1”
if yes, “0” otherwise). Finally, we control for subsidiary size as the subsidiary’s log
annual turnover and the subsidiary’s function as manufacturing subsidiary (“1” if
yes, “0” otherwise) and service subsidiary (“1” if yes, “0” otherwise).

Foreign affiliates might face downsizing or termination also due to strategic con-
siderations of the parent company (Benito and Welch 1997; Boddewyn 1979). We
include the variable network reconfiguration, which captures whether the parent firm
is increasing or decreasing its staff in the overall international network (number of
foreign employees in current year minus number of foreign employees in previous
year relative to the number of foreign employees in previous year). On the parent
level, we further capture firm size (Belderbos and Zou 2009) measured as (log of)
total sales and foreign network performance, measured as return on sales across
a parent firm’s foreign subsidiaries.

Referring to host country characteristics, favorable market conditions such as eco-
nomic growth reduce divestment probabilities (Benito 1997). We therefore include
GDP growth (source: World Bank) and market size (log GDP, source: World Bank)
to control for the attractiveness of the local market. Finally, we include industry and
time dummies in all models.

4 Results

Summary statistics and variable measurement are displayed in Table 1; the pairwise
correlations are presented in Table 2. Interestingly, there is nearly no correlation
(r=0.004) between subsidiary performance and cultural proximity, which is remark-
able, given the generally expected influence of cultural distance on performance. It
seems that cultural distance does not lead per se to lower performance and, hence,
dismissal. Obviously, it is a much more complex relationship that is affected by
a number of influences (e.g., the cultural background and experience of individual
managers, the nature of the product or service offered by the firm, and so on). Fur-
ther, subsidiary performance (measured as roe) and change in subsidiary sales have
nearly no correlation (r=-0.001). While both variables measure an aspect of firm
performance, their individual meaning seems very different. Change in subsidiary
sales reflects the consumers’ valuation of the products and services offered by the
firm. It can vary strongly from year to year, depending also on factors that are be-
yond the firm’s influence (e.g., macroeconomic effects). Return on equity reflects
the efficiency of money invested. Certainly, the firm has more flexibility to optimize
the roe, for example by cutting costs or (in the short run) by capital outflow. The
variance inflation factors are close to one (mean: 1.19; maximum: 1.39) indicating
that no problems with multicollinearity exist.

Regression results are displayed in Table 3. As a Breusch-Pagan/Cook-Weisberg
test reveals, the data are heteroscedastic. We therefore employ an ordinary least
squares (OLS) estimation with robust standard errors. Model 1 is the base model,
containing just the controls. In Model 2, we introduce the simple effects of cultural
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Table 1 Summary statistics

Variable Measurement Mean SD
Amount of dismissal Number of employees in a foreign subsidiary in the 49.55 338.19
current year—number of employees in a foreign
subsidiary in the previous year
Cultural proximity 1. Kogut-Singh-Index (KSI) of cultural distance 3.21 0.93
KSIU :Zzltc= (1/(1 1/;1) /Vk)
With: KSIij = cultural distance between coun-
try i and country j; Iki and Ikj= values of cultural
dimension k (k= 1-4) for country i and country j,
respectively; Vk=variance of the cultural dimen-
sion k.
2. Subtraction from maximum in sample to obtain
proximity
Subsidiary performance Return on equity generated in a subsidiary and year 1.03 96.45
Change in subsidiary (Sales in the current year— sales in the previous) / 0.24 6.89
sales sales in the previous year
Subsidiary equity share Focal parent firm’s equity share 0.93 0.17
Subsidiary age Number of years since establishment 6.90 3.87
Subsidiary unrelatedness 1=subsidiary’s activities are different to the parent 0.55 0.50
firm; 0= otherwise
Subsidiary size Log of annual turnover 10.66 1.53
Manufacturing subsidiary 1=subsidiary is active in manufacturing activities; 0.26 0.44
0= otherwise
Service subsidiary 1= subsidiary is active in service activities; 0.29 0.45
0= otherwise
Network reconfiguration (Number of foreign employees in current 0.26 10.02
year— number of foreign employees in previous
year) / number of foreign employees in previous
year
Foreign network Return on sales across a parent firm’s foreign sub- 0.04 0.23
performance sidiaries
Firm size Log of total sales 16.84 2.69
GDP growth Real GDP growth 2.34 3.43
Market size Log GDP 27.71 1.46

Number of observations: 14,575

Source: Research Data and Service Centre (RDSC, German Central Bank), MiDi database, 2002-2015,
own calculations

proximity and subsidiary performance. Model 3 is the full model, in which we
interact cultural proximity and subsidiary performance.

In Model 2, the coefficient of subsidiary performance is negative but slightly
misses significance ($=-0.003; p=0.102). In Model 3, however, the coefficient of
subsidiary performance is negative and significant (3=-0.139; p=0.000). To draw
a clear conclusion whether we find support for our baseline assumption that sub-
sidiary performance has a negative influence on the amount of subsidiary dismissal,
we have to exercise a marginal effects analysis (see below). To test our main Hy-
pothesis, we interact the variables cultural proximity and subsidiary performance
(Model 3). The interaction is negative and significant (f=-0.258; p=0.000). With
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Table 3 Regression results

Amount of dismissal Model 1 Model 2 Model 3
Subsidiary performance * cultural - - —0.258%***
proximity (0.070)
Subsidiary performance - -0.003 —0.139%%*
(0.002) (0.038)
Cultural proximity - —11.33%%* —10.86%*
(5.016) (4.964)
Change in subsidiary sales —0.229%** —0.226%** —0.226%**
(0.081) (0.081) (0.081)
Subsidiary equity share -106.7* -103.6%* -103.4*
(58.94) (57.68) (57.66)
Subsidiary age —2.098%#%*%* —1.877%** —1.877%%*
(0.553) (0.518) (0.518)
Subsidiary unrelatedness —4.590 —4.189 —4.145
(12.69) (12.83) (12.84)
Subsidiary size 48.75% %% 49.14%#5%%* 49.16%%*
(6.540) (6.682) (6.685)
Manufacturing subsidiary 37.53 36.72 36.85
(24.62) (24.42) (24.43)
Service subsidiary 7.217 5911 6.029
(17.00) (16.94) (16.95)
Network re-configuration -0.117* —0.122% —0.122%*
(0.067) (0.064) (0.064)
Foreign network performance 0.416 -0.012 -0.088
(9.001) (9.050) (9.054)
Firm size -2.744 -3.258%* —-3.258%*
(1.680) (1.876) (1.876)
GDP growth 3.467#** 2.204+* 2.201#*
(0.701) (0.853) (0.853)
Market size -2.333 -0.180 -0.158
(2.234) (1.604) (1.603)
R? 0.061 0.062 0.062
No. of observations 14,575 14,575 14,575

Estimation with industry and time dummies; Standard errors in parentheses

* p<0.10; ** p<0.05; *** p<0.01

Source: Research Data and Service Centre (RDSC, German Central Bank), MiDi database, 2002-2015,
own calculations

an R squared of 6%, the explained variance is low. The most important reason
behind this seems to be the heterogeneity of firms in this sample. Every firm has
very specific endowments with management culture, organizational architectures,
decision routines, firm values (and so on), which affect the severity of downsizing.
Our empirical model does not control for such heterogeneities, hence, the overall
influence of cultural distance and performance is low. Since our goal was not to
maximize the explanative power of the full model but to carve out the joint ef-
fect of cultural proximity and subsidiary performance, we do not think that a small
explained variance is a severe problem.
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To interpret the moderating effect of cultural proximity, we follow a recent ap-
proach introduced by Busenbark and colleagues (2022) that has been implemented,
for example, by Steinberg, Asad, and Lijzenga (2022). We visualize the marginal
effects of subsidiary performance on amount of dismissal over different values of
cultural proximity (ranging from the fifth to the 95th percentile). Figure 1 shows
that the relationship between subsidiary performance on amount of dismissal is neg-
ative for all values of cultural proximity. Hence, we can conclude that our baseline
hypothesis is supported. Further, we see that the relationship becomes stronger for
higher values of cultural proximity, which delivers additional support for our main
hypothesis. The higher the cultural distance between home and host country, the
more employees are dismissed in that foreign subsidiary, compared to culturally
more proximate foreign subsidiary at the same performance level.

To substantiate our findings, we perform a number of robustness checks. Results
are displayed in Table 4. In Model 1, we use an alternative measure of subsidiary
performance, which is return on assets (e.g., Coombs and Gilley 2005) instead of
return on equity. The hypothesized effect of the interplay of subsidiary performance
and cultural proximity is negative and significant (§=-0.008; p=0.005) as in our
main model. In Model 2, we use another alternative measure of subsidiary per-
formance, which aims at capturing changes in performance difference instead of
absolute values (e.g., Fredrickson et al. 1988). We measure the change in return on
equity as the difference between return on equity in the current year and the previ-

Effects of linear prediction
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Source: Research Data and Service Centre (RDSC, German Central Bank), MiDi database, 2002-2015, own calculations.

Fig.1 Average marginal effects of subsidiary performance with 90% confidence intervals
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Table 4 Robustness checks

Amount of dismissal Model 1 Model 2 Model 3 Model 4
Subsidiary performance * cul- —0.008%** -0.010 —0.008*%* —0.004%#**
tural proximity (0.003) (0.007) (0.004) (0.001)
Subsidiary performance 0.000 -0.007* -9.83e-5 -0.010%%*
(0.001) (0.004) (0.003) (0.004)
Cultural proximity —11.32%* —10.92%* —10.90** —2.746%**
(5.046) (5.059) (5.106) (0.860)
Change in subsidiary sales —0.223%** —0.221%** —0.217%#%* —(0.233%%*
(0.079) (0.079) (0.077) (0.081)
Subsidiary equity share —103.4% —100.7%* -100.9* -102.3*
(57.90) (59.59) (59.90) (59.34)
Subsidiary age —1.887%*** —1.849%** —1.858%** —2.017%**
(0.528) (0.524) (0.532) (0.571)
Subsidiary unrelatedness —4.527 —-3.888 -4.357 -4.016
(12.96) (12.96) (13.07) (12.79)
Subsidiary size 49.71#%* 49.20%** 49.82%*%* 49.72%%*
(6.776) (6.762) (6.856) (6.629)
Manufacturing subsidiary 37.66 34.77 34.72 38.63
(24.80) (24.76) (25.13) (25.01)
Service subsidiary 7.255 4.795 5.244 9.315
(17.48) (17.22) (17.82) (17.50)
Network re-configuration -0.121%* -0.118* -0.117* -0.108
(0.064) (0.061) (0.060) (0.067)
Foreign network performance 0.690 0.773 1.620 1.044
(9.143) 9.072) 9.167) (9.075)
Firm size -3.365% -3.396* -3.510% -3.164*
(1.897) (1.893) (1.918) (1.679)
GDP growth 2.254 %% 2.349%%* 2.396%#* 2.953 4%
(0.859) (0.857) (0.867) (0.715)
Market size -0.293 -0.322 -0.501 -0.364
(1.618) (1.606) (1.621) (2.463)
R? 0.062 0.061 0.062 0.062
No. of observations 14,425 14,335 14,171 14,425

Note: The robustness checks contain alternative measures of subsidiary performance and cultural proximity
Model 1: Subsidiary performance= return on assets; Cultural proximity = Kogut-Singh-Index

Model 2: Subsidiary performance= change in return on equity; Cultural proximity = Kogut-Singh-Index
Model 3: Subsidiary performance= change in return on assets; Cultural proximity = Kogut-Singh-Index
Model 4: Subsidiary performance = return on assets; Cultural proximity= GLOBE

Estimation with industry and time dummies; Standard errors in parentheses

* p<0.10; ** p<0.05; *** p<0.01

Source: Research Data and Service Centre (RDSC, German Central Bank), MiDi database, 2002-2015,
own calculations.

ous year. The interaction effect of subsidiary performance and cultural proximity is
negative, however, not significant (3=-0.010; p=0.172). In Model 3, we combine
the previous two alternative measures and operationalize subsidiary performance
as change in return on assets. Here, the interaction effect is, again, negative and
significant (3=-0.008; p=0.038).
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Besides varying the measurement of performance, we also test a different mea-
sure of cultural proximity. In Model 4 (Table 4), we use the cultural values proposed
by the GLOBE project (House et al. 2004) instead of Hofstede (1980). With this
alternative measure, the interaction effect of cultural proximity and subsidiary per-
formance (measured with return on assets) is negative and significant (§=-0.004;
p=0.004). In sum, the robustness checks, which contain alternative measures of
subsidiary performance and cultural proximity, largely support the results of our
main analysis.

5 Discussion

The goal of this study was to investigate the interplay of cultural distance and sub-
sidiary performance in international downsizing decisions and therefore contribute
to knowledge on the determinants of de-internationalization. Results of our analyses
confirm previous research suggesting that subsidiary performance is an important
driver of downsizing decisions. Further, we show that cultural distance influences
how MNC decision-makers interpret the efficiency of the subsidiary in terms of its
performance. The lower the cultural distance between home and host country, the
stronger is the dismissal-preventing effect of subsidiary performance. That means
performance will be interpreted more favorably in more proximate subsidiaries and
more unfavorably in subsidiaries that are more distant. These results have important
implications for research and management practice.

Our study extends research on multinational divestment and de-internationaliza-
tion that highlights the coordination costs associated with cultural distance. Most
prior studies have presented strong theoretical arguments why cultural distance be-
tween home and host country will increase coordination costs for the MNC and,
therefore, lead to lower efficiency and a higher tendency for downsizing (Beugels-
dijk et al. 2018b; Johanson and Vahlne 1977; Kostova et al. 2016; Li and Guisinger
1992). However, recent results have presented less conclusive evidence of this rela-
tionship, often showing insignificant effects (e.g., Coudounaris et al. 2020; Schmid
and Morschett 2020). Our findings are in line with these studies. We suggest
that—instead of influencing subsidiary performance directly—the effect of cultural
distance comes to bear more indirectly through behavioral considerations. We argue
that greater differences in cultural terms may lead MNC decision-makers to feel
a lesser personal attraction, social identification, and familiarity to employees in
those foreign subsidiaries and, hence, will interpret subsidiary performance based
on this behavioral effect.

The results of our analysis also provide interesting insights on the interaction
of cultural distance with subsidiary performance and its consequences for de-in-
ternationalization. We find that high subsidiary performance will prevent dismissal
in particular in culturally proximate countries. Theories of social identity (Tajfel
1982; Tajfel and Turner 1986) and self-categorization (Turner 1987) support our
suggestion that decision-makers are triggered into using cultural distance to form
social categories, alienating more culturally distant subsidiaries and consequentially
increasing the number of dismissals there. We believe that these results can encour-
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age further research on the relationship between cultural distance and the subsidiary
(or MNC) performance.

The results of our study bear important managerial implications. Decision-makers
in MNCs should be aware of potential behavioral biases when making multinational
downsizing decisions. Downsizing and layoff decisions are very critical and might
raise the attention not only of the employees who are directly affected by them.
Therefore, it is especially important to present transparent and comprehensible de-
cision determinants. Moreover, it is in the interest of long-term MNC performance
that only those subsidiaries are downsized that are performing least favorably or that
have the lowest strategic value for the MNC. Managers might not be aware that they
have more or less empathy for different cultural groups. One measure MNCs might
use is to establish cultural diversity within the group of people that makes these
strategic decisions. Different cultural backgrounds and diverse international (work)
experience may diminish any potential dominance of one cultural group.

Finally, we acknowledge that the study has several limitations. Most importantly,
the empirical analysis is based on a completely anonymous dataset. A more gran-
ular knowledge, especially regarding the composition of executive teams and their
cultural backgrounds, would allow us to gain a deeper understanding of the psycho-
logical factors in decision-making processes. This is not possible with the present
data but could help to uncover why certain preferences and attitudes towards em-
ployees from different cultural regions may dominate other decision determinants.
Future research might draw on experiments or surveys to deliver a more nuanced
understanding of the multinational downsizing decision process.

Second, while our use of a more fine-grained variable—the number of dismissals
in a firm’s foreign subsidiary—extends prior research which has very often measured
divestment as a binary variable only (e.g., Dai et al. 2013; Pattnaik and Lee 2014),
it also introduces the question of potentially different strategic considerations be-
hind dismissals and divestment. When a firm fully divests a foreign subsidiary, this
foreign involvement is terminated. Dismissals in foreign subsidiaries, however, may
strategically, in the course of organizational decline, either be intended as a step-
wise process towards full divestment or—alternatively—be aimed at bringing the
subsidiary back on track. Since our data does not allow for any insights into the
strategic considerations behind the foreign downsizing decisions, we cannot exclude
this possibility. At the same time, due to a number of reasons, we believe that our re-
sults are not biased by this fact. First, prior research on retrenchment has shown that
layoffs do not contribute to turnaround success (Tangpong et al. 2015), and hence,
they would not be likely to ultimately prevent the full divestment of the foreign
subsidiary. Furthermore, by measuring the number of dismissals in a firm’s foreign
subsidiary, we include the full range of downsizing in foreign subsidiaries from
only a few employees to nearly all employees of that subsidiary being dismissed. In
addition, we control for several variables (e.g., change in subsidiary sales), which
may influence a firm’s strategic thinking on whether a foreign subsidiary could be
brought back on track or not. Finally, from a more theoretical point of view, we
believe that against the background of our research question—which argues that in-
ternational downsizing decisions are influenced by considerations that are not based
on financial and/or strategic aspects—the contribution of our study is not diminished
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by the possibility that strategic considerations behind firm’s downsizing decisions
may differ. An interesting avenue for future research could, however, be to specif-
ically investigate the antecedents and consequences of decision-making on foreign
dismissals more deeply.

Third, it would be valuable to include the home country into the considerations
of multinational dismissal decisions. Presumably, a firm’s home country will be
less affected by dismissal due to decision makers’ emotional attachment rather than
efficiency consideration. As we lack performance data of the parent company, we
cannot analyze this question in the paper at hand. Finally, it might be valuable to
expand the investigation to different dimensions of distance. Previous literature has
highlighted distance concepts ranging from geographic distance, economic distance
to institutional distance and several more (e.g., Ambos and Hakanson 2014). It would
be interesting to see whether there are similar effects when it comes to alternative
concepts of distance.

6 Conclusion

In this study, we challenge the established, yet bounded, perspective that investors
base their de-internationalizing downsizing decisions only on financial and/or strate-
gic considerations. From this viewpoint, cultural distance between home and host
country is generally expected to increase coordination costs and, therefore, lead to
higher downsizing propensities. Instead, we ask whether cultural distance has effects
on international layoff processes that go beyond the efficiency-based considerations
demonstrated by prior literature. Specifically, we base our arguments on the insights
from social identity (Tajfel 1982; Tajfel and Turner 1986) and self-categorization
(Turner 1987) theory and argue that decision-makers are more willing to dismiss
employees whom they perceive to be culturally different to themselves. Results
show that this behavioral tendency influences how MNC decision-makers assess
subsidiary performance: The higher the cultural proximity, the more positive deci-
sion-makers will interpret performance outcomes. Our results therefore contribute to
knowledge on the determinants of de-internationalization and open up multiple av-
enues for future research to investigate more closely how exactly behavioral factors
influence decision-making in foreign divestments.
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