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Abstract 
 

 

This paper examines the relationship between strategic priorities and subjectivity in incentive 

contracts. In particular, I study the relation between pursuing different differentiation strategies or 

pursuing a joint strategy (i.e., a strong focus on both cost leadership and differentiation strategies) 

and the use of three different types of subjectivity: subjective performance measures, subjective 

weighting and discretion.  

Analysis of survey data of 156 firms reveal that the identified differentiation strategies differ with 

regard to the strength of their positive relation with the use of subjective weighting and discretion. 

Moreover, a negative relation between following a joint strategy and the use of either subjective 

weighting or discretion is found, depending on the particular strategic combination. Even though it 

has been argued that subjectivity is particularly useful in complex situations, where managers need 

to adapt to changing conditions, it seems that the multiple, potentially conflicting goals inherent to 

joint strategies require the clarity and explicitness associated with more objective and formulaic 

reward systems.  
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INTRODUCTION 

Performance measures play a key role in translating strategy into desired actions and results (e.g., 

Kaplan & Norton 2001, Lillis 2002, Van der Stede et al. 2006). Accordingly, several studies have 

documented an alignment between the firm’s strategy and the firm’s management control and 

reward system for one-dimensional strategic typologies (such as cost leader vs. differentiator, 

defender vs. prospector, and harvest vs. build strategies). Generally, subjectivity has been found to 

support differentiation-like strategies, while being less useful for cost leadership-like strategies.  

(Langfield-Smith 1997, 2005).  

The relevance of these archetypes has, however, been questioned for contemporary competitive 

environments, as only single facets of multi-faceted concepts are investigated (Chenhall 2003). First, 

differentiation strategies may be shaped in different ways. For example, manufacturing firms have 

been found to specialize, for example, in quality or flexibility/customer responsiveness (Youndt et 

al. 1996 ,Lillis 2002). Pursuing different (differentiation) strategies has accordingly been found to 

relate to the use of different performance measures (suiting the particular strategy) (e.g., Dekker et 

al. 2012, Lillis & Van Veen-Dirks 2008). Similarly, subjectivity comes in different forms and the 

various types have been found to address different contracting issues (Höppe & Moers 2011). 

Hence, the extent and the type of subjectivity used in incentive contracts is likely to be associated 

with the particular (differentiation) strategy pursued. 

Second, firms may pursue differentiation-like and cost leadership-like strategies simultaneously. 

E.g., Boulianne (2007), Dekker et al. (2012) and Lillis and Van Veen-Dirks (2008) find that 

approximately 40% of their sample firms follow joint strategies. Given their high prevalence, joint 

strategies appear to be rather successful in contemporary competitive environments. It seems as if 

in the era of global competition, joint strategies promise higher performance (Kim et al. 2004, Lillis 

& Van Veen-Dirks 2008).  Yet, handling different, opposing strategies imposes several challenges on 

the firm’s managers. Dealing with multiple distinct objectives requires various control mechanisms, 

making the management of these more critical and problematic (Boulianne 2007). Hence, the 

design of performance measurement systems becomes hence more challenging and complex (Lillis 

& Van Veen-Dirks 2008). “While prior accounting research has provided extensive evidence 

concerning different (archetypal) strategic priorities being associated with different PM 

choices/configurations, it has largely neglected the question how the mixing of priorities [i.e. 

following a joint strategy] affects PM choices” (Dekker et al. 2012). 

Putting greater emphasis on subjectivity in incentive contracts may be one way of coping with the 

increased complexity inherent to joint strategies (Lillis & Van Veen-Dirks 2008). In multi-

dimensional, complex work settings, individual contribution to firm value is hard to capture using 
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objective performance measures and formulaic reward systems only, as these often inadequately 

account for some job dimensions (e.g., Van der Stede et al. 2006, Bol 2008, Woods 2009). 

Accordingly, private, uncontractible information observed by the superior is often argued to 

complement objective reward systems and thus provides a better assessment of the worker’s 

contribution to firm value (e.g., Murphy & Oyer 2003, Gibbs et al. 2004, Bol 2008, Rajan & 

Reichelstein 2009, Woods 2009).  

Contrarily, subjectivity might be less useful in multi-dimensional, complex work settings as it 

imposes additional uncertainty with regard to measurement criteria on the manager. In fact, formal 

and objective control systems and measures may be more useful in complex and uncertain 

environments, as these might provide the paths and goals to cope with the complexity (Hartmann 

2007). Following this argument, managers might to some extent be protected against confusion and 

uncertainty by relying on more formal as opposed to subjective rewards systems (Marginson and 

Ogden 2005). Hence, subjectivity in incentive contracts could impose additional ambiguity on the 

manager and thus be contra-productive. 

The purpose of this study is thus to examine the relevance of subjectivity for (1) different 

differentiation strategies and for (2) joint strategies, where strategies themselves imply trade-offs. 

Generally, one can distinguish between three different types of subjectivity: subjective performance 

measures, subjective weighting of performance measures, and discretion, where ex-post other 

factors than the ex-ante specified ones are included for determining compensation (e.g., Gibbs et al. 

2004, Bol 2011, Höppe & Moers 2011). These different types are argued to address different 

contracting problems (Höppe & Moers 2011). Accordingly, the use of these different types of 

subjectivity might relate differently to the particular strategy(ies) pursued. Furthermore, the 

different types of subjectivity differ with regard to their measurement uncertainty. Specifically, this 

uncertainty is higher for discretion and for subjective weighting as compared to subjective 

performance measures (Bol 2008). This lack of clarity and objectivity associated with subjectivity 

might be intensified by the uncertainty and complexity associated with joint strategies. For these 

reasons, it is important to consider the different types of subjectivity separately. 

To address my research questions, I conducted an extensive and elaborate large-scale survey 

among German production and R&D managers, which was concluded in November 2011. Overall, 

my sample of 156 survey responses finds a positive relation between following a differentiation 

strategy and the use of all three types of subjectivity. As firms follow joint strategies, however, I find 

significant effects for a reduced use of subjective weighting and discretion for firms following 

particular joint strategy combinations. 
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In particular, I observe three different strategies. These represent one cost-leadership strategy and 

two differentiation strategies: a quality & service differentiation strategy and a flexibility 

differentiation strategy. Furthermore, I find a high prevalence of joint strategies: Approximately, 

46% of the firms pursue joint strategies.  

Concerning the use of subjectivity, I am able to replicate and extent prior (one-dimensional) studies. 

Regressions reveal that all types of subjectivity are significantly positively related to pursuing a 

differentiation strategy, while controlling for environmental uncertainty, growth opportunities and 

structural aspects such as size, the extent of delegation, information asymmetry, trust and task 

uncertainty. This confirms prior studies on subjective performance measures (e.g., Bushman et al. 

1996, Van der Stede et al. 2006) and subjective weighting (e.g., Govindarajan & Gupta 1985, Gupta 

1987) and extends them by additionally examining discretion in incentive contracts.  

Interestingly, as firms follow both cost leadership and a differentiation strategy simultaneously, the 

picture changes. The use of subjective weighting or discretion in incentive contracts is significantly 

lower for firms pursuing a joint strategy than for their corresponding differentiation counterparts 

(depending on the particular strategy combination). The use of subjective performance measures in 

incentive contracts, however, seems to be unrelated to the pursuit of joint strategies. My findings 

suggest that joint strategies call for more formulaic and objective reward systems that explicitly 

define goals and their prioritization. However, some of the performance measures used may still be 

measured subjectively.  

 

I contribute to the literature in several ways. First, I consider the effect of pursuing different 

differentiation strategies and joint strategies on the design of incentive contracts, particularly with 

regard to subjectivity. Second, my cross-sectional data set enables an explicit distinction between 

the different types of subjectivity existent in incentive contracts. Thereby, I also contribute to the 

literature focusing on traditional, one-dimensional strategies. Third, this study contributes to the 

literature on subjectivity by shedding more light on economic determinants of subjectivity in 

incentive contracts. 

The following section provides the theoretical framework and develops hypotheses, followed by a 

description of the study design, variable measurement and model estimation in the subsequent 

sections. Then, the descriptive statistics and regression results are discussed, followed by the 

conclusion and limitations of the study. 
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THEORETICAL FRAMEWORK AND HYPOTHESES DEVELOPMENT 

Selecting appropriate performance measures is central to aligning operations with firm strategy 

(Kaplan & Norton 2001). Several studies from different disciplines have examined how firms design 

control and reward systems to enable an effective implementation of strategic priorities. (e.g., 

Ittner & Larcker 1997, Langfield-Smith 1997, 2005, Van der Stede et al 2006, Dekker et al 2012). 

Generally, subjectivity has been found to support differentiation-like strategies, while being less 

useful for cost leadership-like strategies. Considering various strategic typologies (such as cost 

leader-differentiator, defender-prospector, and harvest-build), as equivalent, these findings are 

consistent across studies (Langfield-Smith 1997, 2005). Accordingly, hereafter, these different 

typologies will all be referred to as differentiation and low cost strategies.  

The relevance of these archetypes has, however, been questioned for contemporary competitive 

environments, as only single facets of multi-faceted concepts are investigated (Chenhall 2003). 

Further, the possibility of pursuing differentiation and cost leadership strategies simultaneously has 

been repeatedly emphasized (Perera et al. 1997, Lillis 2002, Lillis & Van Veen-Dirks 2008, Dekker et 

al. 2012). Hence, on the one hand this study seeks to account for the multi-facets of differentiation 

strategies and analyzes the relation between multiple different strategic priorities and the use of 

subjectivity in incentive contracts. On the other hand, this study analyzes in particular the relevance 

of joint strategies and their association with subjectivity in incentive contracts.  

Typically, it has been distinguished between three different ways of integrating subjectivity ex-post 

in incentive contracts (i.e. at the end of the evaluation period): (i) by using subjective performance 

measures (e.g., evaluating motivation, cooperative behavior, leadership skills, customer service), (ii) 

by allowing for (ex post) flexibility in the weighting of performance measures (i.e. changing the 

priorities of goals/tasks during the evaluation period), and (iii) by allowing for ex post discretional 

adjustments based on factors other than the performance measures specified ex ante (e.g. 

compensating managerial performance on entirely new aspects such as his/her reaction to the 

entrance of a new competitor, to the financial crisis, to a machine breakdown) (Gibbs et al. 2004, 

Bol 2008). Due to data availability, most prior studies have only studied one type in isolation (see 

Höppe & Moers 2011 for an exception). It is, however, important to distinguish between these 

different types of subjectivity as they provide different benefits and costs to the principal. 

Accordingly, the following paragraphs discuss the theoretical relations between pursuing particular 

strategies and the use of the three types of subjectivity in incentive contracts, and develop 

hypotheses.   

 

Differentiators have a wide product range and sell products that are perceived to be unique. 

Continuously searching for market opportunities, they engage actively in market and product 
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development. They seek to provide products that are highly valued by the customer via superior 

product features, product innovation, customer service, brand image, etc. (Miles & Snow 1978, 

Porter 1980, Govindarajan and Shank 1992, Langfield-Smith 1997, Van der Stede 2001). 

Differentiators usually face multiple ways to achieve uniqueness and have a broader product range 

than cost leaders. Further, they are more likely to exhibit dynamism and have less stable products 

offerings over time (Gupta 1987). The stronger the strategic focus is on quick responsiveness to 

market demands and changes in product offerings, the stronger the dynamism evoked by the 

strategy and faced by the firm. 

Managers in firms or business units pursuing differentiation strategies are typically provided with 

considerable discretion, such that their job is characterized by low task programmability and the 

availability of multiple options. Moreover, the dynamic environment of differentiators makes it 

difficult for managers to rely on historical precedents leading to an increased cause-effect ambiguity 

and outcome uncertainty (Rajagopalan 1997, Lillis & Van Veen-Dirks 2008). Rajagopalan (1997) 

hence argues that incentive plans for prospectors “need to utilize broader, more holistic evaluation 

criteria which take into account managerial effort and unforeseen environmental events” 

(Rajagopalan 1997, p. 767). Firms are able to consider the mentioned criteria by integrating 

subjective performance measures (managerial effort), and subjective weighting and/or discretion 

(consider unforeseen environmental events) into incentive contracts. All aspects will be discussed in 

the following paragraphs. 

As less aspects of a differentiator manager’s job are quantifiable, the availability of appropriate 

objective performance measures decreases. Introducing subjective performance measures can 

therefore improve incentive contracting, as it allows value-enhancing efforts that are not easily 

quantified to be included (such as innovativeness, cooperativeness, service orientation, leadership 

skills) (Bol 2008). Correspondingly, Bushman et al. (1996) find that differentiators make more use of 

individual performance measures (which they assume to be largely subjective). Similarly, Van der 

Stede et al. (2006) find that firms following a quality-based differentiation strategy perform better 

as they rely on more subjective performance measures. Also Dekker et al. (2012) find a greater 

reliance on behavioral performance measures (which are similar to subjective performance 

measures) for firms following a customer-quality strategy. By including subjective performance 

measures, the firm ensures that managers also focus on performance aspects that are not easily 

quantifiable but important to the firm’s success. 

Considering unforeseen environmental (or external) events, subjective weighting and discretionary 

adjustments both enable the principal to integrate information that became available during the 

evaluation period. As differentiators need to respond quickly to changing customer demands, new 

trends, special orders, etc., it is of particular importance to integrate flexibility into the incentive 
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contract and prevent suboptimal incentive provisions in situations where critical information is not 

available ex ante. A rational manager then considers how his superior values the new information 

and adjusts his behavior accordingly. E.g., if the new information calls for a change in actions, the 

prioritization of performance measures (and hence actions) can be adjusted. Thereby, adaptive 

behavior is induced and goal congruence is improved (Bol 2008). Analogously, Gupta (1987) finds 

that following a differentiation strategy is positively related to the use of subjective weighting in 

determining bonus payments.  

Subjective weighting and discretion differ to the extent that subjective weighting only enables the 

principal to adjust the weights and hence the importance of the ex-ante defined performance 

measures, but it cannot motivate different actions. Discretion, on the contrary, enables the principal 

to “induce a larger variety of adaptive actions” as new performance aspects can be considered in 

performance evaluations (Bol 2008). However, even though discretion provides a greater flexibility 

to the superior, it also comes at a greater cost with regard to measurement uncertainty and hence 

integrating discretion into the incentive contract may not always be beneficial. 

Subjective weighting is especially beneficial to differentiators who face rather stable performance 

goals (where priorities may change, but there is generally no need to include new performance 

aspects within one period) and can hence define the relevant performance aspects ex ante. 

Subjective weighting then allows the superior to change the priorities of predefined performance 

measures during the evaluation period, which induces adaptive behavior and increases goal 

congruence (Höppe & Moers 2011). This is, for example, the case when firms follow a quality 

differentiation strategy. The firm constantly seeks to improve production processes to improve 

quality and reliability of the product (Youndt et al. 1996), but these are performance aspects that 

can be mostly defined ex ante. There are presumably fewer occasions were completely new 

performance aspects are needed to be integrated. Hence firms following a quality strategy should 

rely relatively less on discretion (since discretion is associated with a higher measurement 

uncertainty) and relatively more on subjective weighting.  

As, however, the pursued differentiation strategy evokes greater dynamism and requires greater 

flexibility and responsiveness from the manager, the requirements concerning the incentive 

contracts become more complex: “If firms want to successfully pursue a flexibility strategy, they 

must develop and maintain a[n …] adaptable workforce that can deal with nonroutine and 

exceptional circumstances requiring creativity and initiative” (Youndt et al. 1996). Discretion 

provides the most extensive tool (as compared to subjective performance measures and subjective 

weighting) to stipulate a wide array of actions and to filter out uncontrollable events (Bol 2008). 

This is especially helpful for firms following a flexibility strategy as the managers need to deal with 

nonroutine situations where customer orders frequently change (e.g. production quantity 

adjustments, or quick expansion of product mix offerings). These aspects cannot be addressed by 
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subjective weighting. Hence, firm pursuing a flexibility strategy should rely relatively more on 

discretion and a relatively less on subjective weighting. 

 

Based on the previous discussion the following hypotheses can be formulated: 

H1a: A high commitment to a differentiation strategy is positively associated with the reliance on 

subjective performance measures in the evaluation of managers.  

H1b: A high commitment to a differentiation strategy is positively associated with the reliance on 

subjective weighting in the evaluation of managers. 

H1c: A high commitment to a differentiation strategy is positively associated with the reliance on 

discretion in the evaluation of managers. 

H1d: The strength of the reliance on the different types of subjectivity relates to the 

characteristics of the particular differentiation strategy pursued. 

 

Cost leaders have a narrow product range and typically sell standard products. They undertake little 

product or market development and focus primarily on achieving a low cost position via economies 

of scale, task and product standardization, learning effects, and tight cost controls (Miles and Snow 

1978, Porter 1980, Govindarajan and Shank 1992, Van der Stede 2001, Langfield-Smith 1997).  

Accordingly, the strategically important factors to cost leaders tend to be inward focused (Porter 

1980), emphasizing efficiency and cost reduction (Rajagopalan 1997, Lillis & Van Veen-Dirks 2008). 

Task uncertainty is considerably low, cause-effect relationships are more easily understood and 

outcome uncertainty is less for cost leaders than for differentiators. A short-term decision horizon, 

reflected in accounting measures might hence be more appropriate for cost leaders. Further, 

objective measures can be more readily determined as managers can rely on historical precedents 

(Gupta 1987, Ittner & Larcker 1997, Langfield-Smith 1997, Rajagopalan 1997).  

Accordingly, subjective performance measures seem to be less suitable for firms following a cost 

leadership strategy than for firms following a differentiation strategy (see Langfield-Smith 1997 for 

an overview, Van der Stede et al. 2006). Further, there is less need to stipulate adaptive behavior 

through the introduction of subjective weighting or discretion as cost leaders face a rather stable 

product environment. Analogously, Gupta (1987) finds that cost leaders rely less on subjective 

weighting than differentiators. Since measurement uncertainty is highest for discretion (as 

compared to subjective performance measures and subjective weighting), a negative relation 

between following a cost leadership strategy and the use of discretion can also be expected.  
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Based on the pervious discussion the following hypotheses can be formulated: 

H2a: A high commitment to a cost leadership strategy is negatively associated with the reliance 

on subjective performance measures in the evaluation of managers. 

H2b: A high commitment to a cost leadership strategy is negatively associated with the reliance 

on subjective weighting in the evaluation of managers. 

H2c: A high commitment to a cost leadership strategy is negatively associated with the reliance 

on discretion in the evaluation of managers. 

 
Firms following a joint strategy show a high commitment to both low cost and differentiation (Lillis 

& Van Veen-Dirks 2008). As they compete in a two-type product-market domain, they combine the 

strongest characteristics of differentiators and cost leaders (Cinquini and Tenucci, 2010, 

Rajagopalan & Finkelstein 1992).  

Facing different product strategies implies that multiple, potentially conflicting goals are pursued1.  

Lillis and Van Veen-Dirks (2008) find that firms following a joint strategy use in total more 

performance measures as they focus on at least as many cost leadership and differentiation 

associated performance measures as their archetypal counterparts (i.e. pure differentiators and 

cost leaders). This in turn requires various control mechanisms, which increases the complexity of 

their management and imposes several challenges on the responsible manager (Boulianne 2007). 
 

“It is logically impossible to maximize in more than one dimension at the same time unless the 

dimensions are monotone transformations of one another. Thus, telling a manager to maximize 

current profits, market share, future growth in profits, and anything else one pleases will leave that 

manager with no way to make a reasoned decision. In effect, it leaves the manager with no objective. 

The result will be confusion and lack of purpose that will fundamentally handicap the firm in its 

competition for survival.” (Jensen 2010, p. 34) 
 

Multiple, potentially conflicting goals can complicate decisions about prioritizing goals, allocating 

resources and making trade-offs between them. To optimize these decisions, managers need to 

process more information (Emsley 2003). Accordingly, management compensation is likely to 

reflect their equivocal position (Rajagopalan & Finkelstein, 1992). The incentive contract needs to 

stipulate the manager to consider and evaluate all internal and external information available for 

                                                           
1 Consider, for example, the following statement in the 2010 annual report of Siemens AG:  
“The strategy pursued by our Healthcare Sector focuses on increasing efficiency in healthcare by 
improving quality while reducing cost. The Sector strives to continuously enhance its market position 
by consistently focusing on customer requirements and market demands, by implementing an 
innovation strategy for its products, services and solutions to meet these needs, and by continuously 
improving its own cost position.” (Siemens AG (2010), section. II, p. 55; emphasis added) 



10 
 

making the most optimal decisions. At times, this might imply prioritizing one goal (e.g. customer 

responsiveness) at the expense of another goal (e.g. production efficiency), especially when there 

are scarce resources (such as time or capital).  

Concerning the potential benefit of relying on subjectivity for dealing with the increased complexity 

and ambiguity associated with joint strategies, there are two different concepts indicating a 

relationship. 

On the one hand, subjectivity has been argued to be especially useful in situations of complex work 

settings, where it is hard to capture the manager’s true contribution to firm value using objective 

rewards systems only (e.g., Woods 2009). Correspondingly, Lillis and Van Veen-Dirks (2008) suggest 

relying on subjectivity in incentive contracts may be one way of dealing with the multi-

dimensionality and complexity associated with joint strategies. Concerning the different types of 

subjectivity, however, expectations about their relevance differ.  

Subjective performance measures are used to capture performance aspects that are 

(contemporaneously) not quantifiable. These aspects should be equally important for firms 

following a differentiation strategy or firms following a corresponding joint strategy, as these 

aspects are crucial to the firm’s success (otherwise, they would not have been chosen under the 

pure differentiation strategy). Correspondingly, Lillis and Van Veen-Dirks (2008) find that firms 

following joint strategies rely on the same types of performance measures as their archetypal 

counterparts (and hence use in total more performance measures). Therefore, no specific relation 

between pursuing a joint strategy and the use of subjective performance measures is expected. 

However, relying on subjective weighting and/or discretion seems to be theoretically supportive in 

implementing joint strategy-consistent behavior for the following reasons: 

The potentially conflicting goals associated with joint strategies may lead to goal incongruence, at 

least in the short run (Van der Stede et al. 2006). This arises, as goals pursued under one strategy 

may impact goal achievement on another strategic dimension negatively. For example, 

manufacturing efficiency and customer responsiveness are hard to improve at the same time. 

Similarly, increasing product quality increases production costs at least in the short run.  

Since subjective weighting increases goal congruence with multiple performance measures (Höppe 

& Moers 2011), following a joint strategy should be associated with an increased use of subjective 

weighting (as compared to the extent of subjective weighting used by a ‘pure’ differentiator). 

Subjective weighting supports the manager in making optimal trade-off decision as the manager can 

be rewarded to do so (by adjusting the weights on performance measures or discretionary 

adjustments). Without subjective weighting, the manager might actually be harmed when making 

trade-off decisions that are congruent with the firm’s goals as the ex-ante specified weights in his 

incentive contracts differ from the current optimal weights. Similarly, discretion fosters adaptive 

behavior by the ability to integrate ex-post unanticipated information and hence increases goal 
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congruence. Compared with subjective weighting, however, it leaves the superior with greater 

flexibility (Bol 2008). Assume, for example, an important customer asks for an extra order. It is 

important for the firm to fulfill this order quickly, which is, however, associated with higher 

production costs. Hence, if information on this order were not available ex-ante, the manager 

would be punished for acting in the firm’s interest by a lower bonus payment (when tied to 

production costs). Via discretion, this aspect can be ex-post included in the incentive contract, 

stimulating optimal trade-off decisions by the manager.  

Generally, managers facing the challenges imposed by joint strategies must not only be able to 

prioritize tasks and responsibilities, he must also consider the associated negative effects the 

decision may have on goals associated with the other strategy. Hence, to improve goal congruency 

and protect the manager against uncontrollable events, integrating subjectivity in incentive 

contracts seems particularly useful for joint strategies. 

Given this line of reasoning, following a joint strategy should be associated with more subjectivity in 

incentive contracts. This can be achieved by relying to a greater extent on the type of subjectivity 

used under the corresponding pure differentiation strategy or by shifting to a subjectivity type 

providing more flexibility to the superior. Accordingly, firms pursuing a quality-cost joint strategy 

might rely to a greater extent on subjective weighting or shift their emphasis from subjective 

weighting to relatively more discretion. For firms following a flexibility-cost joint strategy, the only 

way to include more subjectivity is by putting greater emphasis on discretion, as discretion already 

offers the highest flexibility (by providing the ability to  induce a larger variety of adaptive actions). 

 

On the other hand, subjectivity in incentive contracts may be of more harm than good when 

pursuing joint strategies. Managers responsible for pursuing joint strategies already face a rather 

complex and multi-dimensional environment. Integrating subjectivity in incentive contracts 

additionally adds uncertainty about measurement criteria (Bol 2008). Therefore, subjectivity might 

amplify the ambiguity and uncertainty perceived by the responsible managers.  

In fact, when managers do not have straightforward paths and clear-cut goals, it has been found 

that more objective, e.g., accounting based performance measures, are welcomed as they provide 

the managers with structure and certainty (Marginson & Ogden 2005). Hence, managers might – to 

some extent - be protected against uncertainty and ambiguity by relying on more formal as 

opposed to more subjective rewards systems. The extent of evaluation uncertainty associated with 

subjective reward systems, however, differs between the different types of subjectivity. While 

subjective performance measures can be easily accompanied with clear guidelines and 

explanations, discretion imposes the greatest uncertainty on the manager with regard to 

measurement criteria (Bol 2008). Similarly, severe uncertainty about measurement criteria can go 

along with subjective weighting, as found by Ittner et al. (2003). Hence, a negative association 
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between pursuing a joint strategy and the use of subjectivity is expected to be prevalent rather for 

subjective weighting and discretion. 

Given this line of reasoning, following a joint strategy should be associated with less subjectivity in 

incentive contracts. This can be achieved by relying to a lesser extent on the type of subjectivity 

used under the corresponding pure differentiation strategy or by shifting to a subjectivity type 

imposes less measurement uncertainty on the manager. Accordingly, firms pursuing a quality-cost 

joint strategy should rely to a lesser extent on subjective weighting. Firms following a flexibility-cost 

joint strategy, might, on the other hand, either use less discretion or shift their emphasis from 

discretion to a relatively higher emphasis o subjective weighting (which is associated with lower 

measurement uncertainty). 

To summarize, while both theoretical considerations expect a relation between pursuing a joint 

strategy and relying on subjective weighting and discretion in incentive contracts, it is unclear which 

direction the relation will take. Concerning the use of subjective performance measures, no 

association is expected. 

H3a: Following a joint strategy is not associated with the reliance on subjective performance 

measures in the evaluation of managers. 
 

H3b: Following a joint strategy is associated with the reliance on subjective weighting in the 

evaluation of managers. 
 

H3c: Following a joint strategy is associated with the reliance on discretion in the evaluation of 

managers. 

 

STUDY DESIGN AND SAMPLE 

A survey was chosen as study design because it offers a balance between large sample analyses and 

single-firm studies and allows gaining further insights by asking specific, qualitative questions 

(Graham & Harvey, 2001).  The study was conducted based on a large-scale survey among German 

firms. The questionnaire was pre-tested with 11 academics and 7 practitioners, with only minor 

alterations. Addresses of the survey were chosen via the database of the Deutsche Post Direkt 

GmbH and a German online-business-network. Several criteria were applied for choosing the 

addresses of the survey. First, only firms with a minimum of 100 employees were included to 

ensure the existence of a formal management control system. Second, the survey was tailored to 

production and R&D managers on the second management level to ensure familiarity with the 

unit’s strategy and the existence of a superior, such that they could be evaluated in a subjective 

manner. Third, only for-profit firms where included in the sample since non-profit firms pursue 

different goals (Chenhall 2003).  
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To stimulate participation, several measures were taken as suggested by Dillman et al. (2008). The 

purpose of the study was explained and strict anonymity was guaranteed to the participants. 

Further, the convenience of participation was maximized by offering the possibility to either fill out 

the questionnaire online or to print it and return it via fax or mail.  As an incentive, the respondents 

were promised a summary report of the findings, if wished. Further, I promised to work voluntarily 

in a charity project with children for a certain amount of time for each completed questionnaire.  

In total 254 (response rate of ~15%) managers participated in the study. The response rate is similar 

to other recent studies (e.g., Dekker et al. 2012, have a response rate of 17.6%). Given the length of 

the questionnaire (participation time was approximately 25 min), and the high management level of 

the respondents, I consider the response rate as satisfactory. 

Not all responses were usable for this study.  First, respondents from consulting or financial services 

were excluded (12). Further, 20 participants had moved to a higher position and were thus no 

longer eligible for my study (since they did not have a superior anymore). I further excluded a few 

participants that indicated they were an employee (5), (since in these cases it can be assumed that 

the questionnaire was not filled out by the intended person). Likewise, some cases were excluded 

because of inconsistencies in answers (7) or missing variables (12). Lastly, participants not receiving 

bonus payments were not included (42). This provided a final sample of 156 usable responses; with 

firm sizes ranging from 100 to 400,000 and firms operating in a wide range of different industries 

(compare Table 1).  

------------------------------------------------ Please insert Table 1 here ------------------------------------------------- 

As a check of non-response bias, the means of the main variables were compared for early and late 

respondents, indicating no significant differences. Further, a Harman’s one-factor test was run to 

test for common method bias.  The factor analysis on the survey questions relevant for the study 

revealed 16 factors with an eigenvalue larger than one, where the first factor explains less than 11% 

of total variance. Hence, the results support the absence of a common method bias (Podsakoff & 

Organ 1986). 

 

VARIABLE MEASUREMENT AND MODEL ESTIMATION 

Strategy 

The instrument used to measure strategic priorities was based on prior studies addressing firm’s 

priorities towards cost and differentiation dimensions (Baines & Langfield-Smith 2003, Boyer & 

Lewis 2002, Boyer & Pagell 2000, Chenhall 2005, Lillis & Van Veen-Dirks 2008). In total, respondents 

were asked to indicated the importance of 14 items related to costs, efficiency, quality, innovation, 
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flexibility, service, and advertisement for a competitive advantage on a seven-point Likert scale. An 

explorative factor analysis yielded four different strategies, of which two had to be combined 

because of a very high correlation (~ 70%). Accordingly, three different strategies where extracted: 

a low cost strategy, a product performance and customer service differentiation strategy and a 

flexibility differentiation strategy. Only factor loadings larger than 0.45 are considered which 

excludes two items from the analysis. There are no cross-loadings. Given that the resulting KMO 

score (~0.66) is larger than 0.5, factor analysis is appropriate. Further, the three identified strategies 

are supported by a confirmatory factor analysis, which indicates a good model fit (RMSEA <0.08, 

CFI>0.84, CD>0.98).  

------------------------------------------------ Please insert Table 2 here ------------------------------------------------- 

Commitment to low cost (CL) captures the emphasis on low price, low costs, efficiency and 

dependable delivery promises, yielding a Cronbach’s Alpha of 0.68. Commitment to product 

performance and customer service (PC) is comprised of the emphasis on high quality, customization 

to customer needs, after-sales services, advertisement and broad product availability, with a 

Cronbach’s alpha of 0.63.  Lastly, commitment to flexibility (F) captures the emphasis on fast 

deliveries, quick volume/product mix changes and quick design changes. Here, Cronbach’s alpha 

yielded 0.64.  The goodness of fit statistics, the Cronbach’s alpha scores and the similarity to prior 

studies on strategic priorities all support the adequacy of the identified strategies. Lastly, the overall 

measure for pursuing a differentiation strategy is positively correlated with a measure based on 

hard data (R&D/sales & employees/sales) at a 1% significance level. 

In order to acknowledge for the possibility of pursuing joint strategies, interaction terms for each 

combination of one of the differentiation strategies and the cost strategy are considered and 

included in the regressions if significant.   

 

Subjectivity 

The different types of subjectivity are each measured based on 7 point Likert scales. Respondents 

were asked to consider an ordinary evaluation period when answering the questions to ensure that 

not extraordinary evaluation practices where included. 

Concerning subjective performance measures, respondent were asked to indicate to what extent 

their superior relies on qualitative assessments (e.g. commitment, loyalty, leadership skills, etc.) for 

determining their bonus payments. The range went from ‘not at all’ to ‘to a great extent’.  

The measure of subjective weighting was based on a scale previously used by Govindarajan and 

Gupta (1985) and Gupta (1987). The respondents had to indicate to what extent their superior 
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relied on his/her personal assessment in weighting the performance measures for determining their 

bonus payment. The range went from ‘strictly formula based’ to ‘only based on personal 

assessment’.  

Discretion was defined as considering performance aspects that were not predefined ex ante. 

Correspondingly, participants had to indicate to what extent their superior relied on new 

performance aspects to determine their bonus payments, ranging from ‘not at all’ to ‘to a great 

extent’. 

 

Control variables 

Several control variables are also included in the analysis as they are considered to be important 

variables associated with management control system design and/or the use of subjectivity in 

incentive contracts. First of all, since the choices of performance measures, the extent of delegation 

and the intensity of incentive compensation are interrelated (Brickley et al. 2009); both authority 

and variable pay are included in the analysis. Further, environmental uncertainty is included as it 

has been found to relate to the design of incentive systems (Chenhall 2003) and a more subjective 

evaluation style (Govindarajan 1984). Also Höppe & Moers (2011) find a positive relation between 

the use of subjective weighting and environmental uncertainty. Similarly, technology, i.e. task 

uncertainty, has been associated with the design of incentive contracts (Chenhall 2003) and the use 

of subjective performance measures (Hartmann 2007). Information asymmetry is further included 

as a control variable as higher information asymmetry results in higher information gathering costs 

for conducting subjective performance evaluations. As higher information gathering costs are 

associated with less accurate performance assessments (Bol 2008), the use of subjectivity in 

incentive contracts should be less prevalent for higher information asymmetry. Next, trust between 

the supervisor and the superior has been found to be associated with the use of discretion (Gibbs et 

al. 2004). Further, Murphy & Oyer (2003) assume a positive relation between growth opportunities 

and subjective performance evaluations; hence the variable growth opportunities is also included. 

Lastly, hierarchical level and firm size are included to control for size effects on the control system 

design and for the experience and responsibilities of the manager, which might rely to the need of 

fostering adaptive behavior.  

Authority is measured by the extent of delegation to the participants, which is based on a scale that 

has been used in several prior studies (e.g. Abernethy et al. 2004; Bouwens & Van Lent 2007; 

Bouwens et al. 2011). The respondents were asked to evaluate differences in authority between 

their superior and themselves on strategic decisions, investment decisions, marketing decision, 

decisions regarding internal processes, and human resource decisions. Cronbach’s Alpha revealed 

an acceptable 0.65. For further validation of the instrument, additional Yes/No questions were 
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asked concerning the respondent’s authority in making investment decision without prior consent 

of the superior. The questions were adapted from Bouwens et al. (2010) and their composite is 

positively related with the Authority construct and each single component of it at a 1 percent 

significance level.   

Variable pay is measured as a continuous variable based on the maximum variable pay available as 

a percentage of fixed pay. 

The instrument for measuring environmental uncertainty was based on a scale previously used in 

Govindarajan (1984) and reconfirmed, for example, by Hartmann (2007). The participants had to 

indicate the predictability of five items, i.e. customers, competitors, suppliers, the rate of 

technological change and the rate of legal and political development on a seven-point Likert scale. A 

subsequent factor analysis revealed that only the first four questions load on a single factor, hence, 

the scores used in this study were based on the first four items only. Cronbach’s Alpha revealed an 

acceptable 0.57.  

The variable task uncertainty (as opposed to task standardization) reflects technology. It was 

measured with six statements related to the variability and complexity of their tasks, where the 

respondents are asked to indicate their agreement. The items were extracted from the instrument 

developed by Withney, Daft, and Cooper (1983) and the Cronbach’s Alpha revealed a satisfactory 

0.74 for the six items. 

The variable information asymmetry was measured based on the six-item instrument developed by 

Dunk (1993) and reconfirmed by, e.g. Abernethy et al. (2004). Participants had to rate their 

information relative to their superior’s for the unit they are responsible for. Cronbach’s alpha 

revealed a satisfactory 0.84 for the six items. 

Trust in the superior is measured with the three-item instrument used by Hartmann & Slapnicar 

(2009), where the respondents are asked to which extent they believe that their superiors will take 

actions that are in their interest. Cronbach’s Alpha revealed a satisfactory 0.83 for the three items. 

Growth opportunities are measured based on the scale used by Bouwens et al. (2011). The 

participants were asked to indicate growth opportunities for both their unit and the industry they 

operate in. The corresponding Likert scale ranged from ‘strong decline’ to ‘significant growth’. 

Cronbach’s Alpha revealed a satisfactory 0.76 for the two items. 

Hierarchical level is measured as a continuous variable, where a higher number represents a higher 

level within the company. 

Firm size is measured as a continuous variable based on the numbers of full-time employees.  
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Model estimation 

There has been considerable research suggesting that the choice of performance measures, the 

amount of delegation and the amount of variable pay are determined simultaneously (e.g., Brickley 

et al. 2009). Accordingly, including these variables as a control variable could lead to endogeneity 

issues in the analysis. Since the endogenous variables are, however, all choice variables of the same 

economic unit, a simultaneous equation model is not applicable (Wooldridge 2002). Therefore, the 

hypotheses are tested with a seemingly unrelated regressions (SUR) model, which increases 

efficiency if error terms are contemporaneously correlated (Baum 2006).  

Accordingly, the following empirical SUR model is run: 

𝑆𝑖 = 𝛽0 + 𝛽1𝐶𝑜𝑠𝑡 + 𝛽2𝐷𝑖𝑓𝑓𝑗 + 𝛽3𝐶𝑜𝑠𝑡 ∗ 𝐷𝑖𝑓𝑓𝑗 +  𝑐𝑜𝑛𝑡𝑟𝑜𝑙 𝑣𝑎𝑟𝑖𝑎𝑏𝑙𝑒𝑠 

𝐷𝑒𝑙 = 𝛽0 +  𝛽1𝐶𝑜𝑠𝑡 + 𝛽2𝐷𝑖𝑓𝑓𝑗 + 𝛽3𝐶𝑜𝑠𝑡 ∗ 𝐷𝑖𝑓𝑓𝑗 +  𝑐𝑜𝑛𝑡𝑟𝑜𝑙 𝑣𝑎𝑟𝑖𝑎𝑏𝑙𝑒𝑠 

𝑉𝑃 = 𝛽0 + 𝛽1𝐶𝑜𝑠𝑡 + 𝛽2𝐷𝑖𝑓𝑓𝑗 + 𝛽3𝐶𝑜𝑠𝑡 ∗ 𝐷𝑖𝑓𝑓𝑗 +  𝑐𝑜𝑛𝑡𝑟𝑜𝑙 𝑣𝑎𝑟𝑖𝑎𝑏𝑙𝑒𝑠 

where 

Si =    extent to which each subjectivity type i (i = subjective performance measure, 
subjective weighting, discretion) is used in incentive contracts 

Cost =  extent to which a low cost strategy is pursued 

Diffj =  extent to which differentiation strategy j is pursued (quality & service or flexibility) 
 
Del =  extent of delegation/authority (allocation of decision rights) 

VP =  amount of variable pay as percentage of fix pay (incentive intensity) 

Control variables =  environmental uncertainty, task uncertainty, information 
asymmetry, trust, growth opportunities, hierarchical level, firm size 

 

RESULTS 

Summary Statistics 

For the descriptive statistics, firms are categorized as following a particular strategy if they score 

higher than the mean on the respective factor score(s). Correspondingly, firms are classified as 

following a joint strategy if they score higher than average on both a cost leadership strategy and a 

differentiation strategy. Of the 156 units, 72 (~46%) pursue a joint strategy. 44 (~28%) firms have a 

high emphasis only on differentiation and 14 (~9%) firms have a high emphasis on low cost only.  
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Concerning the design of incentive contracts, at least one type of subjectivity is prevalent in the 

incentive contract of 141 (~90%) participants. Comparing the different types of subjectivity, for 80% 

of the managers subjective performance measures are relevant for bonus determination, followed 

closely by subjective weighting (79%) and then discretion (65%). These percentages do not indicate 

the extent of usage, only if a certain type of subjectivity is used at all. Table 3 provides further 

statistics on strategic priorities and the different types of subjectivity. 

------------------------------------------------ Please insert Table 3 here ------------------------------------------------- 

Table 4 reports the Pearson correlation among all variables of this study. First of all, all three types 

of subjectivity correlate positively at a p-value < 0.01, which suggests that the different types 

complement each other. Hence, the different types indeed seem to address different contract 

problems. Further, I find a positive correlation between pursuing a quality & service differentiation 

strategy or flexibility differentiation strategy and the use of subjective performance measures. Also, 

a positive correlation exists between following a flexibility differentiation strategy and the use of 

subjective weighting and between following a quality & service differentiation and the use of 

discretion in incentive contracts. These findings already indicate that the use of the different types 

of subjectivity might relate differently to the various differentiation strategies. 

Both the allocation of decision rights and the incentive intensity (variable pay) are negatively 

correlated with following a low cost strategy. Further, incentive intensity is positively related to the 

amount of decision rights and negatively related to the use of both subjective weighting and 

discretion in incentive contracts. The correlations support the idea that these aspect of the 

incentive systems are chosen together.  

------------------------------------------------ Please insert Table 4 here ------------------------------------------------- 

 

Results of the Model 

The depicted results are based on standardized factor scores in order to account for the unequal 

weighting of the items per strategic dimension. All model variables are standardized to a mean of 

zero and a standardization of 1. Accordingly, the coefficients represent by how many standard 

deviations the depend variable changes as the independent variable increases by one standard 

deviations. Coefficient values above 0.05 are considered small but meaningful, values above 0.10 

are considered moderate, and coefficient values above 0.25 are considered to be of large effect 

(Keith 2006). While Table 5 depicts the results including all tested interactions, only the significant 

interactions are included in Table 6. The qualitative results are equivalent. 
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Results for pursuing a differentiation strategy and the use of subjectivity in incentive contracts.  

H1a, H1b, and H1c conjecture that the use of subjective performance measures, subjective 

weighting of performance measures and discretion is generally positively related to pursuing a 

differentiation strategy. However, H1d specifies that the strength of this relation differs as different 

differentiation strategies are pursued. In particular, it is projected that a quality strategy is 

associated with a greater reliance on subjective weighting while a flexibility strategy is associated 

with a greater reliance on discretion.  

Table 5 displays the details of the SUR regressions for each type of subjectivity.  

------------------------------------------------ Please insert Table 5 here ------------------------------------------------- 

Pursuing a quality and service strategy is positively associated with all three types of subjectivity in 

incentive contracts. The use of subjective performance measures is positively associated (coefficient 

value = 0.147) with following a quality & service differentiation strategy at a 0.084 significance level. 

For subjective weighting, the relation interacts with the emphasis on a low cost strategy, with a 

significant main effect (p-value = 0.075) and a significant interaction term (p-value = 0.091). The 

corresponding equation looks as follows: 0.147*DiffPC – 0.145*Cost*DiffPC. Hence, as firms pursue a 

“pure” quality & service differentiation strategy (i.e. low cost < 0), the positive main effect is 

amplified, indicating that firms following a quality & service differentiation strategy rely heavily on 

subjective weighting. Lastly, pursuing a quality & service strategy is positively associated with 

relying on discretion in incentive contracts (with a coefficient of 0.156 and a corresponding p-value 

of 0.072).  

Pursuing a flexibility differentiation strategy is also positively associated with all three types of 

subjectivity. The use of subjective performance measures and subjective weighting relate directly to 

pursuing a flexibility differentiation strategy. The corresponding coefficient values are 0.195 

(subjective performance measures) and 0.176 (subjective weighting), with p-values equal to 0.028 

and 0.044, respectively. Concerning the relation between pursuing a flexibility differentiation 

strategy and the use of discretion, only an indirect effect is found. The main effect is insignificant (p-

value = 0.198), but the relationship interacts with the emphasis on a low cost strategy (p-value = 

0.095). The corresponding equation concerning this relation is as follows: 0.117*DiffF – 0.147*Cost* 

DiffF. Accordingly, when firms pursue a “pure” flexibility differentiation strategy (i.e. low cost < 0), 

firms rely heavily on discretion in incentive contracts. 

Concerning the hypotheses H1a, H1b, and H1c, this study supports a positive relation between 

following either a quality & service or a flexibility differentiation strategy and the use of subjective 

performance measures (H1a) as well as subjective weighting (H1b). Lastly, concerning the relation 
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between following a differentiation strategy and the use of discretion (H1c), full support for a 

positive relation is found for a quality & service differentiation strategy. For a flexibility 

differentiation strategy, only limited support is found since the positive relation is only prevalent 

indirectly.  

The regression results suggest that firms following a quality & service differentiation strategy rely to 

a greater extent on subjective weighting as compared to discretion. Similarly, it seems as if firms 

following a flexibility differentiation strategy rely to a greater extent on discretion as compared to 

subjective weighting. To test whether these differences are significant, both the marginal effect of 

pursuing a quality & service strategy on subjective weighting and discretion and the marginal effect 

of pursuing a flexibility strategy on subjective weighting and discretion were compared via a 

Hausman test. This was done in order to incorporate the effect of the interaction term. The test was 

run only for a subsample, i.e. for firm following the respective differentiation strategy (i.e. no joint 

strategy) to avoid compounding effects. For firms following a quality & service strategy only (n=15), 

the difference in marginal effects is 0.213 with a 0.109 significance level. For firms following only a 

flexibility differentiation strategy (n=9), the difference in marginal effects amounts only to 0.083, 

and the difference is not significant. Accordingly, H1d cannot be supported by the results. However, 

given the small sample size on pure differentiation strategies, and a p-value close to the 10% level, 

there might be a hint that firms following a pure quality & service strategy, seem to rely more on 

subjective weighting than on discretion in incentive contracts.  

 

Results for pursuing a low cost strategy and the use of subjectivity in incentive contracts.  

H2a, H2b, and H2c conjecture that the use of subjective performance measures, subjective 

weighting and discretion is generally negatively related to pursuing a low cost strategy.  

Pursuing a low cost strategy is indirectly associated with the extent of subjective weighting and 

discretion in incentive contracts but not with subjective performance measures. In both former 

cases there is no main effect, but the relation interacts with pursuing a differentiation strategy. In 

particular, the relationship between following a cost leadership strategy and the extent of 

subjective weighting interacts with following a quality & service differentiation strategy and the 

relationship between following a cost leadership strategy and the extent of discretion interacts with 

following a flexibility differentiation strategy.  

The equation concerning subjective weighting hence looks as follows: -0.07*Cost – 

0.145*DiffPC*Cost. Accordingly, for scores on quality & service orientation higher (lower) than -

0.483, following a low cost strategy is negatively (positively) associated with the use of subjective 

weighting.  Concerning the relation between following a low-cost strategy and the use of discretion, 
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the following equation has to be considered: -0.05*Cost – 0.147*DiffF*Cost. Hence for scores on a 

flexibility differentiation strategy higher (lower) than -0.34, following a low cost strategy is 

negatively (positively) associated with the use of discretion in incentive contracts.  

Concerning the hypotheses H2a, H2b, and H2c, the results of this study do not support a negative 

relation between following a low cost strategy and the use of subjective performance measures in 

incentive contracts (Hypotheses H2a). Concerning the use of subjective weighting and discretion, 

the association with following a low cost strategy is only prevalent indirectly to some extent and 

hence there is only limited support for hypotheses H2b and H2c. 

 

Discussion of the relation between following a joint strategy and the use of subjectivity in incentive 

contracts.  

H3b and H3c conjecture that the use of subjective weighting and discretion is generally related to 

pursuing a joint strategy, while there is no expected relation between the reliance on subjective 

performance measures and following a joint strategy (H3a). 

The results, as displayed in table 5, reveal two significant negative interaction terms between 

pursuing a low cost and a differentiation strategy. In particular, combining a low cost strategy with a 

quality & service differentiation strategy is significantly negatively associated with the extent of 

subjective weighting used in incentive contracts (coefficient = -0.145, p-value = 0.091). Further, 

combining a low cost strategy with a flexibility differentiation strategy significantly relates 

negatively to the use of discretion (coefficient = -0.147, p-value = 0.095). Lastly, there is no 

significant interaction effect between following a low cost strategy and any differentiation strategy 

concerning the use of subjective performance measures. Accordingly, all three hypotheses can 

generally be supported. 

Since subjective performance measures impose the lowest measurement criteria uncertainty on the 

manager, there seems to be no need to reduce the extent of subjective performance measures 

used. Subjective weighting, on the other hand, already imposes greater measurement uncertainty; 

while discretion imposes the greatest measurement uncertainty on the manager, as he may not be 

able to anticipate which other performance aspects might be included in the determination of his 

bonus payments. While the associated benefits of using subjective weighting and discretion seem to 

outweigh the costs of measurement uncertainty for pure differentiation strategies, the picture 

changes as firms pursue a low cost strategy additionally.  

Hence, while firms following a quality & service differentiation strategy rely heavily on subjective 

weighting, a joint strategy consisting of a quality & service and a low cost strategy actually 
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deemphasizes the use of subjective weighting. It seems as if the more prevalent type of subjectivity 

used by firms following the pure differentiation version is reduced when the firms focuses both on a 

quality & services and on a low cost strategy. Similarly, firms following a flexibility – cost joint 

strategy reduce their reliance on discretion in incentive contracts. 

The results seem to suggest that the type and extent of subjectivity beneficial for certain 

differentiation strategies does not support strategy-consistent behavior for the corresponding joint 

strategy, even though the same differentiation strategy is still pursued. Rather, it seems that for 

joint strategies the measurement costs associated with subjectivity seem to outweigh the potential 

benefits. Under conditions of multiple, potentially conflicting goals, subjective weighting and 

discretion might increase the associated confusion and lack of purpose associated with joint 

strategies. Accordingly, it seems that more objective, formulaic reward systems are used to provide 

managers with clear paths and goals to cope with the uncertainty and complexity attributed to joint 

strategies. Hence, firms might try to protect managers– to some extent - against uncertainty and 

ambiguity by relying on more formal as opposed to more subjective rewards systems.  

 

Robustness checks 

In order to confirm the results and relate them to prior studies, several robustness checks were 

conducted. First of all, the seemingly unrelated regressions model was also run as an OLS model, 

where the allocation of decision rights (authority) and the incentive intensity (variable pay) are 

included as control variables. The regressions reveal qualitatively the same results (see Table 7 & 8).  

------------------------------------------------ Please insert Table 7 here ------------------------------------------------ 

Furthermore, a different model was run in order to resemble the results of prior one-dimensional 

strategy studies. All items that load on one of the differentiation factors were aggregated into one 

measure and the following model for the different types of subjectivity was run:  

Si = β0+ β1*CL + β2*D + control variables 

Si =    extent to which each subjectivity type i (i = subjective performance measure, 
subjective weighting, discretion) is used in incentive contracts 

CL =  extent to which a cost leadership strategy is pursued 

D =  extent to which a differentiation strategy is pursued 

Control variables =  perceived environmental uncertainty, task uncertainty, information 
asymmetry, trust, growth opportunities, hierarchical level, firm size, 
authority and variable pay 
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The results confirm prior studies and show a significant positive relation between pursuing a 

differentiation strategy and the use of subjective performance measures and subjective weighting 

and extents them by examining its relation with discretion in incentive contracts. The coefficient 

values of pursuing a differentiation strategy are 0.217 (subjective performance measures), 0.172 

(subjective weighting), and 0.182 (discretion), at a significance value <0.01 (subjective performance 

measures) and <0.05 (subjective weighting & discretion).  

------------------------------------------------ Please insert Table 9 here ------------------------------------------------- 

 

CONCLUSION AND LIMITATIONS 

In this paper, the relation between strategic priorities and the use of subjectivity in incentive 

contracts is examined. First of all, my results replicate prior findings concerning a general positive 

relationship between pursuing a differentiation strategy and the use of subjective performance 

measures and subjective weighting. This positive relationship is also found for the use of discretion 

in incentive contracts.  

I further extend prior studies by analyzing in more detail the link between different types of 

differentiation strategies and the use of the different types of subjectivity on the one hand and the 

relation between following a joint strategy (i.e., a strong focus on both cost leadership and 

differentiation strategies) and the use of different types of subjectivity in incentive contracts on the 

other hand. The findings suggest that firms following a quality and service strategy rely to a greater 

extent on subjective weighting than on discretion. However, this difference is only barely notable as 

it is only significant at 11% level. Theoretically, subjective weighting seems to me more appropriate 

as most of the relevant performance metrics can be specified ex ante and hence it is sufficient to be 

able to adjust weights in order to induce adaptive behavior. Subjective weighting is hence preferred 

to discretion as it imposes lower measurement uncertainty on the manager. 

Further, I find a negative relation between following a joint strategy and the use of subjectivity, 

indicating that pursuing a joint strategy is associated with a more objective, formulaic reward 

system as opposed to subjective reward system as compared to the differentiation counterparts. In 

particular, I find that firms following a joint strategy reduce the use of the type of subjectivity that 

seems most suitable for the corresponding ‘pure’ differentiation strategy (i.e. subjective weighting 

for a quality & service differentiation strategy and discretion for a flexibility differentiation 

strategy). Even though the same differentiation strategy is still followed (and presumably calling for 

a similar amount of subjectivity as under the pure differentiation strategy), it appears that for joint 

strategies, the measurement costs associated with subjectivity seem to outweigh the potential 



24 
 

benefits. Subjectivity hence seems to amplify the ambiguity and uncertainty associated with joint 

strategies. This suggests that objective, formulaic reward systems might be needed for providing 

the manager with clarity and structure, i.e. by setting clear paths and goals to cope with multi-

dimensionality, complexity and ambiguity of joint strategies. 

There are several limitation associated with this study. First, only one respondent per firm 

answered the questionnaire. Second, no causal interpretation can be made due to the cross 

sectional dataset. This study could hence be improved by a longitudinal research design. Third, even 

though I included variables theoretically related to management control system designs and 

subjectivity, I am not able to exclude the possibility of an omitted variable bias. Furthermore, 

several critics related to survey-based research such as the validity of the constructs, narrowness of 

the survey, specificity of the survey questions and reliance on perceptions as opposed to hard data, 

apply (Bouwens & Van Lent 2007). 
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Appendix A 
 

TABLE 1: Industries 
 

Industries 
 

Frequency 
 

Percent 
 

Automotive & -Supplier 
 

37 23.72 

Building Construction 8 5.13 

Chemical & Pharmaceutical 18 11.54 

Traffic, Transport, Logistics 8 5.13 

Machine Construction 32 20.51 

Consumer Goods 16 10.26 

Software & Technology 13 8.33 

Telecommunication 3 1.92 

Energy & Water Supply 3 1.92 

Metal Production & Processing 15 9.62 

Other 3 1.92 

Total 156 100.00 
 

 

TABLE 2: Strategic Priorities 

 Items Factor Loadings 

 Low Costs 
 
 

 

Quality & Service 
 

Flexibility 
 

Low cost 0.804       

Labor/capacity efficiency  0.642 
 

   

Low price 0.683  
 

     
 

High quality  0.769   
 

Unique products        
 

After-Sales Service  0.596   
 

Customization   0.676     
 

Fast Deliveries    0.530 
 

Dependable delivery promises 0.586       
 

Availability/broad distribution   0.837  
 

Advertisement   0.779  
 

Quick volume/product mix changes     0.859 
 

Quick design changes      0.808  
 

Innovative products        
Eigenwert 2.30 2.19 2.07 2.05 
Variance explained 16% 16% 15% 15% 
KMO > 0.65 

 

Extraction method: Principal component analysis 
Rotation method: Oblique Oblimin  
Only items that load with >0.45 on a factor were considered in the analysis 
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Table 3: Summary Statistics on the main variables and the Characteristics of the 
Respondents 

 

VARIABLES 
 

Mean 
 

Standard 
Deviation 

 

Min 
 

Max 
     

Panel A: Strategy 
 

    

Strategy - Low Cost 5.68 0.79 3.00 7.00 
     

Strategy - Quality & Service 5.25 0.85 3.25 7.00 
     

Strategy - Flexibility 5.01 1.14 2.33 7.00 
     

Panel B: Incentive Design 
 

    

Subjective Performance Measures 3.84 1.90 1.00 7.00 
     

Subjective Weighting 3.39 1.81 1.00 7.00 
     

Discretion 3.17 1.87 1.00 7.00 
     

Authority 3.82 0.95 1.00 6.40 
     

Variable Pay (%) 22.28 17.40 2.00 125.00 
     
Panel C: Working Environment     
     

Environmental Uncertainty 3.18 0.82 1.50 6.25 
     

Task Uncertainty 4.65 0.99 2.33 6.83 
     

Information Asymmetry 4.93 1.06 2.17 7.00 
     

Trust 5.21 1.35 1.00 7.00 
     

Growth Opportunities 5.21 0.85 2.00 7.00 
     
     
Panel D:  Participant Characteristics     
     

Firm Size (no. of employees) 21,097 64,690 100 400,000 
     

Levels to board 3.67 1.05 0.00 5.00 
     

Age 44.86 6.97 27.00 63.00 
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TABLE 4: Pearson Correlations between the model variables 
 
 

*** p<0.01, ** p<0.05, * p<0.1, ^p<0.15 

  1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 

1 Subjective PM -                

2 Subjective Weighting 0.25*** -               

3 Discretion 0.32*** 0.43*** -              

4 Strategy - Low Cost 0.05 -0.03 -0.02 -             

5 Strategy - Quality & 
Service 

0.16* 0.09 0.18** -0.05 -            

6 Strategy - Flexibility 0.17** 0.14* 0.13^ 0.43*** 0.20** -           

7 JS - Costs/             
Quality & Service 
 

0.06 -0.10 0.06 0.04 0.12^ 0.05 -          

8 JS - Costs/ Flexibility -0.08 -0.07 -0.11 -0.08 0.05 -0.02 0.26*** -         

9 Authority -0.05 -0.13~ -0.01 -0.21** 0.08 -0.07 -0.11 -0.05 -        

10 Variable Pay -0.01 -0.19** -0.18** -0.19** 0.01 -0.11 -0.04 -0.06 0.38*** -       

11 Environment. Uncertainty 0.06 0.26*** 0.02 0.06 -0.17** 0.04 0.03 -0.20** -0.11 -0.10 -      

12 Task Uncertainty -0.10 0.03 -0.06 -0.04 -0.15* -0.04 -0.14* 0.03 0.08 0.19** 0.12 -      

13 Information Asymmetry -0.00 0.02 -0.04 0.06 0.08 0.08 -0.08 0.08 0.40*** 0.08 -0.07 0.02 -    

14 Trust 0.01 -0.10 0.19** -0.18** 0.10 0.03 -0.02 0.01 0.21** 0.02 -0.17** -0.09 -0.16** -   

15 Growth Opp. -0.11 -0.03 0.10 -0.20** 0.18** 0.03 0.04 -0.03 0.06 -0.01 -0.01 -0.18** -0.14* 0.11 -  

16 Level -0.04 0.07 -0.02 -0.07 -0.06 -0.13* -0.06 -0.04 0.12^ 0.18** 0.05 0.20** 0.15* -0.02 -0.15* - 

17 Firm Size -0.05 -0.14* -0.01 0.00 0.09 -0.01 0.05 0.16** -0.08 -0.03 0.01 -0.07 -0.09 0.08 -0.03 - 0.38*** 
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TABLE 5: SUR Model Examining the Association between Strategic Priorities and the Use of Subjectivity in Incentive Contracts 

 (1) (2) (3) (4) (5) 
VARIABLES Subjective PM Subjective Weighting Discretion Authority Variable Pay 
      
Strategy - Low Cost -0.061 -0.073 -0.048 -0.131 -0.108 
 (0.094) (0.093) (0.096) (0.083) (0.087) 
Strategy - Quality & Service 0.147* 0.149* 0.156* 0.030 -0.009 
 (0.085) (0.084) (0.087) (0.075) (0.079) 
Strategy - Flexibility 0.195** 0.176** 0.117 -0.080 -0.058 
 (0.089) (0.088) (0.091) (0.078) (0.083) 
Joint Strategy - Costs/Quality & Service 0.053 -0.145* 0.083 -0.085 0.067 
 (0.087) (0.086) (0.089) (0.077) (0.081) 
Joint Strategy - Costs/Flexibility -0.090 0.051 -0.147* -0.075 -0.208*** 
 (0.086) (0.085) (0.088) (0.076) (0.081) 
Environmental Uncertainty 0.0661 0.257*** 0.044 -0.039 -0.102 
 (0.083) (0.082) (0.085) (0.073) (0.077) 
Task Uncertainty -0.110 -0.047 0.007 0.098 0.231*** 
 (0.083) (0.082) (0.085) (0.073) (0.077) 
Information Asymmetry -0.027 -0.037 -0.011 0.423*** 0.098 
 (0.084) (0.083) (0.085) (0.074) (0.078) 
Trust 0.039 -0.093 0.196** 0.240*** 0.028 
 (0.084) (0.083) (0.086) (0.074) (0.078) 
Growth Opportunities -0.195** -0.069 0.019 0.067 0.008 
 (0.082) (0.081) (0.084) (0.072) (0.077) 
Hierarchical Level -0.039 0.024 0.001 -0.044 0.091 
 (0.088) (0.087) (0.090) (0.078) (0.082) 
Firm Size -0.087 -0.151* -0.021 -0.040 0.075 
 (0.084) (0.083) (0.086) (0.074) (0.079) 
Constant 0.073 -0.031 0.062 0.016 0.029 
 (0.085) (0.084) (0.087) (0.075) (0.079) 
      
Observations 142 142 142 142 142 
Adjusted R-squared 
Chi² 
p-value 

0.12 
19.40 
0.08 

0.155 
26.04 
0.01 

0.116 
18.59 
0.09 

0.282 
55.86 
0.00 

0.136 
22.33 
0.03 

Standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1 
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TABLE 6: SUR Model Examining the Association between Strategic Priorities and the Use of Subjectivity in Incentive Contracts – only 
significant interactions 

 (1) (2) (3) (4) (5) 
VARIABLES Subjective PM Subjective Weighting Discretion Authority Variable Pay 
      
Strategy - Low Cost -0.056 -0.076 -0.048 -0.126 -0.105 
 (0.094) (0.093) (0.096) (0.083) (0.088) 
Strategy - Quality & Service 0.155* 0.151* 0.166* 0.021 0.0003 
 (0.084) (0.084) (0.086) (0.075) (0.079) 
Strategy - Flexibility 0.190** 0.180** 0.116 -0.085 -0.061 
 (0.089) (0.088) (0.091) (0.079) (0.083) 
Joint Strategy - Costs/Quality & Service  -0.166**    
  (0.072)    
Joint Strategy - Costs/Flexibility   -0.127*  -0.143** 
   (0.073)  (0.072) 
Environmental Uncertainty 0.085 0.248*** 0.050 -0.027 -0.087 
 (0.081) (0.080) (0.084) (0.072) (0.077) 
Task Uncertainty -0.125 -0.046 -0.006 0.104 0.217*** 
 (0.082) (0.081) (0.084) (0.073) (0.076) 
Information Asymmetry -0.045 -0.034 -0.024 0.426*** 0.081 
 (0.082) (0.082) (0.084) (0.073) (0.077) 
Trust 0.036 -0.094 0.192** 0.245*** 0.025 
 (0.084) (0.083) (0.086) (0.075) (0.078) 
Growth Opportunities -0.192** -0.071 0.020 0.068 0.011 
 (0.082) (0.081) (0.084) (0.073) (0.077) 
Hierarchical Level -0.042 0.022 -0.005 -0.038 0.086 
 (0.088) (0.087) (0.090) (0.078) (0.082) 
Firm Size -0.11 -0.141* -0.025 -0.054 0.062 
 (0.083) (0.082) (0.086) (0.074) (0.078) 
Constant 0.037 -0.012 0.053 -0.011 0.0024 
 (0.078) (0.077) (0.084) (0.069) (0.078) 
      
Observations 142 142 142 142 142 
Adjusted R-squared 
Chi² 
p-value 

0.113 
18.10 
0.05 

0.152 
28.37 
0.00 

0.110 
18.61 
0.07 

0.265 
51.31 
0.00 

0.130 
19.52 
0.05 

Standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1 
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TABLE 7: OLS Regression Examining the Association between Strategic Priorities and 
the Use of Subjectivity in Incentive Contracts 

 

 (1) (2) (3) 
VARIABLES Subjective 

Performance Measures 
Subjective 
Weighting 

Discretion 

    
Strategy - Low Cost -0.043 -0.169** -0.062 
 (0.099) (0.083) (0.094) 
Strategy - Quality & Service 0.172* 0.153* 0.140^ 
 (0.090) (0.085) (0.092) 
Strategy - Flexibility 0.170* 0.171* 0.125 
 (0.099) (0.088) (0.099) 
Joint Strategy - Costs/              
Quality & Service 

0.042 -0.136* 0.099 

 (0.093) (0.076) (0.086) 
Joint Strategy - Costs/Flexibility -0.042 0.027 -0.173** 
 (0.086) (0.087) (0.082) 
Environmental Uncertainty 0.085 0.253*** 0.020 
 (0.082) (0.083) (0.074) 
Task Uncertainty -0.134 -0.002 0.041 
 (0.094) (0.088) (0.086) 
Information Asymmetry -0.047 0.003 0.005 
 (0.096) (0.097) (0.114) 
Trust -0.011 -0.072 0.159 
 (0.094) (0.083) (0.098) 
Growth Opportunities -0.184** -0.065 0.027 
 (0.074) (0.080) (0.086) 
Hierarchical Level -0.035 0.045 0.028 
 (0.088) (0.086) (0.096) 
Firm Size -0.096 -0.145 -0.0018 
 (0.113) (0.092) (0.115) 
Authority -0.020 -0.081 0.030 
 (0.106) (0.102) (0.111) 
Variable Pay 0.114 -0.129 -0.207* 
 (0.108) (0.082) (0.123) 
Constant 0.037 -0.008 0.071 
 (0.092) (0.085) (0.091) 
    
Observations 150 152 146 
Adjusted R-squared 
F-test 
p-value 

0.022 
1.92 
0.02 

0.102 
3.27 
0.00 

0.037 
2.14 
0.01 

    Robust standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1, ^<0.15 
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TABLE 8: OLS Regression Examining the Association between Strategic Priorities and 
the Use of Subjectivity in Incentive Contracts – only significant interactions 

 

 (1) (2) (3) 
VARIABLES Subjective 

Performance Measures 
Subjective 
Weighting 

Discretion 

    
Strategy - Low Cost -0.037 -0.172** -0.062 
 (0.099) (0.082) (0.093) 
Strategy - Quality & Service 0.178** 0.151* 0.153* 
 (0.088) (0.086) (0.092) 
Strategy - Flexibility 0.169* 0.172** 0.123 
 (0.098) (0.087) (0.098) 
Joint Strategy - Costs/              
Quality & Service 

 -0.129* 
(0.071) 

 

    
Joint Strategy - Costs/Flexibility   -0.139* 
   (0.078) 
Environmental Uncertainty 0.096 0.247*** 0.029 
 (0.081) (0.079) (0.077) 
Task Uncertainty -0.143 0.001 0.024 
 (0.091) (0.087) (0.084) 
Information Asymmetry -0.056 0.008 -0.008 
 (0.091) (0.096) (0.111) 
Trust -0.012 -0.072 0.157 
 (0.093) (0.082) (0.099) 
Growth Opportunities -0.183** -0.066 0.029 
 (0.075) (0.078) (0.089) 
Hierarchical Level -0.036 0.045 0.0203 
 (0.088) (0.086) (0.095) 
Firm Size -0.103 -0.141 -0.010 
 (0.111) (0.090) (0.111) 
Authority -0.018 -0.083 0.018 
 (0.106) (0.101) (0.111) 
Variable Pay 0.120 -0.133 -0.197* 
 (0.107) (0.081) (0.114) 
Constant 0.0173 0.003 0.057 
 (0.080) (0.077) (0.089) 
    
Observations 150 152 146 
Adjusted R-squared 
F-test 
p-value 

0.034 
2.11 
0.02 

0.108 
3.46 
0.00 

0.036 
2.24 
0.01 

   Robust standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1 
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TABLE 9: OLS Regression Examining the Association between Archetypal Strategic 
Typologies and the Use of Subjectivity in Incentive Contracts 

 

 (1) (2) (3) 
VARIABLES Subjective 

Performance Measures 
Subjective 
Weighting 

Discretion 

    
Strategy - Low Cost 0.0130 -0.110 -0.00874 
 (0.0901) (0.0819) (0.0836) 
Strategy - Differentiation 0.217*** 0.172** 0.182** 
 (0.0817) (0.0812) (0.0919) 
Environmental Uncertainty 0.108 0.248*** 0.0675 
 (0.0794) (0.0777) (0.0761) 
Task Uncertainty -0.134 0.0212 0.0128 
 (0.0902) (0.0881) (0.0852) 
Information Asymmetry -0.0392 0.0301 -0.0198 
 (0.0899) (0.0954) (0.107) 
Trust 0.00820 -0.0532 0.167* 
 (0.0946) (0.0855) (0.0949) 
Growth Opportunities -0.177** -0.0574 0.0383 
 (0.0762) (0.0814) (0.0909) 
Hierarchical Level -0.0586 0.0338 0.00490 
 (0.0875) (0.0897) (0.0964) 
Firm Size -0.118 -0.151* -0.0451 
 (0.101) (0.0859) (0.108) 
Authority -0.0326 -0.0841 0.0213 
 (0.105) (0.105) (0.108) 
Variable Pay 0.112 -0.137 -0.176 
 (0.102) (0.0870) (0.121) 
Constant 0.0169 0.0103 0.00267 
 (0.0806) (0.0775) (0.0829) 
    
Observations 150 152 146 
Adjusted R-squared 
F-test 
p-value 

0.021 
1.07 
0.04 

0.081 
3.36 
0.00 

0.023 
1.85 
0.05 

    Robust standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1 
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