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DO COMPENSATION  
CONSULTANTS ASSIST IN 
SETTING EASY TARGETS IN 
PERFORMANCE-VESTED 
EQUITY PLANS FOR CEOS?

In this paper, we examine the role of a compensation consultant in executive com-

pensation design. We find that firms hiring compensation consultants set more 

challenging performance targets than firms not using a consultant. The potential 

conflicts of interest between a client firm and its consultant (i.e., the consultant pro-

viding multiple services to the client) does not influence the target difficulty. 

Yu Flora Kuang, Bo Qin, and Angela S. 
van Teijen: The role of a compensation consultant 

in the design of executive compensation has not only 

attracted tremendous media attention, but also has 

evoked a heated debate among academics. Whereas 

Conyon et al. (2009), Goh and Gupta (2010), and 

Murphy and Sandino (2010) find a positive relation-

ship between the use of a compensation consultant 

and the level of executive pay,1 Cadman et al. (2010) 

find no evidence that compensation consultants relate 

to a higher CEO pay level or a lower pay-for-perfor-

mance sensitivity (PPS)2 when they have incentives to 

fawn on the CEO. This study differs from prior re-

search by explicitly examining whether the use of 

compensation consultants is associated with the tar-

get choices in performance-vested equity plans for 

CEOs. 

Using a unique set of hand-collected data on 257 

listed firms in the UK from the FTSE 350 and Small 

Cap from 2002 to 2008, we find that (1) firms hiring 

at least one compensation consultant tend to set 

more challenging performance targets in their 

CEO’s equity vesting than firms not using a consul-

tant; (2) whether or not to provide non-compensati-

on related services will not influence the target dif-

ficulty. Overall, our evidence is consistent with the 

view that compensation consultants assist in desig-

ning optimal compensation contracts for CEOs.

The stated aim of using a compensation consul-

tant is to improve the efficiency of compensation de-

sign (Cadman et al., 2010). However, the reality might 

deviate from its original expectation. Compensation 

consultants may have incentives to make the com-

pensation package in the CEO’s best interest. E.g., pay 

consultants may have cross-selling incentives, which 

can compromise the independence and objectivity of 

compensation consultants, and result in consultants 

recommending higher levels of pay and supporting 

contracts that lead to a weaker PPS compared with 

the recommendations made by consultants less sub-

ject to conflicts of interest (Cadman et al., 2010). On 

the other hand, studies show that compensation con-

sultants are concerned about their reputation and as-

sociated costs, and hence have incentives to improve 

the efficiency of the compensation packages (Cadman 

et al., 2010). Our findings add new evidence to the on-

going debate and are supportive of the view that to 

guard their reputation as respectable service provi-

ders compensation consultants will implement com-

pensation design in the shareholders’ best interest. 

Our findings firstly have implications to share-

holders. It is of great importance for shareholders to 

vote on the appointments of compensation consul-

tants. Despite the concern on conflicts of interest 

and associated firm value deprivation in case of 

conspiracies between self-interested management 

and external consultants, shareholders are able to 

protect firm value and optimal compensation effi-

ciency to management by appointing a prestigious 

consultant. Second, our results suggest that regula-

tors can restore and improve market-wide confi-

dence by strengthening the monitoring of compen-

sation consultants. More specifically, policy makers 

should consider establishing an evaluation system 

to rate consultant agents on a regular basis. Ideally, 

a reliable independent third party should be in-

volved and perform the evaluation and disseminati-

on of the results. Like the role of S&P to ensure 

sound functioning of bond markets, an independent 

rating agency who assesses on consultants’ repu- 

tation and good-deeds will play a significant role in 

building up market discipline. 
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The remainder of this paper is organized as fol-

lows. Section 1 reviews the related research and de-

velops our hypotheses, followed by a description of 

sample selection, research method, and regression 

models in section 2. Section 3 discusses the results. 

Section 4 concludes. 

1. Literature review and hypothesis  
development
Setting performance targets in executive compensa-

tion is most of the time carried out by a remunerati-

on committee that largely comprises of independent 

directors. The independence of the remuneration 

committee is promoted by the Cadbury (1992) Re-

port, which made the following recommendation: 

‘boards should appoint remuneration committees, 

consisting wholly or mainly of non-executive direc-

tors and chaired by a non-executive director, to re-

commend to the board the remuneration of the exe-

cutive directors in all its forms, drawing on outside 

advice as necessary’ (Cadbury 1992, Article 4.42). 

Subsequently, a corporate board or its remuneration 

committee usually hires an external compensation 

consultant to provide professional advice on com-

pensation-related issues. Conyon et al. (2009)  

acknowledge several reasons why the use of a com-

pensation consultant can be more effective than de-

signing compensation packages that are solely based 

on the judgment of the committee, such as infre-

quent meetings of the committee, no specialists in 

the field of executive compensation, and so on. 

In the existing literature there has been a heated 

debate on the effectiveness of compensation consul-

tants in designing executive compensation con-

tracts (Conyon et al. 2011). Multiple theories have 

been utilized to fuel the debate. Research based on 

managerial power theory first questioned the use  

of compensation consultants. Bebchuk and Fried 

(2003) consider the use of pay consultants as a po-

tential agency problem. The consultants have a ten-

dency to favor the CEO because the CEO usually 

has a big say on the choices of compensation con-

sultants.3 When a consultant does not fulfill the 

CEO’s expectations, it will become difficult for the 

consultant to obtain repeat business; there is also a 

slim chance for the consultant to be hired by other 

firms due to its poor relationship with the current 

client. Hence, compensation consultants have 

strong incentives to propose, support, and justify 

compensation plans that are favorable to the CEO 

rather than to optimize the CEO pay, and it is more 

likely to be so when the CEO has dominant power 

over the board. In sum, the use of compensation 

consultants is merely a camouflage of CEO’s rent 

seeking behavior. 

The empirical evidence on the use of compensa-

tion consultants in relation to CEO pay is largely 

mixed. Goh and Gupta (2010) observed a positive 

relationship between the level of CEO pay and the 

use of compensation consultants when firms swit-

ched their main consultant, which supports the 

conjecture that CEOs may engage in opinion shop-

ping to justify their payroll. However, they did not 

find evidence that CEOs of firms that increased 

their number of pay consultants had a higher incre-

ase in their compensation packages. Conyon et al. 

(2009) found a positive relation between the use of 

consultants and the proportion of equity based 

compensation. Likewise, Goh and Gupta (2010) 

found that the proportion of equity linked compen-

sation such as stock options and long-term incen-

tive plans was higher in firms that hired compensa-

tion consultants. However, the interpretation of the 

finding should be drawn with caution because equi-

ty compensation usually comes with performance 

targets (either explicitly in performance hurdles at-

tached to equity vesting or implicitly in stock price 

itself), and hence a higher level of equity pay means 

differently when the performance target difficulty is 

varying. 

Managerial power theory also questioned the in-

dependence of compensation consultants. Bebchuk 

and Fried (2003, p. 79) observe ‘executive pay specia-

lists often work for consulting firms that have other, 

larger assignments with the hiring company, which 

further distorts their incentives [to design optimal 

compensation contracts]’. Despite that some consul-

tants (e.g. Frederic W. Cook & Co. and Pearl Meyer) 

are specialized in the field of executive compensation 

and do not provide other business services to their 

clients, Conyon et al. (2009) found that in their sample 

of 231 UK firms 43 percent hired pay consultants that 

offered non-compensation related services such as au-

diting, tax advice, human resource management, and 

general strategy advice in 2003. Murphy and Sandino 

(2010) documented that in both the US and Canada 

CEO pay was higher in firms that employed a ‘conflic-

ted’ consultant who provided multiple services to the 

same client. They also found in their Canadian sample 

that CEO pay was higher when the fees paid to the 
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consultant for other services were much higher than 

the fee paid for the advice on executive compensation. 

In contrast, Conyon et al. (2009) did not find evidence 

that using compensation consultants who provided 

multiple services lead to greater CEO pay or to more 

favorable compensation packages (e.g. pay decoupled 

from performance). The results are in line with Cad-

man, et al. (2010) and Armstrong et al. (2012) who nei-

ther found any evidence that the use of consultants 

providing other services was a primary driver of ex-

cessive CEO pay. Their findings can be interpreted 

within the optimal contracting framework that com-

pensation consultants supply useful information and 

contribute their expertise on the design of optimal 

compensation packages. Indeed, compensation con-

sultants should be concerned about their reputation as 

independent payroll professionals. If a consultant 

holds close ties with the top management of the client 

firm and offers outrageous pay to the CEO, it might 

trigger public outrage; the consultant will not want to 

bear the economic and social costs of public outrage 

because it is unlikely that other firms will hire the 

consultant due to the spillover costs. As Cadman, et 

al. (2010; p. 264) put it ‘reputation and credibility in-

centives can limit consultants’ desires to act on the 

cross-selling incentives’.

The current study links the role of compensation 

consultants to target choices in performance-vested 

equity compensation. The Greenbury Report released 

in 1995 followed the tradition of the Cadbury (1992) 

Report and addressed a growing concern about execu-

tive compensation in the UK. ‘Grants under all incen-

tive schemes, including new grants under existing sha-

re option schemes, should be subject to challenging 

performance criteria reflecting the company’s objecti-

ves. Consideration should be given to criteria which 

reflect the company’s performance relative to a group 

of comparator companies in some key variables such 

as total shareholder return’ (Greenbury, 1995, p. 17). 

Given the debate and mixed empirical findings on the 

role of pay consultants in the design of executive com-

pensation, it is far from clear whether the board will 

set more challenging/value enhancing performance 

targets to the equity vesting when a compensation 

consultant is hired and when the consultant also pro-

vides other services to the client firm. If the use of 

compensation consultants and their potential con-

flicts of interest with the client firms related to easily 

attainable targets, then it would be in line with mana-

gerial power theory that the desires to secure repeat 

business and to cross-sell services compromise the 

compensation consultants. However, if optimal con-

tracting theory prevails, we should observe that the 

use of a compensation consultant relates to challen-

ging performance measures at equity vesting; and the-

re should be no relationship between the potential 

conflicts of interest (i.e., the consultant offering non-

compensation related business to the same client) and 

target difficulty.

2. Research design

Sample selection

Our sample consists of 257 non-financial firms, 217 

firms from FTSE 350 and 40 from Small Cap during 

the period 2002-2008. Our data has been derived 

from several sources. The information on compen-

sation consultants and performance targets is  

manually collected from the firms’ annual reports. 

BoardEx provides information about executive 

compensation, demographics, and corporate gover-

nance features. Compustat Global provides the  

financial data and capital market information.

Measuring target difficulty

Similar to Kuang and Qin (2012), we measure target 

difficulty from two aspects and construct a multidi-

mensional target difficulty score (DIFF) that aggre-

gates the two scores. The first score refers to the tar-

get difficulty in absolute performance terms (i.e., 

annual EPS growth). In our sample, an average tar-

get requires the annual EPS growth net of inflation 

to be 3.6% for performance-vested stock options 

(PVSO) and 3.7% for performance-vested share 

(PVS). Since the difference in the average perfor-

mance targets between PVSO and PVS is rather 

small, the same cut-off values are assigned. A value 

of 5 is assigned for the target above 5%; 4 if it is 

between 4% and 5%; 3 if between 3% and 4%; 2 if 

between 2% and 3%; and 1 if the target is below 2%.

The second score measures the difficulty in rela-

tive performance terms (i.e., TSR targets). The as-

sumption is that targets based on an explicitly selec-

ted peer group are more challenging than those 

based on a market index. The more recent studies 

find that targets based on an explicitly selected peer 

group, compared to those based on an index, are 

more consistent with the economic motivation of re-

lative performance evaluation and therefore more 

challenging. The score equals 5 if the vesting of stock 
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# Expli-
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% 
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# No 
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group

% No 

compa-

rator 

group

# Total
%  

Total

New Bridge Street 76 24.44 18 24.00 66 36.26 5 31.25 165 28.25

Towers Perrin 50 16.08 8 10.67 26 14.29 1 6.25 85 14.55

Deloitte 50 16.08 11 14.67 11 6.04 0 0.00 72 12.33

Pricewaterhouse-

Coopers
19 6.11 4 5.33 5 2.75 0 0.00 28 4.79

Watson Wyatt 18 5.79 7 9.33 8 4.40 3 18.75 36 6.16

Mercer HR Con-

sulting
6 1.93 1 1.33 7 3.85 0 0.00 14 2.40

Kepler Associates 8 2.57 6 8.00 7 3.85 0 0.00 21 3.60

Hay 8 2.57 1 1.33 0 0.00 0 0.00 9 1.54

Other 49 15.76 14 18.67 29 15.93 2 12.50 94 16.10

No consultant 

used
27 8.68 5 6.67 23 12.64 5 31.25 60 10.27

Total 311 100.00 75 100.00 182 100.00 16 100.00 584 100.00
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defined  
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Sector 

indices

% In-
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# 
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ket 
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ces

%  
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indices

# No 
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para tor 

group

% No 
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rator 

group

# Total
%  

Total

New Bridge 

Street 
6 19.35 0 0.00 14 30.43 0 0.00 20 20.20

Towers Perrin 10 32.26 2 9.52 7 15.22 0 0.00 19 19.19

Deloitte 1 3.23 1 4.76 0 0.00 1 100.00 3 3.03

Pricewaterhouse-

Coopers
1 3.23 3 14.29 0 0.00 0 0.00 4 4.04

Watson Wyatt 4 12.90 1 4.76 0 0.00 0 0.00 5 5.05

Mercer HR Con-

sulting
0 0.00 3 14.29 2 4.35 0 0.00 5 5.05

Kepler Associates 4 12.90 3 14.29 2 4.35 0 0.00 9 9.09

Hay 0 0.00 0 0.00 0 0.00 0 0.00 0 0.00

Other 3 9.68 4 19.05 9 19.57 0 0.00 16 16.16

No consultant 

used
2 6.45 4 19.05 12 26.09 0 0.00 14 14.14

Total 31 100.00 21 100.00 46 100.00 1 100.00 99 100.00

Table 1. The choices of comparator group in TSR targets for PVS vesting by main consultant

Table 2. The choices of comparator group in TSR targets for PVSO vesting by main consultant
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 Con-
sult-
ants

# 
’02

% 
’02

# 
’03

% 
’03

# 
’04

% 
’04

# 
’05

% 
’05

# 
’06

% 
’06

# 
’07

% 
’07

# 
’08

% 
’08

#  
Total

%  
Total

Share 
of 

firms 
using 

a 
con-
sult-
ant

Bridge 25 19.53 45 29.22 55 31.61 62 33.16 71 36.79 78 37.32 74 36.45 410 32.85

Tow-
ers

25 19.53 25 16.23 24 13.79 26 13.90 25 12.95 25 11.96 23 11.33 173 13.86

De-
loitte

10 7.81 15 9.74 13 7.47 17 9.09 21 10.88 30 14.35 30 14.78 136 10.90

PwC 8 6.25 8 5.19 13 7.47 9 4.81 12 6.22 13 6.22 19 9.36 82 6.57

Wat-
son

11 8.59 13 8.44 10 5.75 13 6.95 9 4.66 8 3.83 6 2.96 70 5.61

Mer-
cer

5 3.91 3 1.95 4 2.30 4 2.14 5 2.59 5 2.39 5 2.46 31 2.48

Kepler 3 2.34 4 2.60 7 4.02 9 4.81 10 5.18 14 6.70 18 8.87 65 5.21

Hay 5 3.91 6 3.90 6 3.45 5 2.67 5 2.59 4 1.91 3 1.48 34 2.72

Other 36 28.13 35 22.73 42 24.14 42 22.46 35 18.13 32 15.31 25 12.32 247 19.79

#  
firms 
with
a con-
sult-
ant

128 64.00 154 75.12 174 78.38 187 81.30 193 81.43 209 84.62 203 80.24 1,248 78.29

# firms 
with
no 
con-
sult-
ant

67 33.50 45 21.95 40 18.02 39 16.96 42 17.72 35 14.17 42 16.60 310 19.45

# firm 
with 
no in-
forma-
tion

5 2.50 6 2.93 8 3.60 4 1.74 2 0.84 3 1.21 8 3.16 36 2.26

# 
firm-
year
com-
bina-
tions

200  205 222  230  237  247 253  1,594 100.00

Table 3. Use of compensation consultants during the period 2002-2008

and stock options depends on performance relative 

to an explicitly selected peer group; 4 if it is an indus-

try/sector index; 3 for a standard market index (i.e., 

FTSE 100, FTSE 250, FTSE 350, FTSE All Share, or 

FTSE Samll Cap); 2 for other reference groups; and 1 

for no comparator group. Our sample consists of 
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1,594 firm-year observations; 52% (36%) of the sam-

ple granted PVS (PVSO) to their CEO from 2002 to 

2008, among which 52% (81%) attached EPS targets 

to the equity vesting, and 73% (19%) employed TSR 

targets. Tables 1 and 2 show the frequency distributi-

on by main compensation consultants of the use of 

the benchmark in TSR targets for PVS and PVSO, 

respectively. 53% (31%) of our sample used an expli-

citly selected comparator group in their PVS (PVSO) 

plans; 31% (46%) of our sample firms used a market 

index as the benchmark in their PVS (PVSO).

Variables of interest 
We focus on the use and independence of compensa-

tion consultants. USE is an indicator variable equal 

to one if the firm uses at least one consultant, and 

zero otherwise. CONFLICT is an indicator equal to 

one if the main compensation consultant also provi-

des other services to the firm, and zero otherwise. In 

our sample, 80% of the firms hired at least one con-

sultant. Among all consultants, nearly half of them 

offered non-compensation related services. Table 3 

shows the market share of the main consultants over 

time. Clearly, New Bridge Street is the most fre-

quently hired consultant with approximately 33% of 

the market share, followed by Towers Perrin with a 

share of around 14% and Deloitte with 11%. 

Empirical models
We use the following OLS regression model to test 

our hypothesis:

where CONSULTANT
i,t 

= USE
 i,t

 or CONFLICT
 i,t

Test variables:

DIFF
 i,t 

= The aggregated score for target difficulty in 

the vesting of performance share and stock options 

plans for the CEO; see section “Measuring target 

difficulty” for a more detailed description;

USE
i,t 

= An indicator variable equal to one if the 

firm used at least one compensation consultant 

during the fiscal year t, and zero otherwise;

CONFLICT
i,t 

= An indicator variable equal to one if the 

main consultant offered non-compensation related ser-

vices to the client firm during year t, and zero otherwise;

Control variables:

TENURE
 i,t 

= CEO tenure in number of years on the 

board at the end of year t;

CEOHOLD
i,t 

= The natural logarithm of 1 + the va-

lue of shares held by the CEO at the end of year t;

OVERPAY
i,t 

= An indicator variable equal to one if 

the deviation between the CEO’s actual pay and the 

expected pay level which is estimated following 

Core and Guay (1999) lies in the top quartile of the 

sample during year t, and zero otherwise;

SIZE
i,t 

= The natural logarithm of market value of 

the firm at the end of year t;

MtB
i,t 

= The market value of the firm divided by its 

book value measured at the end of year t;

FIRMAGE
i,t 

= The natural logarithm of 1 + the age 

of the firm since founded at the end of year t;

BOARDSIZE
i,t 

= The number of board members at 

the end of year t;

BOARDINDEPT
i,t 

= The proportion of independent di-

rectors among all board members at the end of year t;

RCDEPT
 i,t 

= The proportion of executive directors 

among all remuneration committee members at the 

end of year t;

RCSIZE
i,t 

= The number of remuneration committee 

members at the end of year t;

RETURN
i,t-1 

= One year buy-and-hold return during 

year t-1;

EPS
 i,t-1 

= Earnings per share at the end of year t-1;

VOLATILITY
 i,t-1 

= The standard deviation of the 

monthly returns during year t-1;

INDUSTRY = Industry dummies identified on the 

basis of Fama-French 12 industry classification;

YEAR = Year dummies.

3. Results
Discussion of main results
We first focus on the sample firms that granted per-

formance-vested share (PVS) plans to their CEO 

DIFF
i,t 

= c +b
1
CONSULTANT

i,t 
+b

2
TENURE

i,t 
+b

3
CEOHOLD

i,t 
+ b4OVERPAY

i,t

+b
5
SIZE

i,t 
+b

6
MtB

i,t 
+b

7
FIRMAGE

i,t 
+b

8
BOARDSIZE

i,t 
+b

9
BOARDINDEPT

i,t 

+b
10

RCDEPT
i,t 

+b
11

RCSIZE
i,t 

+b
12

RETURN
i,t -1

+b
13

EPS
i,t-1 

+b
14VOLATILITY

i,t -1
+ ∑ INDUSTRY + ∑ YEAR + e

i,t 

 (1)
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during the test period and USE measures the presen-

ce of at least one compensation consultant. This gives 

us 649 observations. The model is significant (F-sta-

tistics = 3.457; p <.01). The coefficient on USE is posi-

tive and significant (p <.01), suggesting that the use 

of compensation consultants is positively associated 

with the target difficulty in the vesting of PVS plans. 

Next, we narrow down to firms that hired at least 

one consultant, which leaves us 584 observations. We 

use CONFLICT to identify firms that used a consul-

tant with possible conflicts of interest, that is, the 

consultant also offered non-compensation related 

services to the firm. The coefficient on CONFLICT is 

negative but insignificant (p = 0.460). We then re-run 

the model but focus on firms granting performance-

vested stock options (PVSO) plans and find similar 

results. In sum, our findings suggest that firms hiring 

compensation consultants tend to set more challen-

ging performance targets to the equity vesting, 

whereas providing other business services apart from 

the compensation consultancy has no influence on 

the target difficulty (i.e., consultants providing multi-

ple services are unlikely to set easily achievable tar-

gets for the CEO).    

4. Conclusions
This study adds to the debate on the role of the com-

pensation consultant in the design of executive remu-

neration by investigating the performance target 

choices. We find that (1) firms using at least one com-

pensation consultant set more challenging perfor-

mance targets in their CEO’s equity vesting than 

firms not using a consultant; (2) a consultant who sup-

plies non-compensation related services does not in-

fluence the target difficulty. Overall, our findings are 

in line with the optimal contracting framework and 

support the view that compensation consultants assist 

their client firms in setting value enhancing perfor-

mance targets and optimizing the CEO compensation 

contact. When confronted with cross-selling incen-

tives, executive pay consultants will be constrained by 

their reputation and credibility considerations and 

hence not act on the cross-selling incentives alone.

Notes
1. Despite similar inferences, these three studies all have a different focus. Conyon 

et al. (2009) find that CEO pay is higher in firms that use compensation consul-

tants. Goh and Gupta (2010) document that a CEO pay increases when the firm 

switches its main consultant. Murphy and Sandino (2010) focus on the conflicts 

of interest between consultants and their clients. Furthermore, the findings con-

cerning the conflicts of interest are largely inconclusive: Murphy and Sandino 

(2010) find that CEO pay is higher in companies where their consultant also 

provides other services, whereas Conyon et al. (2009) find no evidence of such a 

relation.

2. Pay-for-performance sensitivity (PPS) gives the sensitivity of managerial com-

pensation to firm performance. So it is generally considered as a measure for 

the level of interest alignment between shareholders and top management.

3. Bebchuk and Fried (2003, pp. 78-79) suggest ‘[e]ven if the CEO is not formally in-

volved in the selection of the compensation consultant, the consultant is usually 

hired by the firm’s human resources department, which is subordinate to the CEO’.

4. Performance targets are often set in response to the past firm performance and 

firm-specific risk. Performance-vested equity plans are usually put forward in 

the beginning of the fiscal year and put to a shareholder vote at the annual gene-

ral meeting in the UK. Hence, we control for the performance (i.e., 

RETURNi,t-1 and EPS i,t-1  ) and risk (i.e., VOLATILITY i,t-1) in the immedia-

tely prior fiscal year.
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