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The use of remuneration consultants to advise on executive pay is ubiquitous amongst
larger listed companies, and has attracted academics to consider how their work
impacts upon the structure of pay plans. This paper adds to that literature, extending it
by taking a qualitative approach and providing arich context to the interaction between
consultants, executives and remuneration committees.

Using interview data with protagonists in the remuneration-setting decisions in a dozen
FTSE 350 companies, the research looks at how and why such consultants are
appointed, and examines their role.

It finds that they have several functions, both explicit and implicit. Acting as experts,
they provide advice and recommendations in an increasingly technical area; model the
implications of suggested plans; implement the chosen plans; provide an education in
remuneration-rel ated matters to committee members; and liaise on their behalf with
ingtitutional investors. Additionally, they provide proprietary survey data on pay in
comparator companies, on which the remuneration committee can base its decisions.
In doing so, they influence the choice of comparators, and thus the level of pay.

Another function of the consultant is to legitimise the committee’ s decisionsin an area
which is often contentious. However, this ability to legitimise relies to some extent on
the consultants independence from the board and the committee. This can be at odds
with agrowing public belief that they are influenced by company executives, and not
totally independent. Thisis one reason why companies employ several different
consultants.

The use of impression management techniques by remuneration consultantsis also
considered, as thisimpacts upon the work they obtain, and the way in which their value
is perceived.
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Paying For Advice: The Role of the Remuneration Consultant in UK Listed Companies

Ruth Bender (Cranfield School of Management)

1. Introduction

Remuneration consultants have an important role in advising remuneration committees on the
determination of executive pay* decisions of listed companies. Their work encompasses the
supply of data on pay in comparator companies, advice on the choice and design of remuneration
plans, modelling the implications of the suggested plans, preparation of plan documentation,
implementation of the selected plans, and liaison with institutional shareholders. They are
acknowledged expertsin their field. However, they are viewed with suspicion by some elements
of the community who see the potential for aconflict of interest, as pay packages that are not
acceptable to the company’ s executives may lose them future assignments.

Although several studies of executive remuneration have considered aspects of the work of the
consultant, until recently few have examined it specificaly. Regulatory developments have
changed this. In the UK, theintroduction of the Directors Remuneration Report Regulations
(DRRR) (DTI, 2002) meant that listed companies, since 2003, have had to disclose details of
remuneration committee advisors. The Securities and Exchange Commission introduced USA
requirements for disclosure in the Compensation Discussion and Analysis (CD&A) in 2006.
This availability of data appears to have stirred academic interest in the work of consultants.

A number of recent papers have considered the activities of compensation consultants in the UK
and USA. This paper adds to that literature. It provides new insights by taking a qualitative
approach, using interview data to examine how remuneration consultants act and why they are
used in selected UK companies. Thisgivesrich detail, showing some of the attitudes behind the

words used by companiesin their remuneration reports and by consultants in their publications.

! The terms ‘pay’, ‘remuneration’ and ‘compensation’ are used interchangeably in this paper, and — unless otherwise
indicated — encompass cash, share options and equity-based pay. A firm of consultants may advise a company on all
of these elements, or on just one or two of them. Advice on pension schemesis often done by separate firms of
actuaries, and is not specifically discussed in this paper.



In doing so, this research provides some background and context to the quantitative papers that

are appearing in thisfield, and can inform practice in an areawhich isincreasingly contentious.

The structure of this paper is asfollows. The next section sets out a brief review of prior
research on the role of the remuneration consultant, and relates it to that management consultants
in general. Thisisfollowed in section 3 by an explanation of the research approach adopted for
thiswork. The findings of the work are discussed in Section 4, and the final section summarises

the work.

2. Review of Prior Research

Many academic and professional papers have acknowledged the important role played by
consultants in the remuneration-setting decisions of large companies. Four main themes underlie
much of the research in this area:

a) The use of consultants as informed experts, providing survey datafor peer comparisons,
and advice on plan structuring;

b) The link between the use of consultants and the level and structure of executive pay;

C) The use of consultantsto confer legitimacy on the remuneration committee’ s decisions,
and

d) The potentia for conflicts of interest between the consultants and the remuneration

committee.

These are considered below, following which the activities of the remuneration consultant are set
in the context of the general literature on management consultants, particularly that relating to

impression management.

a. Theconsultant asan expert

Providing ‘market’ data
There is no obvious answer to the question ‘how much should we pay the executives? . By

custom and practice, pay is set in line with a self-defined * market’, which is determined by



reference to a group of peer companies (Bender, 2007). Although for some businesses the
human resources (HR) personnel collect these comparator data, in most instances thiswork is
done by, or with the aid of, remuneration consultants, providing both generic pay surveys and
surveys specifically tailored to needs (Bender, 2004; Main et al., 2007).

Severa authors have commented upon the use of these pay surveys, rarely favourably. Two
issues arise: the impact of the choice of comparators, and the impact of surveys themselves on
the general level of executive compensation.

As regards the comparators used in the surveys, Gomez-Mejia and Wiseman (1997: 327) referred
to, “a cottage industry of consultants that specializes in conducting surveys to measure awide
range of CEO compensation statistics’. They suggested that although this is a widespread
practice, not much is known about the use of such “competitive market going rates’. A decade
later, Ogden and Watson (2008) commented that the choice of comparators is perhaps the most
difficult problem that confronts the remuneration committee. Bebchuk and Fried (2004: 38)
point out that directors rely heavily on the input of the consultantsin this, and that those
consultants have great discretion in framing the issues and presenting the data to the

remuneration committee.

The selection of peersiscrucia to the end result. An example of using inappropriate
comparators can be seen in the choice by the New Y ork Stock Exchange (NY SE), using data
from three sets of consultants, to benchmark the salary of Richard Grasso, its CEO, against the
largest US financial companies such as Citigroup, AlG and Fannie Mae. Although NY SE was
indeed afinancial company, its scale was smaller and its business model less risky than those
comparators and, in hindsight, this was considered to be an improper selection of peers, resulting

in excessive compensation (Postelnicu and Boland, 2003).

However, even if the comparators are not obviously inappropriate, they can still be misleading.
For example, Bender (2007) refers to a* benchmarking merry-go-round’, where each company
chooses adightly different industry for its comparators, with the result that companies

unwittingly end up with abenchmark far outside their own sector.



Regardless of the validity of the comparators, surveys themselves are widely seen as a cause of
ever-increasing levels of executive pay. Nearly 20 years ago, Patton suggested that the surveys
were the main source of executive pay inflation, with companies choosing to pay at or above the

average of the surveyed range:

"After inflation itself, the compensation survey may well be the most important ingredient in
rising executive compensation, for it lends itself to often well-meaning actions that lead to
unwarranted compensation increases.” (Patton, 1991: 47)

In aUK context, Ezzamel and Watson (1998) confirmed this view of pay ratcheting upwards,
with afocus on the upper half of the distribution, as did Conyon et al. (2000). Likewise, Murphy
(1999) stated:

"... since salaries below the 50th percentile are often labeled “"below market” while those
between the 50th and 75th are considered “competitive,” the surveys have contributed to a
“ratchet” effect in base salary levels.”

Nonetheless, no other way has been found to determine executive pay, and the use of consultants
to advise on peer groups and gather supporting datais ubiquitous. (Bender, 2004; Conyon et al.,
2000, 2006).

Advising on plan design

The wider literature on the role of the consultant discusses their role as experts, providing a
knowledge base over and above that possessed by the company internally (Clark and Salaman,
1996). Thisisevidenced in the way in which remuneration consultants advise on plan design,
displaying their technical knowledge of the different types of plan that are possible, their market

knowledge of what is acceptable, and their experience of successfully implementing plans.

The consultants do more than reflect the body of knowledge surrounding executive pay: they
also help to createit. The practices they follow are promulgated around the various companies
they advise, until often they become seen as ‘best’ practice (Finkelstein and Hambrick, 1996).

Lee and Pennings discuss this for consultancy in general:

"As external consultants or internal experts, professionals may play an important role in trend
setting and legitimizing new templates”. (2002: 149)



Thisisborne out in an interview reported by Conyon et al. (2000: 488), in which they quote a
director discussing how consultants promote their plansto several companies, until they become

the industry norm. Such practices reflect normative isomorphism (DiMaggio and Powell, 1983).

b. Remuneration consultants and the level and structure of executive pay

In recent years, several researchers have examined the influence of remuneration consultants on
the level and structure of executive pay, in particular considering whether the use of consultants
isreflected in the nature of the plans adopted. The main issues addressed are the level and
structure of pay, and the impact of the consultants' other work for the company.

Allowing for differences in approach, the results of these papers are similar. It iswell known
that company sizeis correlated to levels of executive pay and, as would be expected, it is mostly
the larger, more complex companies which employ consultants. However, research shows that
even alowing for this, the use of compensation consultants does correlate to higher pay levels
for the CEO (Armstrong et a., 2008; Conyon, 2008; Conyon et al., 2006; Murphy and
Sandino, 2008). Also, Conyon (2008) and Murphy and Sandino (2008) find that companies

using consultants tend to use more equity-based incentives in their pay packages.?

There is much anecdotal evidence for the theory that a conflict of interest arises from
consultants' other work for the client, and their desire to retain their appointment (for example,
Plender 2007). A House of Representatives committee (Waxman, 2007) did conclude that
“[c]ompensation consultant conflicts of interest are pervasive”, and recommended that the
consultant retained by the board should not perform other work for the company. However,
most published academic research does not evidence this. Conyon (2008) finds little evidence
that the consultants' other roles have an impact on the level or structure of executive pay. Nor
do Armstrong et a. (2008), or Murphy and Sandino (2008). Cadman, Carter and Hillegeist
(2008) conclude that the potential conflict of interest between the company and the consultant is

not aprimary driver of excessive CEO pay.

2 This could be because companies seeking to use equity-based plans need to employ consultants to advise and
implement them, or it could be because the consultants’ default setting isto use complex, equity-based plans.



Many companies use several different compensation consultants. Minhat (2008), in a study of
FTSE 350 firms, found that the use of multiple consultants was associated with higher CEO pay,
and that there was some evidence that a consulting firm’s market share was positively related to
the client CEOs' pay levels. She concluded that competition among pay consultants had the
unintended consequence of an upward ratcheting of the overall level of CEO pay. Thisfindingis
consistent with that of Murphy and Sandino (2008) who, in aUS sample, found that companies
using three or more consultants paid almost 25% more to their CEOs than companies using just
one consultant. Murphy and Sandino hypothesised that using a number of consultants justifies,
or legitimises the higher pay. Their carefully-worded conclusion states that their results, “...are
consistent with the possibility that (at least some) firms seek the advice of as many consultants as
is necessary to justify high levels of CEO pay” (Murphy and Sandino, 2008: 26).

c. Using consultantsto confer legitimacy

The non-executives on a remuneration committee are in an invidious position, having to work in
a collegiate manner with the executivesin a unitary board structure, but also having a
responsibility for monitoring governance and determining the executives pay. Many observers
accuse them of being too close to the executives, and thus, consciously or unconsciously, biased
in favour of high awards (Main and Johnston, 1993; Main et a., 1995). Murphy (1999:2518)
suggests that this is an unconscious bias, but that “[f]aced with arange of market data on

competitive pay levels, committees tend to error on the high side.”

One important role for the consultant is as an independent party to the decision, providing
impartial advice and thus conferring legitimacy on the committee' s decisions (Suchman, 1995).
Such aroleisdiscussed by, anongst others, Finkelstein and Hambrick (1988), Gomez-Megjia and
Wiseman (1997), Wade et al. (1997), and Ezzamel and Watson (2002).

A useful illustration of how consultants are used to legitimise pay decisions was given by Wade
et a. (1997), who examined the written reports of a sample of US compensation committees to
determine how they justified their compensation choices to the shareholders. They found that
the use of consultants was frequently the mechanism adopted, getting external validation to



legitimise the decisions. Thisisin line with acomment made by Barkema and Gomez-Megjia
(1998), who refer to “judgments of the committee members, legitimized by the opinions of
external consultants’. In asituation where the decision cannot be proved to be ‘right’, such
legitimation is valuable to boards.

d. Thepotential for conflict of interest

Although consultants appear to confer legitimacy due to their independence, the situation is
fraught with the potential for conflicts of interest. The consultants advise the remuneration
committee, but often they are also advising the executives, in whose grant there is the possibility
of further fee-paying work. Indeed, they may also be providing other services to the company
and its executives, which have the potential to produce much higher fees, which means more is at
risk. Thereis aperception that these conflicts can shade their judgements. As Robert Monks
stated, somewhat pointedly:

1

"A critical question of corporate legitimacy is whether CEOs set their own pay. 'Best practice
has decreed an elaborate 'ritual' through which the board of directors creates a Compensation
Committee consisting entirely of 'independent' directors. ... Likewise, when the independent
members of the Compensation Committee appoint an independent executive compensation
consultant to assist them, one need suspend disbelief as to the appetite of personal service
organizations to bring unwelcome advice to their clients.” (1998: 137)

Two papers by authors with a consulting background confirm the difficulties caused by this
conflict. Hodak (2004) suggests that the retention of consultants depends on whether the plan
they devised has paid out, regardless of performance. And Liberman (2002) quotesa CEO’s
comment, “The basic goal of compensation consultants is to justify whatever it is the CEO wants

to make”.

Finkelstein and Hambrick (1988) and Conyon et al. (2000) also commented on the potential for
conflict of interest. In their work, the latter found that the remuneration committee did not
normally hire its own advisers, but used the company’s. Picking up on this, the ICGN?
committee (2002) suggested that this could compromise their independence, and contaminate the
advice given to the directors. They suggested that in order to safeguard against such conflicts

? International Committee for Corporate Governance



affecting the consultants’ judgement, the remuneration committee should have the final say over

their appointment.

Not surprisingly, evidence given to the Waxman committee (Waxman, 2007) by the consulting

firms emphasised their independence. It was reported:

Representatives of two of the consultancies, Towers Perrin and Hewitt Associates, testified
that they have clear internal divisions separating employees who deal with compensation
committees from those who work with executives and management. The two firms are
"diversified" companies, offering both executive pay advisement and other services such as
human resources management. (Riskmetrics, 2007)

In the UK, the use of separate consultants has become more common practice since the
implementation of the DRRR, which demand disclosure, inter alia, of the names of consultants
advising the remuneration committee, the nature of their involvement, and whether or not the
consultants were appointed by the committee.

The research summarised earlier, which examined the reality behind this potential for a conflict

of interest, does not evidence a conflict of interest being associated with higher pay awards.

e. Impression management

In the wider literature on management consultancy, there is athread of papers discussing
consultancy as impression management. Here, the argument is that consultancy delivers an
intangible, which is notoriously difficult for the client to assess. Hence proxies are used to assess
the value of what is being bought, and what has been received. Such signalsinclude the
consultant’ s reputation and client base, the words they use to describe their expertise, and their
appearance and presentations. Clark (1995), Clark and Salaman (1998), and Kipping (2002) are
amongst severa authors who point out that the consultant’ s reputation serves as a quality control
mechanism, and is used by clients as asignal to show that they (the clients) are trying to adopt
‘best practice’. Anecdotal evidence suggests that reputation is a strong factor in helping
companies choose between consultants. Fincham and Evans (1999) discuss how consultants use
glossy pamphlets with superb graphics to demonstrate the quality of their underlying product.
And reputation is enhanced by displaying an extensive blue chip client base and network, which

isasymbol of quality (Kipping, 2002; Legge, 2002).



3. Research Approach

This paper arose from a study into how executive directors pay was determined in selected
FTSE 350 companies. The work was interview-based, with the interviewees representing CEOs,
remuneration committee chairs and members, and HR professionals from 12 companiesin all,
together with five of the consultants advising those companies. Table 1 sets out some

information about the corporate interviewees.

Table1l Company intervieweeshby role

Company interviewees
Remn
HR . Company Company
Co. | professional Com_m|ttee NED CEO secretary chairman Consultant Total
chairman

1 2 1 1 1 1 6

2 1 1 1 1 1 5

3 1 1

4 1 1 1 3

5 1 1 1 1 1 5

6 2 2

7 1 1 2 1 1 1 7

8 1 1 2

9 1 1
10 1 1
11 1 1
12 1 1
Total 12 5 5 4 3 1 5 35

The sample of companies was initially selected from the PricewaterhouseCoopers Corporate
register, identifying FTSE 350 companies which appeared to be in compliance with all relevant
aspects of the Combined Code (2000), and which appeared to the author to present an interesting
context for study. Companies were contacted by telephone to seek their involvement in the
project; Companies 1-6 joined the study through this approach. This process of finding research
participants proved to be slow, and Companies 7-10 were contacted through a network of
remuneration professionals identified by one of the early interviewees. Interviews were
conducted at Companies 11 and 12 following a conference presentation by the author of some of
the research results.



Additionally, interviews were conducted with an institutional representative, head-hunters, a
group of remuneration professionals, and a focus group brought together to discuss the results of
the research. Inall, 40 individual and group interviews were conducted, between 2001 and 2003.

The interviews, which lasted on average one hour, were taped and transcribed.

Remuneration committees were far more circumspect about making available their
documentation than they were about arranging interviews. Nevertheless, documentation such as
remuneration committee meeting minutes and consultants' reports was received for five of the
companies. Apart from one very anodyne set of minutes, emailed to the researcher, these
documents were all reviewed on the companies’ premises, often whilst accompanied by
company personnel. Also reviewed were financial statements (which included the published
remuneration reports) for all companies for the preceding, current and immediately subsequent

years.

The interview transcripts and company documents were analysed using NVivo to manage the
data. These documents were coded to reflect what was happening in the companies, and the
theoretical perspectives that this reflected.

4. Findings

In this section the findings from interviews concerning the role of the consultantsin the
remuneration-setting decision are set against the summary of prior research, and accented using
narrative taken from the websites of some of the UK’ s main remuneration consultants (based on
the analysis by Conyon et al., 2006)*.

All but one of the 12 companies participating in this research used remuneration consultants.

Five of them used just one consultant to advise on the plans, and another five used two

* The websites cited in this report are: New Bridge Street Consultants http://www.nbsc.co.uk/ accessed 30th July
2007; Towers Perrin http://www.towersperrin.com/tp/jsp/masterbrand_lobby.jsp accessed 30th July 2007; Watson
Wyatt http://www.watsonwyatt.com/europe/ accessed 30th July 2007.
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consultants; onefirm used ‘avariety of consultants .*® Thislevel of use of consultantsisin line
with the findings of Conyon et a. (2006) in the UK, and of Murphy and Sandino (2008) in the
USA.

The research approach, using semi-structured interviews, does not lend itself to statistical
analysis of theresults. Table 2 sets out the range of responses and practices discussed by the
participants.

Table2 Rangeof practicesdiscussed by participants

Tenure of the consultants One company used different consultants each time; some had changed within
the last 2-3 years; several had kept the same advisors for “quite afew years’.

Use of consultantsto liaisewith  Of the 11 companies using consultants, five used them to liaise with the

theingtitutional investors ingtitutions and one used the consultants to draft a letter that went out in the
remuneration committee chairman’s name. When the consultants were liaising
with the institutions, this was generally (but not always) done together with the
remuneration committee chairman and/or the HR director.

Use of consultantsto help write  In three of the companies, the remuneration committee asked the consultants to
the committee's published provide significant input to the remuneration report.
remuneration report

Werethe consultantsappointed A wide range of practices. In one case, the process was controlled by the

by the committee or by the remuneration committee, with minimal involvement of executives. In several

executive (i.e. HR function)? companies the appointment appeared to have arisen with input from the non-
executives and the executives. In two companies the decision had been made
by the HR function with minimal committee involvement.

a. How companies choose their consultants

There was no common thread to how the consultants had been engaged, other than the fact that
the consultants’ reputation was very important, and personal recommendations, for example
from aboard member who had worked with them before, were an advantage.

® This relates to using consultants for advice on plans, rather than for survey data on comparator pay levels;
companies used several sources for the latter. The interviews were conducted before the Directors Remuneration
Report Regulations (2002) came into force, so it was not possible to confirm from published data the exact numbers
of consultants used.

® The protagonists in the company that did not use consultants felt quite strongly about this, and their views are
discussed towards the end of this paper.
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In some cases the selection was a matter for the remuneration committee, with little input from
the executives, although the HR director may have made recommendations for the shortlist. In
others, it was apparent that the HR professional had chosen the consultants, regardless of
whether they were nominaly ‘the committee' s consultants . The following quotesillustrate the
range of approaches, starting with a management-driven process.
We were invited by [HR director and manager]. One doesn't always know the background
to this but we had done a lot of work for [ Committee chair’s other company] for about 15

years ... S0 | suspect, although | have no way of knowing, that that helped us to win the
project. (Consultant)

Here, the appointment was made via the HR function, although all of the partiesinterviewed
were of the opinion that the relationship with the committee chair had been an advantage in
getting appointed.

Such personal relationships were mentioned in several of the interviews, for example that the
consultants had acted for another company known by the NEDSs, or because the parties knew the
consultants from attending seminars, etc. Given the findings of Conyon et al. (2006) that thisisa
fragmented industry dominated by afew remuneration consultants, it is not surprising that the

major consultancies are known by many of the decision-makers.

In the case above, no mention was made of any shortlist or beauty parade in the consultant
appointment process. This differed totally from the process in another company, where the
committee made the decision to change advisors due to the longevity of the previous
appointment and their closeness to management. HR professionals made suggestions, but then
stood back from the process:
And the committee's just changed its external advisers. They did that really without our
help. We set up the beauty contest and the process, but they made those decisions on their
own. Paradoxically they asked at the last minute if we were going to be involved. We said

that we never envisaged that we would be responsible for selecting your external advisers.
(HR professional)

12



Thiswas at variance with the comments made by the HR director of another company, who had
himself made the appointment because “the remuneration committee aren’t the remotest bit

interested”.

One point to note here is that the majority of the interviews were carried out between late 2001
and early 2003, atime when the remuneration landscape in the UK was changing and, in
particular, there was a drive that more rigour should be evidenced in the process.” The effect of
these changes is captured in the following long quote, which shows how in one company a
decision had been made to involve the committee more.
Well, essentially, historically the company has tended to put forward a proposal to the
remuneration committee to say ‘look, we're going to work with [ consultant] on this, is that
OK? Any objections?’. But we've actually got a project that we are about to start now,
and we've agreed a new process whereby although we still basically review and go through
the tender process, the chairman of the remuneration committee is also involved and
actually would sign the engagement letter. So we actually have moved from it being
largely company-driven to it being a genuine joint appointment. And | think it's fair to say
it'sajoint appointment. And if anything, we can say that the remuneration committee had
the right of veto. So if [chairman of the remuneration committeg] did not like the firm or

the individual lead consultant, then we would abide by his wishes and have to re-tender
again. (HR professional)

It isworth pointing out that although this company could legitimately state in its report that the
appointment was the committee's decision, thisis qualitatively different from the example given
earlier, where the committee was in control of the process. (In fact, areview of the following
year’'s financial statements shows the remuneration report as stating that the consultants were

appointed by the company, not specifically the committee.)

In making the appointments, the characteristics desired by companies in their remuneration
consultants include their expertise and legitimacy in the corporate world. Although legitimacy
for the consultants themsel ves demands that the plans are be acceptable, and therefore
recognisable to their clients and to the rest of the corporate world (Sturdy, 1997), consultants
also need to demonstrate their ability to match their solutions specifically to the needs of the

" Actually, it is difficult to think of atimein the last decade when it has not been true to say ‘the remuneration
landscape in the UK was changing’.
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company. In one case a consultant appointment was made because the committee and HR
professional were dissatisfied with the output from the previous consultant, which was seen to be

insufficiently tailored to that business context.

b. Theconsultant asan expert and source of data

The role of the consultant as an expert istwofold. Firstly, and obviously, they need alevel of
expertise in order to be able to provide the advice that their clients seek. Additionally, they need
to appear as expertsin order to influence potential clients to employ them, and to manage the
expectations and impressions of existing clients. Both of these attributes are discussed in this
section.

Given that pay is benchmarked against ‘the market’, an evident and important role for the
consultantsis as a source of data on that market. Although UK regulation on executive pay
means that much comparator information is publicly available, using consultant-generated data
has two main advantages. Firstly, it outsources a mundane task, freeing up the time of the HR
professional who otherwise would have to look at many individual sets of financial statements
for the underlying numbers. And secondly, the consultants proprietary data are more up-to-date
than the financial statements would be, and are more detailed. However, they are also more
expensive, so companies often mix and match self-generated data with publicly-available survey

data with consultants' data acquired for afee.

It is common for companies to use more than one consultancy as a source of data, even if they
only have one consultant providing plan advice. Thereason for thisistwofold. Firstly, they get
more datato inform their decisions. And secondly, clients differentiate the consultants

offerings, with different firms perceived to have different strengths.

But the advantage of board pay ... is that a lot of the information is in the public domain.
However, the advantage of using some of the more up-to-date surveys rather than just the
annual report data is that although you're not going to get it company-specific you are
going to get it up-to-date. So we take part and subscribe to surveys by [three consultancy
firms named]. So we have a variety of in-house data from those companies that we use.
And then we very often use the consultants then to verify some of that for us. (HR
professional)

14



[Names two consultancies.]. They're now working together, because they both have
dightly different advantages and together it would be perfect. [Consultant 1] do a massive
amount of factual, it is just tables of facts for every company. And they do a separate
report on the [sector], drawn from the same base and split that again into quoted and
unquoted. And so that’s based on the reports that are produced. Whereas [ Consultant 2]
go deeper into that; but it's only a subset. So it's a subset deeper. And there's others that
touch both of those. But between those two, having done reports on both of those two,
again the remuneration committee gets quite a broad insight. (HR professional)

Although the committees made use of the consultants' data, it isimportant to understand that

they were aware of the potentia flaws and biases. Comments were made to the effect that

surveys were driving up executive pay levels, and in this respect individuals also discussed their

impressions that some consultants were always dlightly ahead of the others in the figures they

produced. The following quotes areillustrative.

You get these reports from the consultants saying ‘look, the median salaries are now so
much, and you are below it, and therefore you've got to go up to the median level or
whatever you want to be. And then of course you say ‘yes, of course, everybody does that,
it just goes on and up and up’. And so ... you always need to look at those sort of
arguments very sceptically. (NED)

These surveys are all indicative of what’s going on in the market place; and in lots of ways
they can be mechanisms for upping the ante. (HR professional)

And by the way, one of them - and I'm not going to say which - isa firm that | think never
ceases to give information that you are underpaying. That's their stock in trade.
(Committee chair)

The committee chair who made that last comment added that his committee could ‘ see through’

that advice and so they still used those consultants for data supply. Thisis an important point:

the consultants do not make the decision on the pay plans, they merely advise. Severa of the

consultants emphasised that, of which the following is representative.

But the ultimate decision is that of the company. It's the company that makes the offer of
employment. It's the company that will reach its own decision, taking whatever advice it
may get to take, the advice may come from the remuneration consultant. (Consultant)

15



The company receives advice, but then has to choose what to do with it. One of the marks of a
consultancy assignment is that one gets the views of that consultant, or that firm, and their
approach may differ from othersin the field, or indeed may change from assignment to
assignment (Viswesvaran and, Barrick, 1992). One consultant was very open about the potential
for differences between practices:

But in exactly that same situation another consultant may have dightly different views,

because to a degree we all carry some of our personal baggage with us, whether we admit
toit or not. (Consultant)

This can be seen in the way in which the consultancy assignments are approached by the firms.
They will set out the range of remuneration in comparator companies (having themselves been
very influential in the selection of those comparators, which in one instance were said by the HR
professional to reflect the data that were available rather than a detailed analysis of the situation),
and will show whether the target executiveis at, above or below median. But they do not make
the decision as to what action to take; sometimes they do not even make a recommendation, but
let the data speak for themselves. And it isfor the companies to control the process, not the
consultants. Companies can choose how best to use their advisors:
And we're not a company that is very good anyway at using consultants by and large. So
we didn’'t [in the past] use consultants at all, we used the [names of two consultancies]
surveys, and made our own recommendations, and | went along and presented those
recommendations. This time for this particular review we're using [ consultancy]. ... And
we're using them very specifically, not to review basic salaries, but to review the structure
of the package and to make recommendations with regard to these two areas that |
mentioned, as to how we deal with that. You know, if you're taking something away from
people, do you compensate them and so on. So they're working with us. We don't
anticipate that they'll be at this meeting. The new chairman is not desperately keen to

involve them in the meeting unless it’s absolutely essential and he'd expect us to be on top
of the numbers and the thinking. (HR professional)

The comment about the chairman expecting the HR professional s to be on top of the numbers
and the thinking was reflected more broadly in alot of the interviews. Although consultants are
useful, employing them was not seen as | essening the responsibilities of the HR professionals to
the remuneration committee, nor of the committee to the investor community. Adviceis
proffered; it need not be taken.
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They [the remuneration committee] believe, and we believe, that we should own our own
remuneration. It should be our fault if there is anything wrong with it rather than blaming
somebody else for it. The idea that you get somebody else to frank it and therefore it's okay
implies a lack of knowledge and a lack of responsibility; aterminal lack in my view. ... if
...anything went wrong, it's me that would get blamed. And quite right too. | couldn't hide
behind consultants. I'mregarded, | hope I'm regarded, as a remuneration expert. If | use
consultants, I'm using them rather than they're using me. Therefore it's still my
responsibility. (HR professional)

We have now moved onto the other activity of consultants. aswell as the supply of survey data,
they aso provide valuabl e expertise, both on the design and implementation of remuneration
plans, and on their likely acceptability to the institutional shareholders. Expertise in both of
these areas isimportant to their clients.

Well, that was the recommendation of the consultant based on some research they'd done
and current best practice in those types of schemes. (Committee Chair)

And [ Consultancy], particularly when we want to get across some of the technical issues,
and where they can give assurance that other companies are doing similar schemes - 'this
is nothing unusual, nothing to be alarmed about' - they play the ‘don't frighten the horses
role, | think. (Company secretary)

In review of the websites of some of the prominent consultancies, this knowledge and expertise

is highlighted, as shown in the examples below.

Figurel Consultants narrativeon their expertise

We support these disciplines with extensive compensation data capabilities for competitive
benchmarking though our Global Compensation Databases and Executive Compensation
Resources Online [Towers Perrin]

Using Watson Wyatt’ s proprietary long-term incentive val uation methodol ogy, Present
Economic Value (PEV), to place an appropriate value on long-term incentives... [Watson Wyatt]

We complement our consultancy services with our unique database and continuous research
programme [New Bridge Street Consultants]

In particular, we have produced a modified Black-Scholes valuation model in order to value
share option and long-termincentive grants. [New Bridge Street Consultants]
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In parading their expertise to the world, the consultants are conducting an impression
management exercise, positioning themselves as an attractive source of advice. Their proprietary
databases of pay statistics are backed up by their many published surveys and reports, together
with seminars they run for the corporate and institutional communities. These activities combine
to set them in people’ s minds as competent advisors. Thisisreinforced by the status of their
client lists: ablue-chip client base is another indicator of quality. The requirements of the
DRRR (2002) mean that the name of the consultancy firm(s) advising each company is now
public knowledge, but in case there were any doubt, many consultants publish details of selected

clientsin their marketing literature or on their websites.

Consultants will also run tailored seminars for their clients, for example an annual update on
relevant plan- and market-related matters. Again, thisreinforces their position as experts, as well

as providing avalued service.

However, it israre in the world of business for anything to be unequivocally good. And one
downside of this expertise is the inevitability that consultants, having designed a sophisticated
plan or a good way to work, will package and commoditiseit, perhaps trying to sell it to clients
without sufficient tailoring to their own contexts. An instance has already been mentioned
illustrating a situation where the consultants had been changed due to the client’ s dissatisfaction
with this process. More generally, the following quote sums up the views of many interviewees
on theflair and originality displayed by the consultantsin plan design:

And anyway, we were disappointed. | think probably the reason is that in fact these

remuneration consultants are a herd, just like the investment community are a herd, and
thereis not actually very much original thought around. (Committee Chair)

c. Theconsultant asan intermediary

An important role for the consultants, and one that reflects their role as an expert, isin liaising
between the remuneration committee and the institutional shareholders and their representative
bodies such as the ABI (Association of British Insurers) and NAPF (National Association of
Pension Funds). In all of the companies which used consultants, the consultants had a part to

play in this dialogue, orchestrating what was said, and/or participating. They might advise on
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which shareholders should be addressed directly, and which through the ABI; they might draft
letters for the chair of the remuneration committee to send, or, indeed, send the letters under their

own name; and they might collate the responses on behalf of the company.

In relation to the long-term plans, which is what shareholders currently focus on because
they have to vote on them, once we' ve decided on the type of plan and the conditions with
the company, we would then go and talk to investors. This is before the formal
shareholderscircular is posted. We would either do that ourselves, or we would prepare a
letter for the company to write, and then we would get involved behind the scenes and
liaise through the Association of British Insurers. (Consultant)

This was often done because it was felt by the companies (and by the consultants) that the

consultants were more expert at ‘handling’ the institutions.

Another reason for using the consultants as the liaison was because the consultants were the ones
who had the expert knowledge about the plans; both the detail of the plans are their acceptability

in the marketplace.

Another institution came up with some very technical questions about EPS versus total
value, total shareholder value as targets. And we just felt we needed [consultant] to
produce a few pie charts showing how many people accepted EPS versus total shareholder
value. (Committee Chair)

You're holding, actually, all the cards. One, you understand the arrangement better. You
under stand what each party doesn't know, and you are able to piece it together. Whereas if
both parties on both sides had more knowledge to start off with, they would be able to talk
more readily. But remn co chairmen, it's one of the things they do, and they are not experts
in the whole thing. And therefore the conversation doesn't go... you're not talking at the
right level to start off with, so how can you cover the breadth if you haven't got enough
knowledge? Whereas the consultants can go from here to there easily. The institutions
don't understand what you're actually giving them. So you actually have to take them
through what you're giving them. (Consultant)

Indeed, the appointment of consultant sometimes related to how experienced they were with
institutional liaison.
[Consultant] are well-respected by the ingtitutions, which is one of the reasons we would
always be very keen to work with them. So we started the process with the institutional

investors through [consultant] early on in designing the scheme. So we wrote to all our
major investors with the outline of the scheme, asking for their views. Through [name],
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particularly, at [consultant], who managed a lot of the initial investor reactions... (HR
Professional)

Many of the consultants referred to the shareholding institutions in material on their websites:

Figure2 Consultants narrative on institutional shareholders

Institutional shareholders have strong views on executive remuneration and are prepared to vote
against resolutions on remuneration at general meetings. You need to take their views into
account when designing remuner ation packages. [New Bridge Street Consultants]

Major investors are increasingly flexing their muscles and govern [Watson Wyait]

The sub-text of thisisthat mis-reading the institutional shareholder’s mind could cause problems
for the committee, and that these consultants have particular expertisein thisarea. Thisreading
tiesin with the literature on consultancy, which suggests that consultants reinforce management
uncertainty and insecurity, and then sell their services as providing reassurance against these
anxieties (Sturdy, 1997).

At least one consultant referred at interview specifically to their prowessin this areaas an
advantage is getting and keeping clients.

| genuinely believe that we know the views of investors than any other firm you'll come
across. (Consultant)

However, it must be pointed out that although thisrole is relished by the consultants, and often
useful to the companies, the shareholders and their representative bodies expressed a clear
preference to talk to the committee members themselves rather than passing everything through
consultants.

It's mostly us [who do the liaison]. But it is changing. There is a pressure from the

institutions that they want to see the company, really, rather than us. Which in some ways |
understand. ... That dynamicis changing. (Consultant)

The company can put forward the chairman of the committee, the HR professional or the
consultants. At different stages in the process, each could be acceptable. But for the set
piece meeting when they are explaining to [us] what they are proposing to do, that should
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be led by the remuneration committee chairman. And it’s good if the chairman can come
without the consultants: it looks better. (Institutional representative)

d. Theconsultant asa legitimating device

As stated earlier, one of the roles of the consultant is to provide legitimacy for the decisions of

the remuneration committee. Thiswas evidenced in several ways during the interviews.

In some instances, interviewees took the view that although it was not compulsory to employ

consultants, it was seen as highly desirable:

Because what we understand, what | understand, is that in due course, the way the DTI® is
going, the DTI will expect that you have taken some outside views on salaries. And
therefore there's no point any longer in saying I'm not going to do that, it's a waste of
money. | think that one of the criteria which we're told will come out with the DTI paper is
that they will insist that you have taken some formal benchmarking exercises in arriving at
salaries, so that's what we've done. (NED)

| think it was two years ago, in the light of corporate governance issues generally, | was
very concerned about our remuneration committee having its own specific and independent
advice. So it was my suggestion that we have a beauty parade and we actually appoint a
consultant to the remuneration committee. (HR professional)

You have to use consultants to value things. Because people expect an outside independent
valuation. (HR professional)

Other participants were anxious to highlight to the researcher the probity of their processes,

evidenced by the involvement of consultants:

[Our committee] would never have a meeting to discuss directors or senior managers pay
without surveys or consultants documentation, to which it would pay close attention.
(NED)

Some were very blunt about the use of consultants as alegitimising exercise:

8 Department of Trade and Industry. Now renamed BERR, the Department for Business, Enterprise and Regul atory
Reform

21



But | do think, thereis no doubt that part of this processis a covering of the back. It allows
the board to say that it has consulted with consultants. (NED)

Interestingly, in two companies the HR professionals felt that the presence of consultants was
also useful to legitimise their own recommendations to the remuneration committee, in that the
committee would give more credence to those recommendations because of the authority
conferred by the consultants.

We'd obviously have to get the consultants on board. | think if they're saying this is a
perfectly good idea then we tend to have the committee saying, well fine. (HR professional)

Because in the end we realised that anything that went to the remuneration committee, if it
had the sign off of the external advisers, for want of a better phrase, it stood a better
chance of getting through the remuneration committee. (HR professional)

Overall, consultants seemed to play an important part in legitimising decisions, both internally

and externally, and the ability to confer legitimacy featured in the consultant selection process.

Nonetheless, as discussed in the next section, this element of legitimacy may be on the wane.

e. Conflictsof interest and the appointment of more than one consultant

As discussed earlier, many companies use more than one consultant as a source of data on
market norms. Some also use different consultants for different parts of the package, choosing,
for example, one firm to advise on pensions and another for the rest of the package. However,
although it is not universal practice, it has become more common to see companies using
separate consultancies to advise management and the remuneration committee on the overall
plan: both giving their views on the same matters. One obvious reason for thisis the potential,
discussed earlier in this paper, for ‘ capture’ of a consultant serving management, who have the
ability to award considerable fee-earning work. Although it is not borne out in recent academic
research, press comment often highlights this view; for example Plender (2007) refersto

remuneration consultants as “an unregulated and conflicted bunch”.
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The potentia for the consultants to suffer conflicts of interest was acknowledged by the
consultants themselves.
And, you know, obviously people put pressure on you to change different elements of the
report.... | think that's when it does make a difference who we're reporting to. If we're

reporting to the executive team or were reporting to the remuneration committee.
(Consultant)

We have been involved in situations where the executive team is trying to put a bit of
pressure on to you, and in the end something has been put forward to the remuneration
committee but it may not have our name on it, in the sense that we then don't feel that that
fully represents our views. Whether the remuneration committee is aware of that is another
point, because, you know, in some cases we don't see [ the committeg] . (Consultant)

But yes you do come across difficulties between the execs who have appointed you or the
remuneration committee who have appointed you. And that's when you’ve got to know
who appointed you. Because at the end of the day if there is a conflict, you've got to go
back to the people who appointed you and say look | cannot advise both of you.
(Consultant)

Oneinstance in particular was raised with regard to conflicts of interest — a comment made by
more than one consultant that if aplan ‘goeswrong’ (i.e. does not pay out enough) then the
consultant’ s appointment may be terminated. They are treated as a scapegoat — as one consultant
put it, “you're identified with failure’. An example of thisin the USA, discussed by Murphy and
Sandino (2008: 25), was Countrywide Financial, which ended its rel ationship with consultants
who did not recommend avery high level of pay for the CEO and eventually brought in a

consultant who made a more generous proposal.

Interviews with consultants on this potentia conflict of interest produce mixed results. Some did
acknowledging this potential problem, but stressed that they remained conscious of the fact that
the committee, not management, was their client, and their advice was given in that context.
They commented that their respect for their own professional reputations would not |et them give
partisan advice.

| think what is important is the independence of an adviser to a remuneration committee.

And that independence is important. It's important to the committee, and it's important to
all of the other interested parties, including the executive population. Including

23



shareholders, whether they be private shareholders or institutional shareholders. | think
there are also some pressures on consultants to maintain that position of independence. |
have a kind of shorthand way of describing it. If you provide advice to a committee, that
advice should be such that if it were published, you as a consultant would be able to defend
it. (Consultant)

It isworth noting, in passing, that the same argument of professionalism and reputation has
previously been used by the credit rating agencies, and by firms of auditors. Evidenceto the US
House of Representatives oversight committee has shown that the credit rating agencies
succumbed to the pressures of the conflict (Beattie 2008). The events surrounding Enron
indicated that at |east one of the large auditing firms also acted inappropriately (Brown and
Dugan, 2002).

Various views were expressed on the pros and cons of employing separate consultants for
management and the committee. Some companies had had multiple consultants for a number of

years, and took it as the norm.

...it's part of our core corporate governance policy that the remn co will be independently
advised. |'ve not observed any point scoring. (Company secretary)

Other companies had brought in adual structure, as they saw it as emerging best practice, and

one which legitimised the advice they were getting.

We've brought [ Consultant 2] in because we'd always used [ Consultant 1] . And we wanted
to make sure that, from the remuneration committee's perspective, they felt ownership of
the research being undertaken, and that it wasn't, if you like, a management tool. | don't
think there was any suspicion of that, it was just a question of wanting to put them in the
position of... (Company secretary)

However, some companies — and some consultants — saw the idea of two consultants as an
unnecessary expense, and one with the potential for conflict, as the consultants played off against

each other.

Now in that sort of frame of mind you don't say across the table to [ CEO] 'you've got your
independent advisers, and I've got mine'. You say, and this is how it would come about,
and | hope it never did because it would suggest crisis, by which time the independence of
the consultants, whatever area it's in, would be irrelevant. You say 'we don't trust you ...
and we don't trust you and your colleagues to give us the right information’. That would be
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the point in time where | think a resignation would be a swifter way of bringing the crisisto
a head than saying please bring in [consultants] to review this on our behalf because we
don't like you working with whoever elseitis. (Committee Chair)

Not really, no, | don't believe it does work. Provided that whatever adviser isbeing used is
a professional adviser, the advice that is being given - notwithstanding the comments of
some institutions - will actually be well thought out, professional, and therefore the added
value that another adviser can provide in terms of reviewing that will tend to be relatively
limited. And it will be more matters of opinion rather than fundamentally saying ‘ okay,
thisiswrong'. (Consultant)

I think if you've got consultants who've got integrity, it's probably a waste of money.
(Consultant)

Having said this, as one consultant pointed out, “Having separate advisersis good for the

industry!”

f.

An argument against the use of consultants

In the introduction to this section, it was stated that 11 of the 12 case companies used consultants

to advise on plans. Onedid not. It isworth discussing the arguments presented in support of this

view.

This company was served by avery experienced HR professional. Histhesiswas that in order to

desig

n an appropriate plan, the designer needed a good understanding both of plans, and of the

company’s particular context and culture. Given his background, he believed that he was more

than able to match the consultants in knowledge of plans. And, quite reasonably, he argued that

his knowledge of the company had to be deeper than any external consultant could obtain. Thus

he saw little point in appointing external advisors.

I'm horrified when a lot of companies introduce new share schemes, and the discussions
with shareholders are led by consultants. ... But they ought to know the scheme. That's
what | mean. We would expect that we'd invent the scheme, not the consultants. It's an
appalling thought to me to have a consultant to invent schemes for me. How could | keep
my self-respect if that happened? That's what | can't understand really, the way other
companies do it. Because with most consultants you will get their pet scheme. How do you
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know if that's going to be any good for you? You want your own scheme. (HR
professional)

This view was supported in the interview with the chair of his company’s remuneration
committee (at which the HR professional was also present), who commented that the matter was
discussed with the committee annually, but that they saw no benefit in using such advisors. A
review of the company’s financial statements in the two years following the interview date
showed that consultants had since been appointed, but that their role was specifically stated as
being one of verification rather than advice.

5. Summary

This paper adds to the growing literature examining the role of the remuneration consultant.
Unlike other papers, which focus on statistical data to evaluate rel ationships between the use of
consultants and the plans adopted, this research takes a qualitative approach. Interviewswere
conducted with the protagonists in the remunerati on-setting decision in a selection of FTSE350
companies to determine why and how consultants are used, and what they do. The paper shows

that there are severa clearly-distinguishable roles for the consultant.

One function of the consultant isto act as an expert, providing proprietary data against which
companies can benchmark pay, and giving insight and advice into the possibilities open for plan
design and implementation. In the data they produce they will influence the choice of
comparators, which itself impacts the level of pay. They also bring to bear their knowledge of

plans, and of what is currently acceptable to the market.

The consultants aso have aroleto play in liaising with the institutions. The perceived advantage
of thisisthat they have more experience in dealing with the institutions, and so can argue the
case more effectively than could the company representatives on their own. Also, they can bring
to bear alot of technical knowledge in their explanations. Nevertheless, in some cases the

shareholders would prefer to see more of the committee members and less of their advisors.
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Another aspect of the consultants work is seen to legitimise the decisions of the remuneration
committee by providing an e ement of independence. However, thisistempered by the clear
potential (acknowledged, but not evidenced in academic research) for a conflict of interest
between their duties to the committee and their desire to satisfy the executives.

The limitations of the study must be acknowledged. The work reflects a series of interviews
conducted during 2001-2003. Over the period of the interviews, the regulatory framework in the
UK changed considerable: in particular, the Department of Trade and Industry brought in the
Directors Remuneration Report Regulations (2002). Each of these could have an impact on the
way in which companies relate to their consultants. One impact of the DRRR is that companies
have to disclose details of the consultants and advisors used, which almost inevitably will lead to
changesin practice. Thus, were this research to be conducted today, some differences would be
expected.

It is aso worth noting — an observation, rather than a limitation — that the work reflects
interviews at 12 specific companies and is not generalisable, nor was it ever intended so to be. It

provides rich datain a certain context, to be used by other researchers to inform their own work.
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