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AN EXAMINATION OF THE CONTROL SYSTEM USED BY WEGMANS Foob MARKETS, INC.,
TO MEASURE AND EVALUATE THE PERFORMANCE OF ITS MANAGERS LOOKS AT
WHETHER THE PRINCIPLES OF AGENCY THEORY CARRY THROUGH IN PRACTICE.

THE AUTHORS INTERVIEWED SEVERAL TOP-LEVEL EXECUTIVES TO ASCERTAIN THE

USEFULNESS AND FUNCTIONALITY OF THE SUBJECTIVE CONTROL SYSTEM.

he control function in organizations includes available to firms.2 This article summarizes predictions

systems and procedures for establishing per- that arise from the agency model and presents the

formance goals and ensuring that all organi- results of a case study designed to assess the validity

zation members work toward those goals.! of agency model projections. Given that many busi-

An effective control system must (a) estab- ness school professors continue to propound the rele-
lish decision rights (authority) for managers, (b) set vance and validity of Agency Theory principles,
performance expectations, and (c) measure outcomes practicing managers need to know if these principles
in comparison with expectations. Agency Theory is an apply in the real world, provide useful guidance, and,
economics-based control system design that has been thus, have merit. This article addresses these issues
used extensively to model the control system choices head on.
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CONCEPTUAL FRAMEWORK

Our assessment focuses on the use of control systems
for specifying and measuring the performance of man-
agers, an area where accounting information plays a crit-
ical role. Performance goals for managers are difficult to
stipulate and evaluate. In fact, options available to man-
agers and choices made by them might not be clear to
superiors, so control of managers’ behavior is often
based on financial and operational proxies that may be
linked to incentives.? Therefore, it typically falls to
accountants, as the information experts in organizations,
to provide managerial performance measures.*

Decision rights, performance expectations, and per-
formance measures for responsibility area managers are
summarized in Table 1. Note that none of the perfor-
mance expectations can be measured objectively or reli-
ably. Superiors cannot explicitly determine, for example,
whether cost center managers have minimized the use
of resources to meet output requirements and conse-
quently can never be sure if optimal choices were made.
"Thus, superiors have to use indirect and more subjective
proxies for measuring managerial performance, including
financial performance measures such as standard costs
and segment earnings and nonfinancial measures such as

performance evaluations and job ratings.

Given these difficulties, one might ask whether con-
trol systems are needed at the managerial level at all. Is
it not sufficient to admonish managers to “do the right
thing”? Is it not sufficient to hire “hard-working” man-
agers?S There are two reasons for applying control sys-
tems to managers in organizations. First, there is the
goal congruence problem. Lack of goal congruence arises
among managers, their superiors, and other stakehold-
ers because managers value goals of self-interest, such
as pay, promotion, further career opportunities, and
leisure time, while owners of for-profit organizations
value increases in their financial capital, characterized
by rising firm value.® Stakeholders in not-for-profit orga-
nizations may have more altruistic goals, but a lack of
goal congruence with managers still may persist.

A second reason for a managerial control system is the
private information problem. Managers may have access
to private information about their area of responsibility
that is unavailable to their superiors. For example, they
are often far more familiar with day-to-day operations
and thus are better able to detect deviations from the
norm, both good and bad. In fact, obtaining and imple-
menting private, decision-relevant information is pre-
cisely the role of a subordinate manager. If the superior’s

decision-relevant information were as complete as the

Table 1: Performance Expectations and Accounting-based

Performance Measures

Decision Rights

Performance Expectations

Performance Measures

Cost Center Input mix (labor,
materials, and

technology)

Meet output requirements
while minimizing the use
of inputs

Input standards, flexible
budgets, activity-based
management (ABM),
nonfinancial operational
measures

Profit Center Input mix, product
mix, prices, with
control over
product-market

constraints

Maximize present value of
cash flow

Measures above plus
earnings, flexible
budgets

Investment Center

Input mix, product
mix, prices, with
control over

Maximize present value of
cash flow

Measures above plus
return on investment,
residual income,

Economic Value Added
(EVA®), balanced
scorecard
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subordinate’s, there would be little need to delegate
authority to a cadre of middle managers. A superior
could make all decisions and simply delegate execution
to nonmanagement assistants and line workers. Thus,
developing and acting on private information defines
the function of management-level subordinates. It is this
responsibility that distinguishes them from
clerical/hourly employees.” The resulting private infor-
mation gap, however, can put superiors in an uncomfort-
able position when evaluating managers. Because they
often have less information about the local environment,
superiors may be unable to identify options available to
managers and be uncertain about how decisions are
made.8

The Agency Theory model provides a framework for
discussing the control system trade-offs in an organiza-
tional environment where managers lack goal congru-
ence with their superiors (and other stakeholders) and
possess private, decision-relevant information that is
unavailable to their superiors. Above all, our assessment
focuses on the fundamental choice in control system
design: whether to use an ofjective or a subjective perfor-
mance evaluation system. An objective control system
is characterized by the phrase “pay-for-results,” i.e., the
main evaluation criteria are the 7esu/ts of managers’
actions, not the quality of those actions. T'hese results
are typically measured by financial metrics, such as
earnings. Rewards and continued employment follow
from the achievement of expected results without
regard for the level of effort. In contrast, a subjective
control system concentrates on the quality of managers’
actions: Effort and skill are rewarded, regardless of out-
come. Admittedly, few firms use strictly objective or
subjective control systems: Most implement a system
somewhere between the extremes. We address the
polar cases to facilitate analysis of the pros and cons

inherent in each approach.

SUBJECTIVE VS. OBJECTIVE CONTROL

If it could be implemented without cost, a subjective
control system would be the most effective way to over-
come the goal congruence problem.? Because subjec-
tive control is based on the quality of a manager’s
decision making, all options and actions are moni-

tored.10 Overseeing managerial decisions ensures that

the superior’s objectives remain paramount because the
mutual knowledge that all decisions and actions are
monitored deters subordinates from engaging in incon-
gruent behavior. In any case, the superior can avoid
incongruent decisions simply by overruling the subordi-
nate before a decision is made.

But a thoroughly subjective system would be costly.
Closely monitoring subordinates’ options and actions is
time-consuming and intrusive. It also requires a great
deal of information and, thus, an expensive information
system.!! Consequently, subjective evaluation system
costs arise in two ways. First, superiors must familiarize
themselves with their subordinates’ areas of responsibil-
ity. Given both cognitive and physical constraints, this
typically requires a flatter organization structure with
superiors responsible for fewer subordinates. Second,
organizations must invest in advanced information tech-
nology to generate and distribute more information
about managerial options.!2 Transaction and environ-
mental monitoring has to be more sophisticated to
ensure that superiors can access real-time information
necessary for subordinate evaluations and early warn-
ings, if necessary.

In addition to structural and information system
expenses, subjective control systems can have substan-
tial personal and political costs. Because the “quality”
of subordinate managers’ actions must be evaluated,
superiors are required to identify and explain the flaws
in a subordinate’s performance.!3 This can be a very
difficult task for many. It is troublesome to confront a
subordinate with the judgment that, “You are not inno-
vative enough” or “You missed opportunities to excel.”
Yet in a subjective evaluation system, superiors have no
choice but to make such assessments because the per-
ception of managerial quality is more important than
measurable results. Moreover, political costs may arise
in subjective systems because it can be difficult to
defend qualitative performance evaluations to inside
and outside observers. Internally, some managers may
object to perceived favoritism shown their peers. More-
over, confronting subordinates may seem contradictory
and counterproductive in an organization that prioritizes
empowerment and autonomy. More importantly, how-
ever, subjective evaluation may be difficult to justify to

external stakeholders, particularly when unanticipated
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changes to the environment (e.g., new competitors,
severe economic turbulence, etc.) can confound the
best efforts of hard-working, talented managers.

While significant structural, technological, personal,
and political costs are inherent to subjective systems,
objective control systems avoid many of them.!# In con-
trast, little information is needed beyond a metric of
actual vs. expected results. If earnings are used to mea-
sure results, either the expected earnings are achieved
and incentives are provided, or expected earnings are
not achieved and incentives are withheld. Objective
systems can function with even a rudimentary informa-
tion system infrastructure, and, because superiors are
not required to evaluate the quality of subordinates’
actions, a steeper reporting hierarchy is feasible. In
comparison to a subjective system, substantial savings
can result from a flatter corporate hierarchy and a less
complex I'T infrastructure. Moreover, objective evalua-
tion systems may entail fewer personal and political
implications. Superiors can avoid personally confronting
subordinates with their shortcomings. In fact, objective
rewards based on bonus formulas require little superior-
subordinate interaction. Political costs are also lower
because objective “pay for results” schemes are easier
to clarify and justify to internal and external observers.

Yet all is not perfect with objective performance eval-
uations either. Such schemes can ignore the effect of
uncontrollable environmental factors on managers’ per-
formance.!5 This so-called moral hazard problem can
make it difficult for a superior to distinguish between a
skilled, hard-working subordinate who overcomes a dif-
ficult environment and a less-skilled subordinate who
meets objective goals through sheer luck or more favor-
able environmental factors. To be sure, objective results
achieved by managers over time can establish reputa-
tions, and this certainly mitigates the moral hazard
problem. Yet job rotation and job changes can exacer-
bate it in turn.

A more important problem with objective perfor-
mance measures is that results-based criteria may affect
managers’ behavior in ways that are not always benefi-
cial to the superior or to the overall organization. For
example, using earnings as an objective outcome mea-
sure may cause managers to make decisions that

increase earnings but not cash flow. Consider the pro-

duction manager faced with an equipment replacement
decision. 'To avoid an accounting loss on existing equip-
ment that would decrease his or her earnings-based
incentive, the manager may decide to reject an opportu-
nity to acquire more-efficient equipment, even if the
replacement would increase cash flow and, thus, firm
value.16

Perhaps the most pervasive problem with objective
control, however, is caused by the risk that is inherently
transferred to managers. Because objective control
focuses strictly on results, the risk of an uncertain envi-
ronment is imposed on managers because outcomes are
jointly determined by their actions and the environ-
ment. An adverse environment can overcome the best
efforts of even a capable manager. Unlike owners who
can diversify financial risk across their investment port-
folio,!7 managers are unable to diversify performance
risk to their human capital.!® There are two fundamen-
tal problems with imposing performance risk on man-
agers. First, risk-averse managers can become overly
cautious in their decision making if their performance is
evaluated strictly according to results. To mitigate risk
to their human capital, they may avoid opportunities
with potentially large and longer-term payoffs even if
the opportunities seem desirable to their superiors or
the owners. Thus, while objective schemes that “pay
for results” may seem less costly than subjective control
systems, the organization may miss out on high-expected-
value opportunities that managers perceive as too risky.
In addition, at the executive level, managers are able to
mitigate the risk imposed on their human capital by
diversifying firm holdings.!® Research has shown, how-
ever, that executives undertake costly subsidiary acqui-
sitions and dispositions in an apparent attempt to
diversify firm-specific risk. For example, Philip Berger
and Eli Ofek demonstrated that nonsynergistic
intrafirm diversification holds little value for owners
because they can independently diversify their invest-
ment portfolio.20 Yet such diversification provides man-
agers with the opportunity to diversify human capital
risk.21

Finally, even in an objective control system, man-
agers may find it necessary to explain the uncontrol-
lable nature of a detrimental environmental effect. The

argument may be: “It’s not my fault I couldn’t control
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the local economy and the actions of my competitors.”
Within the objective results-based system, however, the
superior might not be able to evaluate the merits of the
subordinate’s case because of a lack of detailed informa-
tion about the options or actions of the manager. More-
over, if explanations or excuses are accepted from one
subordinate, they must be accepted from all; otherwise,
superiors may be perceived as biased and inequitable.
Therefore, even in a mainly objective evaluation sys-
tem, circumstances can give rise to subjective issues
requiring information system capabilities necessary for
judging the quality of managers’ actions and for taking
into consideration mitigating circumstances that explain
performance shortfalls. If ex-post explanations/excuses
mitigate penalties for negative outcomes, an objective
control system can transform into a subjective control

system.

CAase Stubpy: WEGMmANS Foob

MARKETS, INC.

In order to assess these fundamental concepts of
Agency Theory about control system alternatives, we
conducted a case study of Wegmans Food Markets,
Inc., an innovative and highly regarded food retailer
headquartered in Rochester, N.Y. 22 Founded in 1916,
Wegmans is a privately held, family-owned company
that currently operates 71 stores, 48 of which are locat-
ed in New York and the rest in other eastern states.
Danny Wegman is CEO, and Colleen Wegman, his
daughter, is president. Danny’s father, Robert Wegman,
was chairman of the company until his death at the age
of 87 in April 2006. Wegmans’ motto is “Every day you
get our best,” which it lists on its website along with
four guiding principles under the heading “What We
Believe™:

(1) “At Wegmans, we believe that good people,
working toward a common goal, can accomplish any-
thing they set out to do.”

(2) “In this spirit, we set our goal to be the very best
at serving the needs of our customers. Every action we
take should be made with this in mind.”

(3) “We also believe that we can achieve our goal
only if we fulfill the needs of our own people.”

(4) “To our customers and our people we pledge

continuous improvement, and we make the commit-

EEE)

ment: ‘Every Day You Get Our Best.

Wegmans appears on Forbes’ annual list of “Largest
Private Companies in the U.S.” In 2008 the company
had annual sales of $4.8 billion and more than 37,000
employees. It ranked 34th on the 2007 Supermarker
News list of the Top 75 by Sales Volume. Wegmans
ranked third among the Fortune “100 Best Companies
to Work For”® list in 2008. Data suggests that compa-
nies on the “100 Best Companies to Work For” list pro-
vide superior returns to investors, and the company has
been on this list every year since it began in 1998. In
fact, it was ranked first in 2005 and is ranked fifth in the
current 2009 list. According to the Russell Investment
Group, the Fortune “100 Best Reset Annually,” which is
a hypothetical portfolio containing stock from the com-
panies on the “100 Best Companies to Work For” list,
had an overall rate of return of 14.16% vs. a 5.97%
return for the S&P 500 during the 1998-2006 time
frame.23 In other words, practices adopted by the “100
Best Companies” appear to lead to significant superior
financial returns and are thus worthy of consideration (if
not emulation) by other firms.

Given Wegmans’ continued success in achieving a
top-10 ranking among the “100 Best Companies,” its
operations can serve as an excellent case study for
assessing control system practices with reference to
Agency Theory. In other words, Wegmans’ decisions
about its internal control systems should be instructive
to companies that aspire to the results the firm has
achieved on a consistent basis. "To analyze the control
practices at Wegmans, we conducted structured inter-
views with four executive-level managers in finance,
human resources, and store operations.24 As summa-
rized in the Appendix, we asked a number of specific
and open-ended questions concerning three general
themes: compensation, monitoring/information systems,
and performance evaluation. The interviews lasted
between 30 minutes to an hour and were, with one
exception, conducted at the company’s corporate offices
in Rochester, N.Y. Transcripts of the interviews were

verified by the subjects for accuracy and completeness.

CAse Stubpy FINDINGS
Our field interviews indicated that while the company

maintains an extensive database of quantitative infor-
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mation, in essence, Wegmans uses a subjective control
system. According to Agency T'heory, a subjective con-
trol system determines rewards on the quality of man-
agers’ decisions rather than on the results of these
decisions. "This seems to be the case at Wegmans. For
example, one respondent stated that, at the company,
“There is no bonus program....We build growth and
learning into every performance evaluation, and pay for
knowledge.” Agency Theory also predicts that in a
subjective control system, performance evaluations will
be highly dependent on subjectively determined abili-
ties and perceived decision-making skills. Our inter-
views also found this to be the case at Wegmans. One
respondent commented, “We look at career advance-
ment as a journey to pick up different skills and inten-
tionally move high-potential people into...different
functional areas.” Another said, “Once an individual is
identified as having high potential, they are given
stretch assignments.”

At Wegmans, the identification and rewarding of
highly skilled and high-potential managers involve care-
fully planned, but clearly subjective and heuristic
processes. When asked to list the criteria for perfor-
mance evaluation, one respondent replied, “the ability
to work with others and to work on teams; creativity;
[and] ideas.” Another described Wegmans’ evaluation
process for managers as follows: “We review them in
two-way conversations, identifying...things they have
done well and...things [they need] to improve.” There-
fore, personal one-on-one assessments are a key compo-
nent of Wegmans’ control system—clearly marking it as
subjective, according to Agency Theory.

Furthermore, our interviews confirmed that Weg-
mans’ subjective performance evaluation process is
time-consuming and costly, requiring extensive effort
on the part of the organization. This finding is likewise
consistent with Agency Theory predictions that the
success of a subjective control system is dependent on
the organization’s ability to identify and reward “high-
potential” and “hard-working” managers. Agency The-
ory also suggests that an effective monitoring system is
key to this effort. As described above, there are two
dimensions to effective monitoring. First, the organiza-
tion must invest in a sophisticated information system

infrastructure. Second, a “flat” organizational hierarchy

is required to permit superiors to evaluate the quality of
subordinate managers’ options and decisions. Figure 1
is an internal human resources document that Wegmans
uses to delineate its managerial performance evaluation
process. According to this chart, the company’s subjec-
tive control system focuses on two main factors:

(1) building trust and (2) documenting performance.

As Agency Theory would anticipate, our interviews
revealed that in order to assess managers according to
these criteria, Wegmans has to undertake extensive
monitoring. All respondents consistently and repeatedly
emphasized the capabilities of the company’s informa-
tion system infrastructure and the important role it has
in their control methods. For example, when asked how
familiar superiors are with subordinates’ decisions, one
respondent said, “We are very familiar because we have
such strong monitoring systems....We know the daily
shrink on almost every one of our 212,000 items.”
Another commented, “We get daily information on
product shrinkage and look at the performance of each
store at least weekly. We do it every month as well, and
that is done more formally. Labor is reported and
worked on daily, and knowledgeable labor is rewarded.”
Another respondent said, “[We] are very attuned to
what data [is] available and how subordinates should
use the data. We supply a lot of data.” Finally, another
comment was, “Our systems are superior—nobody can
hide from the information. It is widely and highly
disseminated.”

As indicated earlier, the second dimension of effec-
tive monitoring in a subjective control-oriented compa-
ny, according to Agency T'heory, is a “flat” organization
structure. Flat structures afford superiors better under-
standing of their subordinates’ responsibilities and thus
help them to effectively identify and fast-track highly
skilled subordinate managers. As would be expected,
opportunities at Wegmans for both formal and informal
contact between executives and managers are extensive
and repeatedly emphasized by respondents as critical
for effective control. One respondent commented, “We
tend to be a flat organization, and superiors have a lot of
direct interest and input. They are very familiar with
[subordinates’] decisions.” Another said, “An effective
manager is wired to [his or her subordinates], and there

is a lot of two-way communication.” When asked about
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Figure 1: Performance Management at Wegmans
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the extent of informal communication between man-
agers and superiors, one respondent observed, “We
believe in hallway management and do a lot over
lunch.” Superiors also engage in pre-action assessments
of initiatives taken by subordinates. According to anoth-
er respondent, “We try to understand the whole project
before we approve specific requests.” Finally, informal

monitoring at Wegmans is extended to central manage-

MANAGEMENT ACCOUNTING QUARTERLY

ment: “Our top managers visit every store between
Thanksgiving and Christmas.” It is also noteworthy that
respondents agree that the ability to maintain informal
contacts between corporate and store-level managers
becomes increasingly difficult as the company expands
geographically.

Overall, evidence drawn from our interviews about

the structure of Wegmans’ control system is remarkably
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consistent with the analytical framework described
above. As anticipated by Agency Theory, Wegmans’
clearly subjective control system is accompanied by a
strong monitoring system consisting of a sophisticated
information system and a flat organization structure,
which allow formal and informal monitoring of subordi-
nate managers’ options and decisions. In other words,
the presence of an accurate and timely information sys-
tem assures that unwanted consequences of subjective
control (bluffing, flattery, etc.) will be uncovered quick-
ly. While this finding was unanticipated and not specifi-
cally discussed in the Agency Theory literature, it is
consistent with the theoretical framework.

We also asked respondents to assess the effectiveness
of their control system. In response, Wegmans execu-
tives reported general satisfaction with the current sub-
jective control system, highlighting three benefits in
particular. First, the current system allows a high level
of communication through the management hierarchy.
As one put it, “T'here is a great deal of informal com-
munication, so we know about an issue right away—
long before it can be formally reported....We don’t have
a lot of surprises.” In this way, Wegmans’ subjective
control system promotes communication that can pro-
vide subtle performance cues to subordinates. The sec-
ond benefit of subjective control noted by Wegmans
executives is that it helps to instill managers with the
“culture” of the organization. For example, one respon-
dent suggested that, “Our team approach helps keep
down [functional] silos. In many cases, one manager
will help another.” Another commented that, “[We
have] a family-oriented nature.” Along the same lines, a
respondent said, “The biggest thing that gets people in
trouble...is when word filters up that a manager is not a
team player and doesn’t treat people with respect.” The
final benefit afforded by Wegmans’ current system,
according to its executives, pertains to employee
empowerment. Interviewees often repeated the
premise that Wegmans’ managers are held responsible
for the company’s “values.” While these comments ful-
ly support Wegmans’ “What We Believe” list, they are
not of themselves strong evidence of employee empower-
ment. That said, these sentiments are supported by
employee actions frequently and consistently observed

by one of the authors, who regularly shops in Wegmans

and sees employees taking personal initiative and
responding to customers in ways that benefit the com-
pany and its customers.

Although executives expressed general satisfaction
with Wegmans’ current control system, we also asked
whether they or the company had ever considered a
more objective method. Several respondents did
acknowledge desire for greater formality and objectivity
in the process, in part because of the tremendous
growth the firm had recently experienced. In fact, there
has been discussion at Wegmans about the need to
incorporate more results-oriented, formal metrics rather
than to continue to rely on a more subjective system.
For example, one respondent noted that “there is an
ongoing debate [about whether] we should pay on mer-
it....Butitisn’t a driving need for us right now.” Anoth-
er said, “We have decided to focus on the subjective
part and then attack the objective piece. This frees us
to have more conversations on the subjective part and
sustain the ‘it’s never good enough’ mind-set.” Still,
others highlighted the problems they perceived might
arise with more-objective control. One noted that “if we
pay on product turnover, [managers] could bring in
junk,” implying that managers could “game” an objec-
tive evaluation system. Another mentioned that “the
benefit of subjective evaluation is that you don’t get
hung up on making a specific goal,” perhaps suggesting
that objective goals would limit innovation.

Opverall, Wegmans executives perceived the present
control system as appropriate for the firm. They made
very few critical comments and reported no serious con-
sideration of change. But some do recognize that the
company’s family-oriented approach to managerial con-
trol is being tested by rapid growth and geographic
expansion, both of which bring new challenges. In fact,
one respondent indicated that being a privately held
company helps mitigate market pressure for continued
double-digit growth rates in key performance metrics.
While we did not ask the respondent to explain these
comments in greater detail, we infer that Wegmans
could not maintain the intensity of its subjective-oriented
control system and still sustain recent growth rates if it
were publicly held. Alternatively, if maintaining recent
growth rates became a prerequisite, more-objective con-

trols would be needed—if only to evaluate a growing
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cadre of store and middle managers. In point of fact,
Wegmans’ actual growth rate has slowed in the past two
years, although that may be due to the financial reces-
sion as well as to a decision to limit growth due to con-
trol considerations. In either case, all of this suggests to
us that subjective assessment has its limits and, ulti-
mately, can be at loggerheads with rapid growth.

AGENCY THEORY IN ACTION

Our survey of Wegmans executives provides strong sup-
port for the majority of Agency Theory predictions
about control system design. For example, the company
deploys many features of a subjective control system
while at the same time committing significant resources
to the firm’s monitoring system. It has invested in a
sophisticated information system that reduces informa-
tion asymmetry between executives and managers. It
also has an organizational structure that allows ample
opportunities for formal and informal monitoring of
subordinate managers. Moreover, at least according to
our interviewees and the results of the “100 Best Com-
panies” ratings, Wegmans has been successful both in
building trust and creating common goal congruence.
All of these are key management control issues, accord-
ing to the Agency Theory framework.

T'he responses of the Wegmans survey do diverge
from the predictions of Agency Theory in one signifi-
cant way. While the theory suggests that subjective con-
trol systems afford managers less decision-making
autonomy than objective methods might, our respon-
dents suggested otherwise. One executive stated, “If
you empower employees, like we do at Wegmans, we
don’t really need to know the options.” Another admit-
ted, “There are a lot of decisions we [superiors] don’t
know about.” And a third recognized that, even in a
subjective control system, “You have to trust your peo-
ple to do the right thing.” While these comments
appear to diverge from the Agency Theory framework,
they are supported by an extensive database that is
relied on and routinely consulted by top executives—a
practice that is fully compatible with theory. In addi-
tion, as reported earlier, bluffing, flattery, and other
undesirable consequences of subjective control are
quickly discovered and cannot be sustained by man-

agers who achieve career advancement and longevity at

Wegmans.

Our findings also indicate that while the company’s
control system practices are generally consistent with
theoretical predictions, there is no evidence that Weg-
mans executives exp/icitly considered Agency Theory or
any other conceptual framework in designing their con-
trol system. Although rational economic and behavioral
theories are common in the academic literature, these
theories have had no impact on control system design at
Wegmans. Respondents expressed no awareness of
economics-based theories of organizational control or
corporate behavior. Instead, their control system choices
were based solely on intuition and heuristics. For exam-
ple, none of them mentioned the costs associated with
the monitoring component of subjective control, i.c.,
extensive information system infrastructure and high
levels of management time and effort. Moreover, even
when asked leading questions, respondents did not
seem to recognize that a more objective control system
could be administered with a leaner management hier-
archy and lead to significant information system sav-
ings. Our respondents also seemed unaware of the
personal and political costs of subjective control.
According to Agency Theory, superiors must bear the
personal cost of confronting poorly performing subordi-
nates and defending subjective performance evalua-
tions. But none of these issues came up in the
interviews.

Agency Theory suggests that, in an objective system,
base pay would be reduced and supplemented with
bonuses based on simple profitability or ROI measures.
Such an objective system would also be much easier to
administer and would require far less intervention by
superiors. While this approach may not seem an optimal
choice for a family-owned and managed company such
as Wegmans, it is nonetheless remarkable that its exec-
utives have hardly considered implementing a more
objective control system that would reduce the compa-
ny’s need to invest so much in monitoring systems and
time-consuming subjective control procedures. That
said, these findings are not altogether unexpected given
that three of the four executive managers we inter-
viewed are senior executives who have spent their
entire careers of 25-30 years with the company and are

therefore committed to its system. Also, because man-

NG QUARTERLY @WINTER 2009, VvOL. 10, NO. 2

www.manharaa.com




agers self-select their employment, the organization is
likely attracting managers whose personal characteristics
make them comfortable with a subjective control sys-
tem, and it may discourage managers who would prefer
more-objective controls. As objective control is more
risky for subordinate managers, the firm may also be
discouraging managers with higher risk tolerance.

Similarly, given the close monitoring of subordinates,
problem-solving approaches tend to self-perpetuate
under a subjective control system like Wegmans’. For
example, when asked about the familiarity of superiors
with managers’ options and decisions, one respondent
said, “We are pretty familiar with that because we have
all done the work and moved up through the organi-
zation.” Such close personal monitoring and the
opportunity to pass on problem-solving techniques is
a necessary prerequisite for effective subjective control.
Finally, the top managers we interviewed have known
each other for many years, were personally acquainted
with the company’s founder, remain close with current
family executives, have fully embraced the Wegmans
culture, and have experienced firsthand the benefits of
subjective control. The challenge these executive man-
agers face, as several readily admitted, is to maintain
the benefits of a family-oriented (i.e., subjective) con-
trol system as the company moves into new markets,
faces stiffer competition, and employs a greater number
of managers who will be less influenced by company
tradition and thus more responsive to monitoring prac-
tices and results-based incentives associated with objec-
tive control systems.

Our findings based on the Wegmans survey suggest a
number of areas regarding the application of Agency
Theory in the design of control systems that deserve
further research. To corroborate the conclusions we
have drawn from interviews at this large, privately held
company, additional case studies should be undertaken
at one or more publicly held companies. Moreover, to
build on the current study—and in light of the strong
emphasis on building trust and empowering employees
we discovered at Wegmans—further studies could
specifically examine the impact of a culture of trust and
empowerment on both objective and subjective control
systems. Future studies could also test Agency Theory

principles in other real-world settings, including profes-

sional service firms and not-for-profit organizations.
Practicing managers as well as academics need to
know if Agency Theory principles are applicable in
today’s competitive environment, in which an increas-
ing number of firms stress the importance of qualitative
values such as trust and empowerment. Our findings
suggest that the majority of Agency Theory principles
hold true at Wegmans, one of the country’s most suc-
cessful privately held companies. Although none of the
executives we interviewed is aware of Agency Theory,
its principles still apply, especially when firms embark
on significant growth and geographic expansion. In
other words the trade-offs between objective and sub-
jective controls have important consequences that must

be considered in theory as well as practice. ®
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APPENDIX

Summary of Interview Questions

COMPENSATION SYSTEM

Q1. 'To what extent is your career advancement and
compensation based on objective, results-based,
performance measures, regardless of managers’
effort?

Q2. 'To what extent is career advancement and compen-

sation based on factors beyond a manager’s control?

MONITORING (INFORMATION SYSTEM)

Q1. In general, how familiar are superiors with the
options available to subordinates to effectively
perform their jobs?

Q2. How familiar are superiors with the decisions sub-
ordinates have made to effectively perform their
jobs?

Q3. To what extent do the following items affect man-
agerial decision making?

. approval limits for capital expenditures

. approval limits for headcount

. formal meetings to review your decisions

. informal contacts with your superiors

. required explanations for variance from plan

. pre-action reviews for specific projects

. pre-action reviews for day-to-day activities

0 N O 0o A~ W N =

. policies and procedures manuals

Q4. How much detail is included in control reports
from subordinate to superior managers, such as
reports showing budget and actual data?

a5. What is the reporting frequency of control reports
from subordinate to superior managers, such as

reports showing budget and actual data?

OPEN-ENDED DISCUSSION
QUESTIONS

A1l

A2.

A3.

A4.

Ab.

A6.

Can you talk about managers’ understanding of the
choices that are made in control system design?

Do managers really understand the trade-offs
explained in Agency Theory (i.e., objective vs. sub-
jective controls)? If not, do they act as if they
understand?

The fundamental trade-off that we examine in our
paper is between objective control, which incurs
the cost of risk-transfer (i.e., causing overly cautious
decision making), and subjective control, which
incurs the cost of monitoring (i.e., information sys-
tem). Are you aware of this trade-off?

Agency Theory suggests that information system
costs arise in two ways. First, subjective control
requires a flatter organization structure, with superi-
ors responsible for fewer subordinates. Second, a
more sophisticated information technology infra-
structure is needed to generate and distribute more
decision-relevant information to superiors about
subordinates’ options and actions. Do you view
information system cost trade-offs in this way?

The information system characteristics described in
A4 should be more apparent at higher levels in a
corporate hierarchy simply because higher-level
managers have a wider range of decision options
available and there are many more potential actions
leading to success. Is this an accurate description of
information system characteristics?

In a subjective control system, at least according to
the literature, superiors “must” have a mechanism
to understand the options available to their subordi-
nates along with an understanding of the actions

the subordinates have taken. Does this theory

apply?
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