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Abstract

This paper analyzes how MNCs’ intermediate units—those that exercise authority
over other subsidiaries—apply specific control mechanisms: centralization, formali-
zation, outcome control, and socialization. We combine agency and network theory
to explain how intermediate units’ dual agency role—as both principal and agent—
and their network embeddedness form the choice of control mechanisms. More spe-
cifically, we propose hypotheses on how the intermediate units’ internal and external
relationships determine their choice of control mechanism. We study this issue in
the context of Spanish intermediate units —owned by European MNCs— that exer-
cise authority over subsidiaries in Latin America.

Keywords Intermediate unit - Multilayered MNC - Control mechanism -
Agency theory - Network theory

1 Introduction

The international business (IB) literature conceptualizes multinational corporations
(MNCs) as inter-organizational networks consisting of units at multiple levels with
several roles and, as such, a variety of relationships (Ghoshal & Bartlett, 1990; Gho-
shal & Nohria, 1989). This perspective highlights the multilayered and nested struc-
ture of modern MNCs in which authority and control are distributed across units
(for instance, Corporate Headquarters, Divisional Headquarters, Regional Head-
quarters, etc.) and levels. It thus entails that some subsidiaries exercise control over
other subsidiaries and, thereby, become intermediary units between the Corporate
Headquarters (CHQ) and the local subsidiaries (Goold & Campbell, 2002; Hoenen
et al., 2014; Nell et al., 2017).
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The common view of the MNC focuses on the dyadic corporate headquarters
(CHQ)-subsidiary relationship and the control mechanisms applied by CHQ (Gho-
shal & Nohria, 1989; O’Donnell, 2000). However, capturing better the complexities
of MNC:s calls for a deeper understanding of the implications of their more distrib-
uted authority and control, as has been recently highlighted in a review article on
control and coordination in the MNE (Zeng et al., 2023). In a perspective paper,
Hoenen and Kostova (2015, p. 106) identify some open issues in HQ-subsidiary
research: (a) the impact of the nestedness of the multilayered control and coordina-
tion relationships, that is, “the existence of multiple layers of control relationships,
whereby some units simultaneously participate in more than one hierarchical dyad
possibly taking different roles”; and (b) the influence of the social-contextual embed-
dedness of the units, as they face different local environments. We address these
issues by investigating how intermediate units exercise their authority and control
over other subsidiaries. More specifically, we explore how the role of the interme-
diate unit forms its choice of control mechanism (i.e. centralization, formalization,
output control, or socialization) when exercising authority over other subsidiaries.

An intermediate unit is an organizational unit between CHQ and other subsidi-
aries (here denoted supervised subsidiaries) that exercises control over the latter
on behalf of the former (Alfoldi et al., 2012; Goold & Campbell, 2002). Due to
their nested position in the multilayered structure of MNCs, intermediate units
participate simultaneously in more than one hierarchical dyad, likely displaying
a dual role (Conroy et al., 2017). Intermediate units are themselves controlled by
the CHQ while they control other subsidiaries. As such, they are an agent for the
CHQ, and a principal for the supervised subsidiaries (Hoenen et al., 2014).

Agency theory offers an insightful perspective for understanding the applica-
tion of control mechanisms to the context of CHQ-subsidiary relationships, as
information asymmetries and goal conflicts are salient and introduce uncertainty
about subsidiary behavior (Kostova et al., 2018). Agency theory understands
that information gathering can minimize these problems and focuses on the effi-
cient selection of control mechanisms that can reduce information asymmetries
and increase interest alignment without being too costly (Eisenhardt, 1989).
To reduce complexity, agency theory is based on several stylized assumptions
(Lubatkin et al., 2007; Wiseman et al., 2012) as it presumes relationships to be
dyadic, static, and acontextual (Shapiro, 2005). However, such assumptions are
questionable in multi-layered organizations where units’ relationships are embed-
ded in different internal and external networks. We agree with Wiseman et al.
(2012) that economic behavior is shaped by social mechanisms, such as networks,
that influence the extent of information asymmetries and potential goal conflict.
Information is contained in and shaped by social relations among the involved
actors and needs context to be fully understood (Lubatkin et al., 2007). Therefore,
we combine agency theory with the logic of network theory, which assumes that
information is partially tacit and context-specific and that the embedded relation-
ships help to make sense of it (Andersson et al., 2007; Uzzi, 1996).

Our theoretical framework is illustrated in Fig. 1. The core argument of the
theoretical framework is, as will be outlined in the following, that the internal and
external relationships are mitigating the source conditions of agency problems of
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Fig. 1 Illustration of the theoretical framework

information asymmetry and goal conflict in the multilayered MNC which accord-
ing to the agency theory determine the choice of control mechanism.

We examine these issues in the context of 194 Spanish subsidiaries of European
MNCs, where 68 of the Spanish subsidiaries are intermediate units supervising
other subsidiaries in Latin America. Our findings indicate that the internal embed-
dedness—with the CHQ and other MNC units—and external embeddedness—with
the Latin America environment—of intermediate units relate to their choice of con-
trol mechanism applied to the supervised units. More specifically, our study shows
that the more embedded the intermediate unit is in the external environment of the
supervised subsidiary, the more it uses centralization and formal control, while weak
external relationships are associated with outcome control and socialization. Having
strong relationships with other MNC units is related to the application of centraliza-
tion by the intermediate unit, while weak internal relationships are linked to the use
of formal control. Hence, by focusing attention on how control is applied at the sec-
ond layer of MNCs, and by combining agency and network theoretical approaches,
our study contributes to the understanding of distributed authority and control in
complex MNCs.

2 Theoretical Framework
2.1 Dual Role of Intermediate Units

Intermediate unit is an umbrella concept that refers to structural solutions applied
by MNCs to manage CHQ-subsidiary relationships. A recent literature review (Pla-
Barber et al., 2021) compiles the different types of roles that can be united under
such umbrella -for example, Divisional Headquarters, Regional Headquarters, or
Regional Management Centers- as well as the antecedents, theoretical underpin-
nings, and empirical evidence. The rationale for the existence of intermediate units
relates to the bounded rationality of the CHQ, which leads to the delegation of deci-
sions to lower levels to overcome information problems (Goold & Campbell, 2002;
Verbeke & Asmussen, 2016). Intermediate units connect CHQs with other subsidi-
aries and exercise supervisory responsibilities (Zhou, 2015). They are positioned to
take on this supervisory role as they typically have better knowledge than the CHQ
about the context of the supervised units (Lunnan & Zhao, 2014) because they are
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closer geographically, functionally, or culturally. The delegated authority might be
granted top-down from the CHQ or earned bottom-up exactly because the interme-
diate unit has unique resources that make it better positioned to control the super-
vised units (Birkinshaw & Hood, 1998; Cuervo-Cazurra et al., 2019).

Although there are important differences in the specific tasks among these types
of intermediate units, they share some characteristics, namely the supervisory role
and delegated authority (Zhou, 2015), and the dual position between the CHQ and
the supervised subsidiaries (Alfoldi et al., 2012; Hoenen et al., 2014), which raise
the issue of how they exercise control over the supervised subsidiaries.

The distribution of supervisory responsibility to this second layer modifies the
power balance among the MNC'’s units (Alfoldi et al., 2017; Cuervo-Cazurra et al.,
2019) and leads to “cascading agency relationships” (Hoenen & Kostova, 2015, p.
110). Thus, a common trait is the simultaneous exercise of different agency roles or
dual agency, which “involves two sets of control relationships, reflecting the pres-
ence of agents at two main levels” (Child & Rodrigues, 2003, p.339).

Dual agency has shed light on the delegation of control in fields like corporate
governance (Arthurs et al., 2008; Deutsch et al., 2010) or supply-chain manage-
ment (Wilhelm et al., 2016). Within the IB literature, this approach has been applied
to analyze the existence of multiple principals (Ambos et al., 2019) or the balance
between interest alignment and self-interest in the CHQ-RHQ dyad (Conroy et al.,
2017). In our study, we focus on how the behavior of the intermediate unit is shaped
by a) its dual position as principal and agent, and b) its embeddedness in internal
networks (with the CHQ and other subsidiaries) and external networks (with agents
in the local environment of the supervised subsidiary). Such embeddedness affects
the access to and understanding of internal and external information, encourages
knowledge exchange in relationships, and increases the costs of defection and oppor-
tunism for the parts (Wiseman et al., 2012), so it will influence both potential goal
conflicts and information asymmetries.

2.2 Goal Conflicts and Agency Perspective

As an agent, the intermediate unit integrates dispersed sources of knowledge, assists
in information processing and communication, and takes over headquarters’ activi-
ties in a specific area (Conroy et al., 2017; Zhou, 2015). As a principal, the inter-
mediate unit plays a supervisory role (Alfoldi et al, 2012), supported by its better
understanding of the local context of the supervised subsidiaries. For instance, the
intermediate unit may possess specialized knowledge about the culture, activities,
products, or local market conditions that relate to the business of the supervised sub-
sidiary (Hoenen et al., 2014; Villar et al., 2018).

Agency theory (Fama & Jensen, 1983; Jensen & Meckling, 1976) has been
used to analyze CHQs’ applications of control mechanisms that are designed to
avoid potential agency problems linked to the principal’s delegation of authority
(Ambos et al., 2019; Cavanagh et al., 2017; Steinberg & Kunisch, 2016). Agency
theory departs from basic premises about the actors involved in the relationship,
specifically their different risk attitudes and derived goal incongruence, the search
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for self-interest and opportunistic behavior, and the principal’s bounded rationality
that in conjunction with information asymmetries make it difficult to observe and
monitor the agent. Under these premises, two main problems can arise. First, the
"moral hazard" that is related to the lack of observability of the agent’s behavior
and the risk of opportunism. Second, the "adverse selection" as agents might mis-
represent their skills and objectives (Eisenhardt, 1989). In the case of dyadic CHQ-
subsidiary relationships, several features exacerbate these two problems (Kostova
et al., 2018; Steinberg & Kunisch, 2016). First, different types of distance create
information asymmetries between CHQs and subsidiaries that limit CHQs’ knowl-
edge about subsidiaries’ activities and their contexts (Asmussen & Goerzen, 2013;
Kostova et al., 2018). These information asymmetries together with the CHQ’s
bounded rationality increase the potential moral hazard as they limit the CHQ’s abil-
ity to specify objectives and observe and validate the subsidiary’s activities. Second,
the likelihood of adverse selection also increases as subsidiaries might have moti-
vations that deviate from those of the CHQ (Ambos et al., 2019; Cavanagh et al.,
2017; Hoenen & Kostova, 2015). For instance, they might act opportunistically in
their own self-interest instead of prioritizing the interests of the MNC, or they may
engage in such behaviors because of incompetence problems (Kostova et al., 2018).

The extension of the dyadic agency view of the MNC to a three-layered structure
implies that information becomes diluted as it passes the levels and that the inter-
mediate units become the nexus of the informed parties (Tirole, 1986). It becomes
more difficult to obtain and verify information from intermediate levels due to the
difficulty of observing the secondary agent’s behavior and/or the potential for collu-
sion between the intermediate unit (in its principal role) and the supervised subsidi-
aries (Child & Rodrigues, 2003; Wilhelm et al., 2016).

2.3 Information Asymmetry and Network Perspective

Classical agency theory views information as a commodity that is acontextual,
ahistorical, and that can be acquired at a cost (Eisenhardt, 1989; Shapiro, 2005).
This implies that, when faced with information asymmetries, the principal applies
the most cost-efficient control mechanism that allows for the necessary information
about the agent’s behavior or the outcome to be obtained. However, as previously
stated this assumption does not hold in the context of complex MNCs, as informa-
tion is scattered, dispersed, and context-dependent (Kostova et al., 2018). It is not
only a matter of collecting and processing the information but also a matter of inter-
preting and making sense of it. By relaxing the discrete view of exchanges and con-
sidering the relational elements of agency different authors have extended agency
theory. Specifically, they ascertain that the embeddedness of agents in different net-
works has an influence on the nature and potential for adverse selection and moral
hazard (Lubatkin et al., 2007; Shapiro, 2005; Wiseman et al., 2012).

According to the network perspective of the MNC (Andersson et al., 2007;
Ghoshal & Bartlett, 1990), the potential agency problems are dealt with through
embedded relationship-building. Embedded relationships are characterized by trust,
understanding, and knowledge accumulation (Uzzi, 1996), and through different
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mechanisms, they might attenuate the causes of agency problems rather than contain
them. First, embedded relationships introduce a social view in which individuals
form their understandings and mitigate ambiguity through ongoing communication
and adaptations in relationships (Lubatkin et al., 2007; Shapiro, 2005). In addition,
the intensity of relationships within a network, and the diversity of networks intro-
duce criteria for an agent’s decision-making that transcend self-interest -as could be
reputation, satisfaction, honor, or trust; and increase the cost of opportunistic behav-
ior (Wiseman et al., 2012). Thus, networks have the potential to mitigate adverse
selection and moral hazard problems by embedding agency in ongoing relationships
(Shapiro, 2005). For intermediate units, intense relationships provide them with
contextual clues that help them make sense of the information (Alfoldi et al., 2017).
Such network embeddedness can serve as a source of profound understanding and
knowledge that helps in reducing information asymmetries, improves interest align-
ment (Shapiro, 2005), and consequently influences the choice of control mechanism.

We summarize the key ideas and assumptions of the agency and network
approaches in Table 1.

2.4 Control Mechanisms

For agency theory, the main objective of control mechanisms is to increase the
agents’ alignment with the principal’s interest (Eisenhardt, 1985; O’Donnell, 2000).
Extant literature on CHQ-subsidiary control! points to four main mechanisms
(Ambos et al., 2019; Collis et al., 2007; O’Donnell, 2000): (1) centralization, (2)
formalization, (3) outcome control, and (4) socialization. Centralization as a control
mechanism has been mostly studied at the corporate level (Gates & Egelhoff, 1986).
It entails applying hierarchical power and concentrating decision-making at a higher
level, so no major decision is conducted at lower levels. In the context of our study,
where intermediate units exercise supervisory roles, centralization means that inter-
mediate units do not delegate but retain the bulk of decision-making that affects the
supervised subsidiaries. Formalization pursues behavioral control through the estab-
lishment of common norms and standard procedures for behavior across the MNC’s
units. Formalization reduces ambiguity and provides behavioral guidelines for the
MNC’s units. However, the effectiveness of formalization relies on the principal’s

! In the context of MNCs the monitoring and control of units have been treated within the broader topic
of integration. Along these lines, Martinez and Jarillo (1989) followed the organizational literature tradi-
tion and grouped the different mechanisms into two categories depending on their structural and for-
mal versus their more informal or subtle character. In their categorization, centralization, formalization,
and outcome control are formal mechanisms while socialization is an informal one. A complementary
approach, combining the organizational and international management literature is Harzing’s (1999)
framework that distinguishes four mechanisms: direct personal control (centralized control), indirect per-
sonal control (socialization and networks), direct impersonal control (bureaucratic formalized control),
and indirect impersonal control (output control). Our choice of these four mechanisms is consistent with
our theoretical approach as these are the basic mechanisms for Agency Theory (Eisenhardt, 1989) and
have been applied in previous studies on MNC control (Ambos et al., 2019; Kim et al., 2003; O’Donnell,
2000). This is also shown in a metanalysis study on the use of integration mechanisms in MNCs (Zeng
et al., 2018) and a recent review paper on MNE control and coordination (Zeng et al., 2023).
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capability to observe the agent’s behavior (Eisenhardt, 1989). Outcome controls
focus on specifying the expected results and less on the means of achieving those
results. Their effectiveness is contingent upon the knowledge the principal has about
the task and conditions related to the outcome (Eisenhardt, 1989). Finally, sociali-
zation aims to integrate the MNC’s units through the development of shared goals
and values as well as a shared sense of identity. The objective is to reduce the goal
incongruence between the principal and agent by harmonizing the agent’s self-inter-
est with the principal’s (Eisenhardt, 1989).

We agree with Ambos et al. (2019) in that information asymmetries are the
main determinants of the strategy the principal follows to address control, but those
asymmetries are contingent on the intermediate unit’s embeddedness within dif-
ferent networks at internal and external levels. In the following, we reflect on how
the intermediate unit’s internal and external embeddedness affect the use of the
four control mechanisms.> We present three different scenarios corresponding to
the potential combinations of internal and external embeddedness and specifically
develop hypotheses regarding the extent to which the intermediate unit’s internal
relationships (with the CHQ and other MNC units) and external relationships (with
counterparts in the country of the supervised subsidiary) relate to the choice of con-
trol mechanisms. Thus, we outline three situations that may follow from the dual
relationships: (1) intermediate units with strong internal and external relationships,
(2) intermediate units with weak internal relationships but strong external relation-
ships, and (3) intermediate units with strong internal relationships and weak external
relationships.’

2.5 Intermediate Units with Strong External and Internal Relationships

In this case, the intermediate unit is closely connected both internally with the CHQ
and other MNC units and externally with network partners in the supervised sub-
sidiaries’ local network. It enjoys a central position characterized by lower levels
of information asymmetries that shape its dual role as both principal and agent, and
that mitigates the agency problems.

First, in terms of the intermediate unit’s principal role, the strong connections
with the supervised subsidiaries’ (agents’) local network increase the observability
of the agents’ conditions and performance. Strong direct ties with network partners

2 The literature indicates that the control mechanism might vary with the function and activities where,
for instance, R&D activities are more exposed to centralization (Andersson & Pedersen, 2010), while the
implementation of marketing activities is more decentralized (Schmid et al.,., 2016). Similarly, previous
literature outlines the evolutionary paths and roles that subsidiaries go through to become an intermedi-
ate unit (Dzikowska et al., 2023). However, we are focusing on the control mechanism applied at the
subsidiary level and not on its different functions or the evolutionary paths through which it has evolved.

3 External relationships can refer to both the intermediate unit’s local context and the supervised sub-
sidiaries’ local context. In our arguments, we refer to the latter, but we do control for the former in the
empirical study. Moreover, we do not consider the situation of weak relations on both levels because the
focus of this paper is on how the internal and external relationships mitigate the sources of agency prob-
lems (i.e., asymmetric information and divergent interests). In the case of low internal and external rela-
tionships there is no mitigation of the agency problems by means of the intermediate units’ relationships.
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such as suppliers or competitors imply recurrent interactions, which increase oppor-
tunities to gather knowledge from different sources including unintended leak-
ages that can be used to infer the supervised unit’s (agent’s) conditions and reduce
information asymmetry. In addition, the recurrent interactions make fine-grained
information exchange possible, which increases the amount of knowledge that the
partners share (Uzzi, 1996). Therefore, less asymmetries and more goal alignment
between the intermediate unit and the supervised subsidiary are expected.

Similarly, strong internal ties reduce the information asymmetries between the
CHQ and the intermediate units because such interactions not only allow CHQs to
identify and define the interdependencies with the intermediate unit but also reduce
potential ambiguities and goal conflicts (Holm et al., 1995). This internal embed-
dedness has positive effects on the CHQ’s involvement in subsidiaries’ development
activities (Ciabuschi et al., 2011) and on the CHQ’s attention (Bouquet & Birkin-
shaw, 2008). Additionally, CHQs can be sufficiently informed about intermediate
units’ operations, thereby increasing their trustworthiness (Asakawa & Aoki, 2016).
Moreover, intermediate units are better informed about strategic issues, and they can
get more support and resources due to the strength of their internal ties (Ciabuschi
et al., 2011).

Given the intermediate unit has adequate information on the local conditions and
performance of the supervised subsidiaries it can tightly manage the agent. Moreo-
ver, tight control of the supervised subsidiary makes other MNC units—including the
CHQ—more dependent on the intermediate unit, as it possesses a brokerage position
with the supervised subsidiary. The increased dependency by the CHQ and other MNC
units will provide the intermediate unit with a stronger position within the MNC, where
it can attract more internal resources (Cuervo-Cazurra et al., 2019).

As such, the strong internal embeddedness shapes the way the intermediate unit bal-
ances the two roles and drives its preference to exert control mechanisms that grant
influence and discretion, even though it requires resources for continuous monitoring
and decision-making. First, as an agent of CHQ, the intermediate unit might be prone
to retaining centralized decision-making authority, as doing so indicates commitment
and trustworthiness to the CHQ (principal). Second, centralized control of the super-
vised subsidiary provides the intermediate unit with a position of centrality in the inter-
nal network (Ghoshal & Bartlett, 1990) which given its strong internal embeddedness
enables the intermediate unit to attract valuable resources (Andersson et al., 2007).

Hence, we propose:

HI: High intensity in an intermediate unit’s external and internal relationships
is positively related to the intermediate unit’s application of centralization to
supervised subsidiaries.

2.6 Intermediate Units with Weak Internal Relationships and Strong External
Relationships

Cases in which the intermediate unit is closely linked to a supervised subsidiary’s net-

work but maintains weak relationships with the CHQ entail agency problems for the
latter. The risk of a coalition between the second and third layer is higher when the
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first principal (i.e., the CHQ) struggles to obtain information from the intermediate
layer because it can neither observe the circumstances nor properly verify the accuracy
of provided information, increasing the risks of moral hazard and adverse selection.

In this scenario, unbalanced network embeddedness induces goal misalignment
and creates scope for the intermediate unit to ally itself with the supervised subsidi-
aries to pursue their own interests rather than those of the CHQ (Ambos et al., 2019;
Hoenen & Kostova, 2015). This potential collusion problem originates from the fact
that intermediate units with strong external ties that are relatively isolated from the
CHQ might be closer to their supervised subsidiaries’ environments and identify
more with their objectives (Hoenen & Kostova, 2015). Also, collusion might arise
from the intermediate unit’s perception of being at a disadvantage when compared
to the other MNC units, such that it begins to develop its own strategies for over-
coming that disadvantage (Conroy et al., 2017).

As a principal, the intermediate unit is well positioned to follow both the subsidi-
ary’s behavior and its results, as it has a great deal of information on the supervised
subsidiary’s activities, its local conditions, and its task interdependencies with cus-
tomers or suppliers. In addition, the intermediate unit might feel that its own perfor-
mance is closely connected to the success of the supervised subsidiaries, so it will
be interested in providing them with more discretion.

However, as an agent of the CHQ and given its relative isolation, the intermedi-
ate unit is also interested in keeping the supervisory role by proving alignment with
CHQs (Conroy et al., 2017). This drives it to collect and provide objective and veri-
fiable information to justify its supervisory function thereby adding parental value
to the supervised subsidiary and limiting the moral hazard problem in the first layer
(Hoenen & Kostova, 2015).

To balance these weak internal relationships and strong external relationships the inter-
mediate units will apply formal controls as a way of monitoring the supervised subsidiar-
ies’ behavior. Because of the strong ties with the local networks, the intermediate unit has
information about the environmental conditions of the subsidiaries and is, therefore, able
to formulate explicit and stable rules and procedures in collaboration with the supervised
subsidiaries regarding what to do under certain conditions. Such explicit formal controls
reduce the potential for goal divergence and variability in behavior and make monitoring
less costly as there are fewer administrative resources and energy involved for the interme-
diate unit (Ghoshal & Nohria, 1989). They also make it clearer for the intermediate unit
to inform CHQ about its activities in this regard (Asakawa & Aoki, 2016). Therefore, we
hypothesize:

H2: High intensity in an intermediate unit’s external relationships and low
intensity in its internal relationships are positively related to the intermediate
unit’s application of formal control to supervised subsidiaries.

2.7 Intermediate Units with Strong Internal Relationships and Weak External
Relationships

In this case, intermediate units might be geographically or culturally close to the
supervised subsidiaries, but they are not embedded in their local networks. For
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instance, Zhou (2015), and Valentino et al. (2019) study the relocation of super-
visory power from CHQs to trustworthy intermediary units when subsidiaries’
institutional environments are weak. In such cases, the information asymmetries
between the CHQ and the supervised subsidiaries are greater than those between
the intermediate unit and the supervised subsidiaries. For this reason, the CHQ
might prefer to delegate authority to a unit that can act on its behalf. The inter-
mediate unit then becomes predominantly a second principal for supervised sub-
sidiaries and, in the case of non-alignment with the CHQ, a multiple principal
problem might arise (Hoenen & Kostova, 2015). However, strong internal rela-
tionships can prevent such problems, as they offer the possibility for both princi-
pals to align their interests.

As a principal for the supervised units, the intermediate unit’s lack of knowl-
edge of local conditions restricts the efficiency of centralizing decision-making,
as centralization can lead to mistakes and delays. This scenario also limits the
intermediate unit’s ability to observe and understand the subsidiaries’ behavior
as well as its ability to program the tasks, thereby restricting the application of
behavioral controls as formalization (Eisenhardt, 1985).

Despite these limitations, there is still room for the intermediate unit to play a
supervisory role, as it may be able to apply outcome-based controls. This is due
to the internal network position of the intermediate unit, which endows it with
strong business and technical knowledge. Therefore, the intermediate unit should
be able to measure the outcomes (Eisenhardt, 1985). However, the lack of under-
standing of local conditions might drive risk-sharing between the intermediate
unit and the supervised subsidiary as well as induce goal divergences if the agent
is risk-averse (Eisenhardt, 1985). Under these conditions, the agency perspective
suggests applying socialization as a control mechanism, as socialization helps
mitigate goal divergences and adverse selection (Eisenhardt, 1985).

From a network perspective, socialization helps increase interactions among
actors in the network. Socialization mechanisms “build interpersonal familiarity,
personal affinity, and convergence in cognitive maps among personnel from dif-
ferent subsidiaries” (Gupta & Govindarajan, 2000, p. 479). Therefore, they allow
for the MNC’s internal network to be managed, as they facilitate a sense of a
shared corporate culture, inducing goal alignment (Nohria & Ghoshal, 1994). In
addition, socialization mechanisms that include personal networking and com-
mon training practices (e.g., through visits to the intermediate unit) can enhance
reverse knowledge transfers from the supervised subsidiaries to the intermediate
unit (Conroy et al., 2017). Thus, we contend that both socialization and outcome
controls are potential mechanisms for intermediate units wishing to control sub-
sidiaries under conditions of external information asymmetries.

Thus, we propose:

H3: High intensity in an intermediate unit’s internal relationships and low inten-
sity in its external relationships are positively related to the intermediate unit’s
application of outcome controls and socialization to supervised subsidiaries.

Figure 2 summarizes our model.
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High Formal control Centralization
Intermediate
unit’s
external
relationships
Outcome
control
Low Socialization
Low High

Intermediate unit’s
internal relationships

Fig.2 Intermediate units’ internal and external embeddedness and control mechanisms

3 Research Design

The context of our study is Spanish intermediate units that control subsidiaries in
Latin America, where both the Spanish unit and the subsidiaries are owned by a
European MNC (see Fig. 1 for an illustration of the multilayered empirical con-
text). This setting is particularly appropriate for studying the behavior of interme-
diate units, as the Spanish intermediate units are located outside the region of the
supervised subsidiaries (Latin America) and, as such, they are separated from the
supervised subsidiaries. This implies that issues related to information asymmetries
and goal incongruence arising from complexity and distance between the three hier-
archical layers might be latent in this setting. At the same time, this setting is charac-
terized by low communication and cultural barriers between the intermediate units
(Spain) and the supervised subsidiaries (Latin America). The language distance is
zero or minimal, as these countries share history and the same language. Moreover,
owing to the existence of colonial ties, cultural and institutional distances are rela-
tively low.

* The language distance between Spain and Brazil is very low, as Spanish and Portuguese are closely
related. Moreover, Spanish is the second language in Brazil and it is an option course in the Brazilian
school system.

@ Springer



MNCs' Intermediate Units and Their Choice of Control Mechanisms

We required that the owner of the intermediate unit be a European MNC because
Spain is a natural springboard from Europe to Latin America, while this might not
be the case for MNCs from, for instance, North America (Pla-Barber et al., 2018).
In practice, a variety of multinationals have recognized the advantages of using
Spain as a springboard for Latin American operations. The practitioner literature
highlights how several European MNCs are using their Spanish subsidiaries to man-
age operations in Latin America.’ This is the case for such well-known companies
as Germany’s Thyssen, Bertelsmann, and BASF; France’s AXA, Saint-Gobain, and
Cap Gemini; Sweden’s Securitas; and Denmark’s Vestas and Bestseller (ICEX,
2020). Consider, for instance, the Spanish subsidiary of a Danish MNC interested in
entering Latin America. As Denmark and Spain are both in Europe and members of
the EU, the effects of cultural, institutional, and geographical distance between the
two are limited relative to what would be the case otherwise. For historical reasons,
the cultural and institutional distance between Spain and Latin America is much
lower than between Denmark and Latin America. Moreover, Spain is a party to vari-
ous institutional agreements within the Hispano-Iberian sphere. In addition, there
are intense commercial flows and business relationships between Spain and Latin
America that the Danish MNC could leverage through an intermediate unit in Spain.

To identify our total population, we conducted a systematic search in the Orbis
database® to sort out all European MNCs with subsidiaries in both Spain and Latin
America. A total of 1,674 Spanish subsidiaries were identified that had parents in
Europe (majority-owned) and siblings in Latin America.

We distributed surveys to these 1674 Spanish subsidiaries between December
2014 and October 2015 with extensive follow-up by e-mail and phone due to the
complexity of the study and the need to confirm the accuracy of the responses. The
survey was directed to the top manager of each Spanish subsidiary.” As we knew

5 For instance, the CEO of the LATAM division of the AXA group, whose operations are managed from
Madrid (Spain) explained: “Spain is the perfect platform to organize our expansion in Latin America by
culture, geography, and equipment capacity. The last project led from this region is the purchase of 51%
of the Colombian Colpatria (259 million euros). It is also planned to start selling insurance to SMEs
in Brazil” (Cinco Dias, 2015). Similarly, the CEO of the Spanish subsidiary of Bestseller stated in an
interview with Modaes.es (2012): “The Latin American markets were initially managed by the Spanish
subsidiary of Bestseller. We developed the entry strategy in Latin America in two phases. In the first, our
subsidiary signed distribution agreements with large retail groups in different markets (Ripley, Falabella,
Palacio de Hierro). In the second, we opened single-brand stores and created a new structure in Latin
America”.

6 Orbis offers information about more than 180 million private companies. It includes data from other
sources, such as Amadeus, Bankscope, Isis, and Osiris. It provides financial and ownership data, which
allow users to place restrictions on firms’ domestic ultimate owners and global ultimate owners as well
as their dependencies and subsidiaries.

7 Ideally one should have surveyed all three levels (i.e., the CHQ, intermediate unit, and the supervised
unit) as there might be different perceptions on, for instance, the strength of the relationships (Birkin-
shaw et al., 2000).
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that all the targeted Spanish subsidiaries had at least one sibling in Latin America,
we included some questions on the relationship between the Spanish and Latin
American subsidiaries. In particular, we included a question to identify whether the
Spanish subsidiary had managerial responsibilities over the Latin American subsidi-
aries, which allowed us to divide our sample into a group of intermediate units with
a supervisory role over a Latin American subsidiary and a group of Spanish subsidi-
aries with no such role. The questionnaire was customized to fit the profiles of inter-
mediate and non-intermediate units, respectively, to address the relevant questions in
each case. The questionnaires were based on previous research and pre-tested with
business professionals and academics.

Our final sample included 194 usable responses, 68 of which were received from
intermediate units and 126 received from non-intermediate units.® Given our popu-
lation of 1,674 subsidiaries in Spain, this represents a response rate of 12%.

All intermediate units referred to different CHQ units (European MNCs). For
this study, they were asked to focus on the Latin American subsidiary with which
they had the strongest relationship (if they were supervising more than one subsidi-
ary), so each intermediate unit was only linked to one subsidiary in Latin America.’
As such, each observation contains one unique vertical string: CHQ—intermediate
unit—Latin American subsidiary, seen from the perspective of the intermediate unit.

We tested for non-response bias by comparing respondents and non-respondents.
This test showed no significant differences in terms of structural variables (e.g., size
and industry) or performance variables (e.g., ROA). Similarly, we found no statisti-
cally significant differences between early and late respondents for our dependent
variable (i.e., control mechanisms).

Finally, we implemented several procedures to reduce common method bias
(Podsakoff et al., 2003), especially in terms of anticipating this bias ex-ante (i.e.,
in the design stage; Chang et al., 2010). While designing our research, we iden-
tified our population from Orbis and complemented that data with customized
information from subsidiaries’ web pages and other reliable sources, such as
the business press. The questionnaires included Likert-type scales based on the
extant literature with rankings ranging from five to seven points for most varia-
bles to avoid automatic responses. Furthermore, after the data was collected, each
set of responses was carefully double-checked against secondary data to ensure
the coherence of the responses with our classifications. Moreover, we obtained
additional secondary data from the firms in the sample at different points in time.
The additional data covered corporate governance structures, ownership, level
of internationalization, and financial performance. In addition, for the statisti-
cal analysis, we ran a Heckman selection model in which the selection equation

8 As our main objective was to illustrate a recent phenomenon, we did not place any restrictions on the
industries or sizes of the subsidiaries. As a result, our sample is varied. While no industry is prevalent,
there are slightly higher proportions of units active in the services industry and larger subsidiaries.

° The supervised subsidiaries were located across 13 countries in Latin America. The distribution was
Mexico (35.3%), Brazil (22.06%), Chile (17.65%), and Colombia (4.4%). The rest of the countries were
Argentina, Bolivia, Costa Rica, the Dominican Rep., Ecuador, Guatemala, Panama, Peru, and Uruguay.
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was based on structural variables obtained as secondary data (from the Orbis
database), while the variables applied in the control mechanism equation were
obtained from the survey. This combination of primary and secondary data makes
it unlikely that the results were driven by common method bias (Podsakoff et al.,
2003).

Furthermore, we undertook Harman’s single-factor test for all dependent and
independent variables (Podsakoff et al., 2003). This test showed no indication of
common method bias, as the 16 variables generated no less than 6 factors with an
eigenvalue of more than 1 and the two first factors explained 0.20% and 0.13% of
the variance, respectively. In line with Podsakoff et al. (2003), we also ran a partial
least squares (PLS) model, which included a common method factor with items that
encompassed all of the constructs’ items. This PLS model provided information on
each item’s variances that were substantively explained by the constructs and by the
common method factor. The average substantively explained variance of the items
was between 0.56 and 0.68 for the different models, while the average method-based
variance was around 0.01. Therefore, the ratio of substantive variance to method
variance is very high, which indicates that the potential for common method bias is
limited.

4 Measurement of Variables

The dependent variable in this study is the control mechanism(s) applied by the
Spanish intermediate unit to control the supervised subsidiary in Latin America.
In this regard, we distinguish among the four control mechanisms of centralization,
formal control, outcome control, and socialization (Collis et al., 2007).

We followed Nell and Ambos (2013) in the operationalization of the four control
mechanisms, although we adapted those operationalizations to the context of Span-
ish intermediate units controlling supervised subsidiaries in Latin America. Spe-
cifically, the respondents were asked: “Using the Latin American subsidiary with
which you have the strongest relationship as a reference, please assess your agree-
ment with the following statements, with 1 =not applicable or completely disagree
and 7 =completely applicable or completely agree.” The exact wording of each item
forming the four constructs and Cronbach’s alpha for commonality among the items
are provided in Table 2. All items forming the control-mechanism constructs were
measured on the same seven-point Likert scale.

We measured central control as the degree of centralization of decision-making
in the Spanish intermediate unit. In other words, we examined the extent to which
key decisions (e.g., major investments and budget approvals) were made by the
Spanish intermediate unit rather than the Latin American subsidiary. The construct
was formed by averaging the three items listed in Table 2. The average value of the
construct was 3.6 on the 7-point scale.

Outcome control was formed as an average of three items (see Table 2) that reflect
the extent to which the Spanish intermediate unit focused on performance measures
in its relationship with the Latin American subsidiary. The average value was 4.3.
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Table 2 Items for the dependent variables and Cronbach’s alpha for each construct

Cronbach’s alpha

Centralization

Decisions related to investments in plants or equipment in Latin America are made by 0.95
the Spanish subsidiary

Formulation and approval of the Latin America subsidiary’s annual budget is handled
by the Spanish subsidiary

Increases in expenditures in Latin America beyond the budgeted amount need
approval

Outcome controls

Numerical records are used as the main measure of the Latin American subsidiary’s ~ 0.77
effectiveness

Performance goals are set by the Spanish subsidiary

Primary weight on results in subsidiary performance is established by the Spanish
subsidiary

Formal controls

Detailed rules and procedures are usually developed by the Spanish subsidiary 0.75
Written rules and processes describe how to perform daily business activities

Socialization

The Spanish subsidiary is committed to training and developing skilled managersin  0.82
the Latin American subsidiaries
The Spanish subsidiary puts a lot of effort into establishing a common corporate
culture
The executives of the Latin American subsidiaries participate in extensive interna-
tional training initiated by the Spanish subsidiaries
The managers of the Latin American subsidiaries share the MNC’s values with the
Spanish subsidiary

All items are inspired by Nell and Ambos (2013) and adapted to our context

Formal control consisted of two items (see Table 2) that captured the extent to
which the relationship was regulated by detailed rules and processes developed by
the Spanish intermediate unit. Its average value was 4.1.

Socialization captured the extent to which the Spanish subsidiary infused com-
mon values and a common culture into the Latin American subsidiary (e.g., through
training of local managers). The construct was an average of four items (see
Table 2). The average value was 4.6.

4.1 Independent Variables

We used two independent variables to express the strength of the intermediate unit’s
linkages with the other MNC units and with external counterparts in Latin America.
The internal relationship was measured using two items. Respondents were asked to
assess the intensity of relations with “headquarters” and “other subsidiaries,” with
1 =very low and 7="*very high” (adapted from Holm & Pedersen, 2000). The more
intense the relations, the more the intermediate unit is internally embedded with its
CHQ and other MNC units. The average value was 5.9, but with substantial vari-
ation on the scale from 1 to 7 (Cronbach’s alpha=0.71). In robustness checks, we
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have also conducted separate analyses where we have split the two items into two
separate variables. We also acknowledge that we do not have distinct information on
the intensity of the relationship with the supervised subsidiary.

Three items measured the relationship with external counterparts in Latin Amer-
ica. More specifically, the respondents were asked to “assess the intensity of rela-
tions with the following counterparts in Latin America” (with 1=very low and
7=very high): “customers,” “suppliers,” and “other local firms in related industries”
(Gammelgaard et al., 2012). The construct was then formed as the average of these
three items (Cronbach’s alpha=0.83). As such, the construct reflects the business
relationships that the Spanish intermediate unit had in Latin America outside of its
relationship with the focal Latin American subsidiary. The average value of the con-
struct was 4.6.

4.2 Control Variables

We included control variables at three levels to avoid the potential conflating of
results from other sources. These variables capture (1) the capabilities of the inter-
mediate unit, (2) its relationships with other MNC units, and (3) certain aspects of
Latin American activities.

First, we accounted for effects originating from the relative importance of the
intermediate unit that could affect the agency relationship by being a source of
power for the unit. Cuervo-Cazurra et al. (2019) introduce the strategic importance
of the subsidiary as an important determinant of the choice of control mechanism. In
this regard, we controlled for three variables. Entrepreneurial capabilities were cap-
tured using three items (Hoenen et al., 2014): searching for new business opportuni-
ties, initiating new ventures, and entering new markets (Cronbach’s alpha=0.94).
The relationship with Spanish counterparts was measured as the intensity of rela-
tions with customers, suppliers, and other local firms in related industries in Spain
(Cronbach’s alpha=0.70) (Gammelgaard et al., 2012).

Second, we accounted for variables reflecting the intermediate unit’s relationship
with the MNC that could affect risk attitudes and goal divergence. First, we con-
trolled whether the intermediate unit’s entry mode was an acquisition or greenfield,
as this can affect control choices (Schotter et al., 2017). The usefulness of knowl-
edge for other MNC units was captured by asking respondents to assess the extent to
which the unit’s “technological expertise is demanded by other MNC units” (Palmié
et al., 2014). This variable controls for the strategic importance of the intermediate
unit for other MNC units (i.e., the extent to which other units depend on knowl-
edge from the intermediate unit). In line with Ambos et al. (2019), we used these
variables to approximate risk attitudes for the intermediate units performing parental
roles, as adding value is a risky activity.

Finally, we controlled for variables reflecting other dimensions of the relation-
ship between the Spanish intermediate unit and Latin America that might affect the
choice of control mechanisms. First, experiential knowledge about Latin America is
a source of power and reduces information asymmetries. Our measure of experien-
tial knowledge was based on the scale by Eriksson et al. (1997), which we adapted
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to the focal context. Respondents were asked to assess the extent of “Our unique
knowledge and competencies on how to do business in Latin America” on a seven-
point scale. We controlled for the scope of activities in Latin American units as a
proxy for task programmability (front-end-focused and back-end-focused tasks). The
number of units in Latin America that were supervised by the focal intermediary
unit is also controlled for as formalization might be less relevant if the intermedi-
ate unit only supervises one or few subsidiaries and similarly socialization becomes
more difficult the more subsidiaries that are supervised. Lastly, we controlled for
whether the main Latin American unit under control was in Brazil, Mexico, or Chile
(three dummy variables), as these countries represent three slightly different blocks
in cultural and institutional terms.

We examined whether the continuous variables were approximately normally
distributed. Table 3, which depicts the means, standard deviations, and bivariate
correlations for all independent variables, does not suggest that collinearity is an
issue, as the highest pairwise correlation is found between external relations in Latin
America and experiential knowledge about Latin America (0.41). This correlation is
expected, as a key mechanism for obtaining experiential knowledge in Latin Amer-
ica is relationships with counterparts in that location. However, we ran a robustness
check of the models with and without these two variables.

5 Statistical Analysis and Results

The data in this study are based on a non-randomly selected sample, which might
entail some biases (e.g., sample selection bias). In our context, this implies that the
intermediate unit’s choice of control mechanism is not independent of whether the
unit becomes an intermediate unit in the first place. If we only look at the inter-
mediate units and ignore this interdependence (or omitted variables that affect both
becoming an intermediate unit and the choice of control mechanism), we will derive
misleading and biased estimates. To obtain unbiased coefficients, we need to model
the choice of control mechanism conditional on the focal subsidiary being an inter-
mediate unit. This implies, that we need to simultaneously control for this interde-
pendence (or omitted variables) in the first stage, which includes both intermediate
and non-intermediate units. This can be done in a two-step Heckman model, which
tests and corrects for potential sample-selection bias.

We were able to do so by including the group of non-intermediate units in the
first stage (i.e. including all 194 responses). In other words, we ran a probit model
that estimated the probability of becoming an intermediate unit in the first stage (the
sample selection model) as a selection parameter (rho). In the second stage, we ran
our hypothesized model with the determinants of the applied control mechanism and
including the inverse Mills ratio (rtho), which corrects for potential sample-size bias.
More specifically, the rho value is the correlation coefficient of the error terms from
the selection equation (first stage) and the regression equation (second stage).

When choosing the explanatory variables in the first stage (the sample-selection
model), we followed empirical studies by Schotter et al. (2017) and Villar et al.
(2018) that show which factors promote intermediary units. We include the factors
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they point at as determinants of intermediate units to control out the interdepend-
ence there might be between being an intermediate unit and the choice of control
mechanism applied by the intermediate unit (our potential sample selection bias).
More specifically, the structural variables included in this stage were: the size of
the Spanish subsidiary (i.e., the number of employees), the number of countries in
which it operated, the scope of its activities, the export ratio, and the managerial
resources (i.e., the number of top managers in the Spanish subsidiary). We also ran
the models while including MNC variables (e.g., home country, industry, size), but
these variables had only a limited impact on whether the Spanish subsidiary became
an intermediate unit. This is in line with the studies by Schotter et al. (2017) and
Villar et al. (2018), which also point to subsidiary characteristics as the key determi-
nants of subsidiaries becoming intermediate units.

This first stage (sample selection) model provided a rho value that indicates
whether we have a sample selection problem. The rho values were significant in all
four models, which indicated a real problem of sample self-selection that needed to
be addressed. This implies that a normal OLS model would provide biased results
and, without our correction for the interdependence between becoming an interme-
diate unit and the choice of control mechanism, our results would be biased.'® This
bias is adjusted for in the two-step Heckman model where the rho value from the
first stage is a correction factor in the second stage that corresponds to our hypoth-
esized model.

In the second stage, we estimated the determinants of the four control mecha-
nisms while including the rho value to correct the sample selection problem. As
such, we ran separate Heckman models for each of the four control mechanisms and
obtained the results shown in Table 4. The table provides the results for both the
first-stage and the second-stage equations (where the hypothesized relationships are
tested), and with the rho value included. The bold coefficients in the Table are the
hypothesized relationships for internal and external relationships.

We focus on the two variables of internal (with CHQ and other MNC units) and
external (in Latin America) relationships. For external relationships in Latin Amer-
ica (i.e., relations with external counterparts other than the focal subsidiary), we find
that the more embedded the Spanish intermediate unit is in Latin America, the more
it uses centralization ((#=0.34, p=0.008) and formal controls (f=0.41, p=0.002),
while weak relationships are associated with the use of outcome control (f=—-0.41,
p=0.001) and socialization (f=—0.31, p=0.008). These results are in line with our
hypotheses. They seem to confirm that the more a Spanish intermediate unit is embed-
ded in Latin America, the lower the information asymmetries. This, in turn, decreases
the likelihood of the Latin American subsidiary feeding false or imprecise information
to the Spanish intermediate unit. In addition, the more embedded and knowledgeable
the intermediate unit is, the better it can make decisions on behalf of the Latin Amer-
ican subsidiary. Thus, it will be inclined to apply centralization and formal controls
in cases of strong external relationships. In cases of weak external relationships and,
consequently, the availability of less knowledge about the Latin American subsidiary’s

10" As we could not run the variance inflation factor (VIF) in the equation system, we ran the four sec-
ond-stage equations as separate OLS models. The VIF values did not exceed 2 in any of these models.
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MNCs' Intermediate Units and Their Choice of Control Mechanisms

activities, outcome control and socialization seem more prevalent. The aims in such
situations are to set performance goals that can be tracked and to overcome goal incon-
gruence between the Spanish intermediate unit and the Latin American subsidiary.

As expected, strong internal relationships are significantly and positively related to
the use of centralization (#=0.43, p=0.05), while they are significantly and negatively
related to the use of formal control (f=—0.44, p=0.05). This suggests that the more a
Spanish intermediate unit is internally embedded with the CHQ and other MNC units,
the more information asymmetries and goal incongruencies between the CHQ and the
intermediate unit are reduced. This confirms that strong internal relationships pave the
way for alignment with the CHQ and the use of centralization, while weak internal
relationships create scope for formal control. The relationship with other MNC units is
insignificant in relation both to outcome controls and socialization.

All in all, our results confirm Hypothesis 1 on centralization and Hypothesis 2 on
formal controls. Hypothesis 3 on outcome controls and socialization is consistent
with our findings for the role of external relationships but not for internal MNC rela-
tionships, so it is only partly confirmed. Notably, external relations in Latin America
seem to be much stronger in determining the control mechanism (highly significant
in all four cases) than internal MNC relations (only significant at 5% in two cases).

Of the control variables, the two variables capturing the capabilities of the Span-
ish intermediate unit are significant, as entrepreneurial capabilities are positively
associated with the control mechanisms of centralization and socialization, while
strong embeddedness with Spanish counterparts is negatively related to the use of
centralization and outcome controls. We also note that the variable on the useful-
ness of knowledge and strategic importance for other MNC units is insignificant in
all four models. Therefore, although previous research has shown that the strategic
importance of the intermediate unit determines the control mechanisms applied by
the HQ (Cuervo-Cazurra et al., 2019), strategic importance seems to have less of an
impact on the control mechanisms applied by the intermediate unit itself.

We conducted several robustness checks to establish the validity of our results.
We ran the Heckman models with fewer variables as well as OLS models and mod-
els that included different specifications of our key variables like the internal rela-
tions. When separating the internal relationships into its two items we find that it is
mainly the internal relationship with the CHQ that is driving the result for centrali-
zation and formal control (Hypotheses 1 and 2) and less so the internal relationships
with other subsidiaries. Otherwise, the results were qualitatively similar to our main
models. In addition, we included variables reflecting the individual characteristics of
the respondents (e.g., age and position) as well as variables capturing characteristics
of the corporate MNC (e.g., industry, size, and home country). None of these vari-
ables were significant or had an impact on other coefficients.

6 Discussion
This study applies agency theory and network theory to examine how MNCs’ inter-

mediate units control the subsidiaries for which they are responsible. As such, our
study positions itself in the IB literature that views the MNC as a multilayered and
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inter-organizational network (Ghoshal & Bartlett, 1990; Kostova et al., 2018; Nell
et al., 2017). We add to this literature by going beyond a view that focuses just on
the dyad of CHQ-subsidiary relationship and by theoretically reflecting on the spe-
cific agency problems related to the dual role of subsidiaries acting as intermediate
units. Moreover, we empirically test how the internal and external embeddedness
relate to the use of control mechanisms by the intermediate units. More specifically,
we analyze a unique set of intermediate units in Spain that supervise Latin Ameri-
can subsidiaries. As such, we are responding to the recent call for more research that
acknowledges the complexity of the MNC and the implications it has for control and
coordination (Zeng et al., 2023).

In line with our predictions, the results allow us to conclude that intermediate
units that are closely linked both internally (with CHQ and other MNC units) and
externally (with the local environments of the supervised subsidiaries) tend to apply
centralization as a control mechanism. Strong links at both levels reduce informa-
tion asymmetries and increase opportunities for goal alignment, thereby minimiz-
ing potential agency problems arising from the intermediate unit’s dual role. While
from an agency perspective, decentralization to the supervised subsidiaries would
be the most efficient choice, the network theory justifies the retention of authority
at the intermediate level. As an agent for CHQs, the superior information that the
intermediate unit has on the local conditions in which the supervised subsidiary
operates allows it to centralize key decisions and combine its business knowledge
with knowledge of local market conditions. Additionally, intermediate units will be
interested in retaining authority as a source of influence in the MNC. Close inter-
nal relationships confer centrality to the intermediate units and might allow them to
obtain valuable resources and attention from the HQ and other MNC units (Anders-
son et al., 2007).

Conversely, the relative isolation of the intermediate unit from the CHQ and the
rest of the MNC that comes with weak internal relationships changes the embedded-
ness balance and introduces information asymmetries that can lead the intermedi-
ate unit to make different control choices (Hoenen & Kostova, 2015; Steinberg &
Kunisch, 2016). This case presents a higher risk of moral hazard for the CHQ as the
intermediate unit is more distant (Kostova et al., 2018; O’Donnell, 2000), and modi-
fies how an intermediate unit behaves in its dual role. As principal for the supervised
subsidiaries, the intermediate unit is still able to observe the subsidiary’s local con-
ditions and behavior, and it can apply several mechanisms. However, as an agent for
the CHQ, the potential for collusion is higher in this case, and, unlike the previous
case, the intermediate unit does not benefit from centralization due to its relative
isolation. Centralized decision-making has costs in terms of time and managerial
attention and, in this case, it is less likely to lead to a return in terms of CHQ’s atten-
tion and resource allocations. Therefore, the intermediate unit will provide verifiable
information to the CHQ on its supervisory role as a way of showing compliance and
increasing transparency (Conroy et al., 2017) and reduce the potential for collusion
by monitoring the subsidiary through an explicit, pre-established set of rules and
procedures.

Our third hypothesis introduced a scenario with strong internal relationships and
weak external relationships. As an agent for the CHQ, there is less risk of collusion
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with the supervised subsidiaries. However, the weak external relationships leave the
intermediate unit less able to observe the supervised subsidiary as a principal. In
this case, the risks of moral hazard and adverse selection translate to the second tier
(intermediate unit-supervised subsidiary). Our results show that under these condi-
tions it implements outcome and socialization controls. From an agency viewpoint,
outcome controls seem to be a reasonable mechanism. However, due to its weak
external relationships, the risk of adverse selection still exists, as the intermediate
unit has limitations for observing and verifying the conditions the subsidiary faces.
Thus, similar to Ambos et al.’s (2019) arguments, socialization mechanisms become
a powerful instrument for the intermediate unit’s principal role, as they improve
observability, reduce information asymmetries, and increase the unit’s legitimacy.
According to the economic rationale of agency theory (Eisenhardt, 1989), socializa-
tion mechanisms are the last resort—they are only used when other performance
controls cannot be applied. However, from a network perspective, socialization is an
inherent part of embedded relationships and a way of creating shared values (Nohria
& Ghoshal, 1994). For the intermediate unit as a principal, socialization practices,
such as visiting the subsidiaries, sending personnel to subsidiaries, or training sub-
sidiary employees in the corporate values, are ways of aligning goals.

From a more theoretical level, our paper contributes to the understanding of com-
plex MNCs by combining two theoretical approaches that have different rationales.
The literature has repeatedly pointed to the need to provide greater realism to purely
economic explanations of management problems (Ghoshal & Moran, 1996; Wise-
man et al., 2012), as well as highlighted the opportunity that the combination of
theoretical approaches provides to enrich our knowledge (Cuervo-Cazurra et al.,
2019; Eisenhardt, 1989; Nohria & Ghoshal, 1994). As Ghoshal and Bartlett (1990,
p. 611) emphasize, economic-based approaches “ignore the important and ongoing
effects that surrounding social structures have on economic behaviors of organiza-
tions.” Some recent findings in the IB literature question a purely economic explana-
tion of control mechanisms like agency theory. Kostova et al. (2018) theorized about
the role that embeddedness, and specifically the national culture and institutions, has
for the manifestations of the agency problem. In a similar vein, Chatzopoulou et al.
(2022) point to subsidiaries’ structural embeddedness within their social context as
a variable that limits the potential of control mechanisms for curtailing their oppor-
tunistic behavior. While being aware of the different assumptions sustaining these
two approaches, moving away from isolated dyads and accounting for actors’ net-
work embeddedness is a rich avenue for understanding the intermediate units’ con-
trol function. Considering the role of context and networks’ relationships (Lubatkin
et al, 2007; Shapiro, 2005; Wiseman et al., 2012) allows us to theorize how the inter-
mediate unit’s embeddedness in its internal and external networks has the potential
to mitigate the basic agency problems by reducing the information asymmetries and
goal incongruences and to predict the choice of control mechanisms.

This study extends our current understanding of the management of MNCs
at lower levels. Intermediate units are a structural solution for managing com-
plexity in MNCs. Forsgren and Pedersen’s (1998)’ study on centers of excellence
highlighted the dual position of subsidiaries because of the internal and exter-
nal embeddedness and claimed that such dual role does not necessarily coincide.
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Since this early study, subsequent works on units that fit under the umbrella of
intermediate units have focused on why these units exist and their characteris-
tics (Pla-Barber et al., 2021), but have failed to acknowledge the consequences of
their network position for the application of control mechanisms (Alfoldi et al.,
2012; Hoenen et al., 2014; Zhou, 2015). We contribute to the extant literature by
analyzing the specific boundary conditions for the application of control mecha-
nisms by the second layer of the MNC. Specifically, this study extends previous
insights highlighted by Conroy et al. (2017) who illustrated the specific complex-
ities intermediate units (in this case RHQs) face when balancing a dual role and it
shows control behaviors that differ from what agency theory would predict.

Our empirical study reflects the case of Spanish intermediate units managing
activities in Latin America. Latin America is one of the emergent geographic
areas that combines promising future opportunities with challenging cultural and
institutional environments. In line with the works of Lasserre (1996) and Lunnan
and Zhao (2014), our study sheds light on the challenges that managing opera-
tions in a distant geographic context has. On a practical level, our study guides
MNC managers in understanding the consequences of disaggregation and disper-
sion of authority through the multilayered MNC. Units at the intermediate levels
are nested in different organizational levels and embedded within different inter-
nal and external networks. Such social and structural conditions become critical
to comprehend why monitoring at intermediate levels does not follow a purely
economic rationale. Therefore, when exercising control over delegated activities,
managers at intermediate levels will need to consider their specificities regarding
these two boundary conditions and choose mechanisms in a way that curtails a
potential opportunistic behavior while giving room for tapping into local knowl-
edge and resources.

Our study suffers from several limitations. First, we acknowledge that we lack
more detailed information on the intermediate unit’s internal relationships that are
key to understanding the choice of control mechanism. Future research along these
lines should obtain more information on the relationships with the supervised sub-
sidiary as well as more information on the content of the relationship with CHQ
and other sister subsidiaries. Such kind of information would provide insights into
which of these internal relationships matter most for the choice of control mecha-
nism. Another extension of this research could explore the evolutionary paths and
changing roles of intermediate units in the MNC and their implications for control
(Dzikowska et al., 2023; Zeng et al, 2023), as these insights might vary with the dif-
ferent functions and the roles of the intermediate unit (Schmid et al., 2016).

Second, as our data are cross-sectional, we cannot derive causality but only asso-
ciations. Moreover, although we implemented several procedures to minimize poten-
tial biases linked to our data and conducted tests for potential common method bias,
we cannot completely rule out those biases. In addition, even though we used some
secondary data on the HQs and the supervised subsidiaries, we relied on responses
from the managers of the intermediate units for the dependent and (most) independ-
ent variables, which might have introduced some biases (Steinberg & Kunisch,
2016). An additional limitation is that our data do not allow us to predict which
mechanisms are more adequate or suitable, as we do not capture their performance
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consequences. Future studies that capture longitudinal data could illuminate causal
relationships as well as the dynamics in the implementation of control mechanisms.

Third, while our study is an important step in understanding the delegation of
authority to the second level and how control is exercised, it cannot cover the whole
complexity of MNCs. A promising research avenue is to zoom deeper into the
specificities of the supervised subsidiaries that can affect the choice of the control
mechanism, for example, the scope of supervised subsidiaries, the specific func-
tion they perform, or other entry modes different from foreign direct investment.
Additionally, our group of intermediate units is relatively small, and larger samples
would be better to have more variability, for instance in terms of the subsidiary man-
dates or the specific type of intermediate unit. The complexity of obtaining data at
the intermediate level is a challenge and even though we have controlled for differ-
ent variables at the different levels, we acknowledge this as a limitation that spurs
our interest in future studies.

Relatedly, this study is the first to analyze how the dual role of intermediate units
and their network positions are related to their control strategies. As such, we have
assumed that the intermediary unit is the appropriate level of analysis, as it is the
least investigated in the extant research. However, to capture the entire picture of
information asymmetries, goal conflicts, and control mechanisms, data should pref-
erably be collected on all levels to avoid potential perception gaps (Ambos et al.,
2019; Birkinshaw et al., 2000). Data collected at different levels not only allow for
measuring the asymmetries in goals and information but also to understand to what
extent the agent perceives a multiple principals’ problem or the actual fear of collu-
sion of the first principal.
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