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l. Introduction

Concerns regarding the alignment between Chief Executive Officer (CEO) compensation and firm
performance, as well as the influence of compensation consultants in shaping this relationship,
have been increasingly highlighted in the literature (Karabell, 2018; Mishel and Wolfe, 2019;
Murphy and Sandino, 2015).! While existing research primarily focuses on the magnitude and/or
structure of CEO pay, the selection of performance targets in CEO compensation contracts may
also contribute to misaligned or excess pay, particularly when those targets are subject to signifi-
cant discretion (Abernethy et al., 2015; Neely et al., 1997; Nunn 2019). Our study provides evi-
dence on the types of performance targets used in the short- and long-term components of CEO
compensation contracts and examines the variance between firms that receive advice from a com-
pensation consultant and those that do not, as well as contrasting firms receiving advice from one
of the Big 4 accounting firms versus other compensation consultants.

This study is motivated by the tension between two theoretical frameworks, offering contrasting
explanations for why firms engage compensation consultants. Efficient contracting theory posits
that firms engage compensation consultants to optimise the structures of compensation packages
and to set compensation levels conducive to attracting and retaining high-quality CEOs (Conyon
et al., 2009, 2019; Murphy and Sandino, 2010; Voulgaris et al., 2010). In contrast, managerial
power theory suggests that firms engage compensation consultants to camouflage or facilitate rent
extraction, resulting in sub-optimal CEO compensation (Bebchuk and Fried, 2003; Waxman,
2007). Results in the extant literature remain mixed. For example, evidence examining consultant
switches surrounding disclosure changes in the United States provides nuanced results (Chu et al.,
2018), suggesting that not all compensation consultants behave the same and that not all multi-
service consultants (specialists) are conflicted (aligned with shareholders). This perspective is mir-
rored in the work by Cai et al. (2016), who found that compensation consultants can have distinct
styles with some facilitating rent extraction and others optimal contracting. Our study contributes
to this debate by providing insights into the link between compensation consultants and perfor-
mance targets used in CEO compensation contracts.

We conducted this study in the Australian setting as it allows us to overcome a practical limita-
tion of prior research by leveraging the significant variation in the engagement of compensation
consultants among listed firms (e.g. Armstrong et al., 2012; Cadman et al., 2010; Murphy and
Sandino, 2010; Voulgaris et al., 2010). Approximately one-third of Australia’s largest listed firms
do not engage a compensation consultant, a distinct contrast to the United States where almost all
listed firms engage a compensation consultant, but similar to the United Kingdom.? Another distin-
guishing characteristic of the Australian context is the notably larger number of firms engaging a
Big 4 accounting firm as their compensation consultant (Grosse et al., 2020). This contrasts from
the United States, where these firms collectively account for less than 3% of engagements (Cai
et al., 2016), but is not too dissimilar from the United Kingdom where they account for approxi-
mately 20% of engagements (Conyon et al., 2019). This distinction allows us to offer nuanced
insights into the effects of compensation consultant engagement, and to examine whether these
large, international, multi-service accounting firms exhibit different behaviours from compensa-
tion consultants in general.

Our analysis, based on a sample of ASX 500 firms spanning 2005-2019, reveals a concentrated
market for compensation consulting services in Australia, with approximately 40% of firms receiv-
ing guidance from one of the Big 4 accounting firms. This is double the observed number of
engagements by Big 4 accounting firms in the United Kingdom (Conyon et al., 2019), though our
sample is more recent. Although our empirical findings align with prior research, suggesting a
propensity for firms that engage compensation consultants to award lower short-term incentives
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(STI) and higher long-term incentives (LTI), we also identified significant variations in remunera-
tion practices between firms advised by a Big 4 accounting firm (hereafter referred to as Big 4) and
firms advised by other compensation consultants. For example, firms advised by a Big 4 firm more
frequently adopt explicit non-financial targets (i.e. those that are quantifiable and clearly defined)
within the STI, and relative performance targets (such as total shareholder return) within the LTI,
a practice that helps mitigate pay for ‘luck’.’> These results are robust to using entropy balanced
subsamples to address potential endogeneity concerns regarding the use of compensation consult-
ants, and to comparing firms that use a consultant with similar market share (i.e. number of engage-
ments), but that is not a Big 4 firm.

Our study offers several contributions to the academic literature, regulatory frameworks, and
professional practice. First, as far as we are aware, our study is the first to contribute to the aca-
demic literature substantial evidence on the association between compensation consultants and the
types of performance targets used in CEO compensation contracts. Notably, our findings suggest
that previously mixed results concerning the role of compensation consultants in setting levels of
CEO pay might stem from a lack of homogeneity in consultant behaviour, highlighting the impor-
tance of nuanced treatment in academic research (a concern mirrored in the works by Chu et al.
(2018) and Cai et al. (2016)).

Second, we contribute evidence to regulatory bodies on the effects of market concentration in
compensation consulting services, and of the quality-of-service provision by large professional
services firms, notably the Big 4 accounting firms. Our analyses suggest that larger multi-service
consulting firms, with greater reputational effects and less reliance on repeat business from remu-
neration advice, are less likely to yield to CEO pressures and obscure remuneration practices which
could lead to excess pay. These findings are useful for regulatory bodies when creating oversight
mechanisms to ensure the integrity of large professional services firms.

Last, we contribute to the debate regarding compensation consultants’ reputational effects,
measured in the literature by the number of engagements. Canil and Karpavicius (2020) provide
evidence that firms employing more reputable consultants (those with greater market share) are
more likely to get away with paying their CEOs excessively by way of higher say on pay votes. We
show that not all consultants behave the same, despite similar market shares. Therefore, sharehold-
ers should consider the diversity in consultant practices and scrutinise the performance targets used
within management’s STIs and LTIs.

The structure of this article is as follows. Section 2 presents the literature review and hypotheses
development. Section 3 outlines the sample selection process and research design. Section 4 pre-
sents our main findings. Section 5 presents additional analyses and Section 6 concludes.

2. Literature review and hypotheses development

2. 1. Literature review

2.1.1. The role of compensation consultants. The practice of hiring a compensation consultant is still
emerging in Australia (Grosse et al., 2020), but enables firms to gain access to benchmark peer
group data and the most up-to-date industry practices in designing optimal compensation contracts
(Cadman et al., 2010; Chu et al., 2018). Nonetheless, evidence suggests that hiring a compensation
consultant leads to a significant increase in CEO pay (Chu et al., 2018; Conyon et al., 2009, 2019;
Goh and Gupta, 2010; Grosse et al., 2020; Murphy and Sandino, 2010, 2020). In the academic
literature, two predominant theories compete to explain this phenomenon: efficient contracting
theory and managerial power theory.
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Efficient contracting theory views the design of CEO compensation arrangements as a means to
minimise agency costs between shareholders and CEOs, attributing any observed variations in
compensation to the underlying economic characteristics of the firm (Armstrong et al., 2012;
Conyon et al., 2019; Goh and Gupta, 2010). Proponents of this perspective maintain that compen-
sation consultants are optimal contract advisors, designing pay arrangements that align with share-
holders’ interests. This alignment is attributed to the consultant’s desire to safeguard their reputation
and circumvent potential dismissal by the client firm’s board of directors, thereby providing an
incentive to supply accurate and unbiased information (Conyon et al., 2009, 2019).

Contrary to efficient contracting theory, managerial power theory posits that the pervasive influ-
ence of CEOs over corporate governance structures largely accounts for the observed inefficien-
cies in executive pay arrangements, including the decoupling of pay from performance (Bebchuk
and Fried, 2003, 2004; Murphy and Sandino, 2010). From this perspective, compensation consult-
ants are engaged to justify excessive remuneration levels and to camouflage or facilitate rent
extraction by CEOs, aiming to secure ongoing business and opportunities to sell additional ser-
vices to the firm (Bebchuk et al., 2002; Cho et al., 2020; Conyon et al., 2019; Crystal, 1991; Hsu
et al., 2014; Foreman and Howard, 2016; Grosse et al., 2020; Murphy and Sandino, 2010; Tadros
2018; Wade et al., 1997; Waxman, 2007).* This dynamic is presumed to persist even in scenarios
where the CEO does not directly partake in the selection of a compensation consultant, as the
implicit influence of the CEO over the remuneration committee — and consequently the decision to
reengage a compensation consultant — is enough to ensure compliance with the CEO’s preferences
(Bebchuk et al., 2002; Voulgaris et al., 2010).

2.1.2. The role of performance targets. Although firms can incorporate a wide spectrum of perfor-
mance targets, managerial power theory asserts that CEOs favour compensation contracts that
facilitate the concealment of rent extraction. This preference manifests in the inclusion of (overly)
easy performance targets and those that can be manipulated ex post (Abernethy et al., 2015;
Bachmann and Spiropoulos, 2023; Bebchuk et al., 2002; Bebchuk and Fried, 2003; Kenny 2017,
Morgenson, 2006; Morse et al., 2011; Qu et al., 2018). Accordingly, if given the choice between
market- or accounting-based performance targets, the two most common categories within the LTI
compensation component, CEOs will prefer accounting-based metrics as they can exert greater
influence over these outcomes (Abernethy et al., 2015; Healy and Wahlen, 1999; Kuang et al.,
2014; Leone and Rock, 2002).

Similarly, in the context of the STI, where performance targets may be financial or non-finan-
cial, CEOs are expected to prefer non-financial targets because these targets, unlike their financial
counterparts, are predisposed to managerial manipulation and rarely subject to public verification
(Ittner et al., 1997; Rajan and Reichelstein, 2009).° Furthermore, the inherent nature of non-finan-
cial targets renders them open to manipulation without sanction from external auditors and makes
historical and industry comparisons difficult (Eccles and Mavrinac, 1995).

In response to widespread criticism regarding the use of non-financial performance targets, both
the ASX Corporate Governance Council and a number of academic studies provide a framework
to guide the design of effective performance targets. These frameworks underscore the importance
for performance-based compensation to be tied to clearly defined targets that support a firm’s
objectives across both short- and long-term horisons, thereby aligning the interests of management
with shareholder value creation. A key attribute of a well-designed performance target is its meas-
urability (e.g. Bachmann et al., 2020; Bachmann and Spiropoulos, 2023; Hoppe and Moers, 2011;
Neely et al., 1997).% Specifically, non-financial targets should be linked to quantifiably precise
targets rather than vague terminology to avoid misuse and manipulation (Bachmann et al., 2020;
Bachmann and Spiropoulos, 2023; Neely et al., 1997; O’Connell and O’Sullivan, 2014). As Neely
et al. (1997) asserted, the absence of ‘an explicit target, which specifies the level of performance to
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be achieved and a time scale for achieving it, it is impossible to assess whether performance is
improving’ (p. 1138). This view is also consistent with the ‘SMART’ standard for setting corporate
objectives, specifically highlighting the importance of performance targets being specific and
measurable, in addition to attainable, relevance and timely (Doran, 1981).

2.2. Hypotheses development

In summary, the role of compensation consultants — whether as facilitators of efficient contracts or
enablers of CEO rent extraction — remains an ongoing debate. If compensation consultants devise
compensation contracts in alignment with the principles of efficient contracting theory, we propose
the following hypotheses:

Hla: There is a positive (negative) association between compensation consultants and quantitative
(qualitative and undefined) non-financial performance targets used in CEO STI compensation.

H2a: There is a positive (negative) association between compensation consultants and market-
based (accounting) performance targets used in CEO LTI compensation.

Conversely, should compensation consultants facilitate rent extraction efforts by CEOs, consist-
ent with managerial power theory, we articulate our alternative hypotheses as follows:

HIb: There is a negative (positive) association between compensation consultants and quantitative
(qualitative and undefined) non-financial performance targets used in CEO STI compensation.

H2b: There is a negative (positive) association between compensation consultants and market-
based (accounting) performance targets used in CEO LTI compensation.

If the expertise of compensation consultants enables firms to devise efficient compensation
contracts, changes in CEO wealth should be closely aligned with changes in shareholders’ wealth.
Hence, it is expected that firms receiving advice from compensation consultants will exhibit a
greater pay-for-performance relation, compared to firms that do not. In accordance with efficient
contracting theory, we formulate the following hypothesis:

H3a: There is greater pay-for-performance in firms that receive advice from a compensation
consultant compared to firms that do not.

Alternatively, if compensation consultants are swayed by the CEO’s influence, aiming to secure
repeat business or opportunities to cross-sell services, a lower pay-for-performance relation is
expected in firms that engage a compensation consultant, compared to firms that do not. Therefore,
under the managerial power hypothesis, we posit:

H3b: There is lower pay-for-performance in firms that receive advice from a compensation
consultant compared to firms that do not.

3. Research method

3.1. Data sources and sample selection

This study is based on a sample of ASX 500 firms over the period 2005-2019. We deliberately
focused on ASX 500 firms as they constitute approximately 90% of the aggregate
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market capitalisation of the Australian Securities Exchange (ASX), are more likely to disclose
performance targets in CEO compensation contracts and more frequently engage compensation
consultants compared to smaller firms (Grosse et al., 2020). Data pertaining to CEO compensation
and governance characteristics are sourced from the Connect4 database, while the economic char-
acteristics of firms are obtained from the DatAnalysis database. Detailed information regarding the
engagement of compensation consultants and the performance criteria of CEOs’ STI and LTI are
all hand collected from remuneration disclosures within firms’ annual reports.’

Table 1, Panel A, displays the sample selection process. We began by obtaining data on CEO
compensation from the Connect4 database, which comprises 4303 firm-year observations through-
out the sample period. For our analysis, we required information on (1) the CEO’s remuneration
contract and (2) whether the firm sought advice from a compensation consultant during the year.
Given the variability in reporting standards concerning these aspects, our analysis is confined to
firms that offer sufficient disclosure. Consequently, we initially excluded 1805 observations due to
absence of detailed information on the CEO’s compensation contract. This exclusion underscores
a limitation of our study, as we were unable to include firms that withhold this information.?
Subsequently, an additional 626 observations are excluded due to the lack of disclosure regarding
the use of compensation consultants during the year.? Last, we removed observations missing firm-
level data required for our control variables (432), resulting in a sample of 1441 firm-year observa-
tions which become the foundation for our empirical tests.

Our study examines the individual components of CEO compensation including both the STI
and the LTI. However, the degree of transparency in reporting these components varies across
firms. For example, within our data set, all 1441 firm-year observations provide details on the ex
ante STI ratio (i.e. maximum STI opportunity relative to fixed salary) available to the CEO; how-
ever, only 1121 of these observations provide specific information regarding the actual perfor-
mance targets included in the STI.

Similarly, although 1310 firm-year observations disclose the ex ante LTI ratio (i.e. maximum
LTI opportunity relative to fixed salary) available to the CEO, only 1176 observations actually
provide information on the performance targets included in the LTI. Consequently, our sample size
varies marginally across our various analyses depending on whether the STI or LTI compensation
component is being examined, as summarised in Panel B of Table 1.1°

Panel C presents the annual distribution of firms by financial year. The frequencies of observa-
tions increase towards the later sample years, though the sample is not dominated by any one year.
The increase in frequency could be explained by Australian reporting requirements that were intro-
duced in 2003 and later amended in 2011, prompting an improvement in reporting practices over
time (Clarkson et al., 2011).!! The use of compensation consultants remains relatively stable over
the sample period, while the frequency of Big 4 exhibits an increasing trend.

Panel D provides the industry distribution based on two-digit Global Industry Classification
Standard (GICS) classifications. The results highlight that no one industry dominates the sample.
The materials industry accounts for the greatest proportion of firms, constituting 19.71% of the
sample throughout the sample period, while the telecommunication services industry represents
the smallest proportion at 2.15%. This distribution is consistent across all subsamples and reflects
the composition of the Australian market (Bachmann et al., 2020; Matolcsy and Wright, 2007). We
also examined the prevalence of Big 4 accounting firms as compensation consultants across differ-
ent industries. The distribution is consistent with the full sample, indicating that the Big 4 market
dominance is not the result of specialisation in any particular industry.

Panel E lists the top 10 compensation consultants based on market share in our sample. In
total, 35 different compensation consulting firms appear at least once in our data set (not tabu-
lated). However, a much smaller number of these consultants account for much of the market. As
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Table 1. Sample construction.

Panel A: sample construction.

ASX500 firms from 2005 to 2019 from Connect4 database 4304
Less: Observations that do not disclose information on CEOs’ compensation contract (1805)
Less: Observations that do not disclose compensation consultant information (626)
Less: Observations with missing firm characteristic variables (432)

Observations where compensation structure can be observed

1441

Panel B: sample distribution by tests due to varying compensation disclosure.

Observations where compensation structure can be observed: 1441
Observations where

STl ratio can be

observed: 1441

Observations where

STI targets can be
observed: 1121

Observations where
LTI ratio can be
observed: 1310

Observations where

STl targets

can be

observed: 1176

Panel C: sample distribution by year.

Year Full sample Compensation consultant BIG4

N % sample N % of year N % of consultant
2005 35 243 23 65.71 0 0.00
2006 40 2.78 23 57.50 2 8.70
2007 47 3.26 30 63.83 2 6.67
2008 52 3.6l 33 63.46 3 9.09
2009 52 3.6l 30 57.69 4 13.33
2010 76 5.27 41 53.95 8 19.51
2011 82 5.69 47 57.32 20 42.55
2012 92 6.38 64 69.57 29 4531
2013 99 6.87 70 70.71 26 37.14
2014 120 8.33 79 65.83 28 35.44
2015 124 8.6l 76 61.29 28 36.84
2016 139 9.65 85 61.15 35 41.18
2017 156 10.83 95 60.90 44 46.32
2018 160 1.1 101 63.13 50 49.51
2019 167 11.59 103 61.68 51 49.52
TOTAL 1,441 100.00 900 330 36.67
Panel D: sample distribution by two-digit GICS classifications.
Industry Full sample Compensation consultant BIG4

N % N % N %

Energy 88 6.11 54 6.00 8 242
Materials 284 19.71 209 2322 72 21.82
Industrials 202 14.02 122 13.56 43 13.03
Consumer Discretionary 242 16.79 135 15.00 39 11.82
Consumer Staples 102 7.08 63 7.00 25 7.58
Health Care 9l 6.32 70 7.78 25 7.58
Financials 147 10.2 85 9.44 40 12.12
ILT. 97 6.73 35 3.89 6 1.82

(Continued)
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Table 1. (Continued)

Industry Full sample Compensation consultant BIG4

N % N % N %
Telecommunications 31 2.15 18 2.00 8 242
Utilities 33 2.29 25 2.78 16 4.85
Real Estate 124 8.6l 84 9.33 48 14.55
TOTAL 1,441 100 900 100 330 100

Panel E: top 10 consulting firms.

Consulting firm N % of Engagements
EY 198 22.00
PwC 97 10.78
Guerdon 90 10.00
Godfrey 84 9.33
Egan 74 8.22
Mercer 73 8.11
KPMG 44 4.89
Hay 43 4.78
3 Degrees 18 2.00
Crichton & Associates 13 1.44
TOTAL TOP 10 734 81.56

displayed in Panel E, the top 10 consultants service 81.56% of firms that engaged a compensa-
tion consultant in our sample. This is largely consistent with the findings of Grosse et al. (2020)
over a period of 4years from 2011 to 2015, although some small shifts have occurred in the
market share ranking of consultants. Contrary to the United States, where Big 4 accounting firms
service less than 3% of clients seeking compensation advice (Cai et al., 2016), two of the Big 4
are the largest providers in terms of market share within the Australian setting. Ernst & Young
(EY) alone accounts for 22% of the market for compensation consulting services, followed by
PricewaterhouseCoopers (PwC) at 11%.'? In fact, together with KPMG (4.89%) and Deloitte
(0.67%, not tabulated), the Big 4 accounting firms capture almost 40% of engagements in our
sample.

3.2. Research design

3.2.1. Association between compensation consultant use and performance targets. To explore the asso-
ciation between compensation consultant engagement and CEOs’ STI and LTI, the following
pooled logit or ordinary least squares (OLS) regression models are estimated, according to whether
the dependent variable is discrete or continuous, respectively:!?

Performance Target; , = o + B,Consultant; , + 3, g ZF irm Controls;

+ Bo_is ZGovemance Controls; , + Industry Fixed Effects M
+ Year Fixed Effects +¢;,
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Performance Target represents nine distinct components, five of which specifically relate to the
CEOQO’s STI: the ratio of bonus to fixed salary (S7/ Ratio); the relative weight placed on non-
financial performance targets (%6ST] NonFin); STI Quant, representing performance targets that
are quantifiable; ST/ Qual, representing performance targets that are qualitative in nature; S7/
Undefined, a category for observations where the firm has not specified the non-financial targets
used."* STI Quant, STI Qual and STI Undefined are indicator variables designed to capture the
spectrum of non-financial performance targets from the most to the least explicit, aligning with
theoretical frameworks established by prior research (e.g. Neely et al., 1997).

The remaining four components capture the conditions of CEOs’ LTI: the ratio of LTI to fixed
salary (LTI Ratio), the weights placed on market-based targets (%L7T] Market), the weights placed
on accounting-based targets (%LTI Accounting) and an indicator variable (L7/ RTSR) set to 1 if
the market-based target is relative total shareholder return, and zero otherwise. LT/ RTSR is incor-
porated as an alternative dependent variable to assess firms’ efforts to mitigate the impact of mar-
ket-wide factors on performance, which fall outside the CEO’s control. By evaluating a firm’s total
shareholder return in relation to its peers and acknowledging that similar market-wide factors
affect competitors to a similar degree, a relative performance targets helps avoid paying CEOs for
‘luck’. Definitions for all variables are provided in Appendix 1.

The primary independent variable of interest, Consultant, is an indicator variable equal to 1 if
the firm has engaged a compensation consultant during the year, and 0 otherwise.'> We did not
distinguish between firms seeking compensation consulting services versus remuneration advice,
following findings from Grosse et al. (2020) which documents no significant difference in the
impact of compensation consultants and remuneration advisors on CEO pay.

Given the large market presence of the Big 4 in the compensation consulting sector in Australia,
we refined the Consultant variable to distinguish between these consulting firms. Drawing from the
audit literature (e.g. DeFond et al., 2016; Lawrence et al., 2011), we expect that the comprehensive
resource base of the Big 4 — extending beyond compensation consulting — reduces their dependence
on any single client, thereby reducing the economic incentive to secure repeat business through cli-
ent appeasement (DeAngelo, 1981; DeFond et al., 2002, DeFond et al., 2016; Grosse et al., 2020).
Thus, Big4 is an indicator variable equal to 1 if the firm employs EY, PwC, KPMG or Deloitte as the
compensation consultant or advisor during the year, and 0 otherwise. For accurate comparison,
Consultant other is also included in the model, which is an indicator variable equal to 1 for firms
engaging compensation consultants other than the Big 4 accounting firms, and 0 otherwise.

Consistent with prior studies, control variables for economic characteristics expected to influ-
ence a firm’s preference for certain compensation contract were included (e.g. Bachmann et al.,
2020; Matolcsy and Wright, 2011). These include firm performance measured as return-on-assets
(ROA), firm size as the natural logarithm of total assets (/nSize), firm risk as the standard deviation
of return on assets over a 5-year period (stdROA), annual buy and hold stock return as a market-
based measure of firm performance (Refurn), debt-to-equity ratio to capture external monitoring
by large debt holders (Leverage), market-to-book ratio to capture firm growth (A/B) and liquidity
measured as the natural logarithm of operating cash flow scaled by total assets (/nCash). We also
controlled for common governance characteristics including the size of the remuneration commit-
tee (RemSize), the proportion of independent directors on the remuneration committee
(RemIndependent), the number of meetings held by the remuneration committee (RemMeetings),
as well as whether the CEO is a member of the remuneration committee (RemMember). CEO char-
acteristics including CEO tenure (CEO Tenure), the number of ordinary shares held by the CEO
divided by total shares outstanding (CEO Shares), as well as the proportion of fixed salary relative
to total compensation (CEO Salary) are also included. Finally, to control for temporal and industry
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variations not captured by other variables, we integrated both year and industry fixed effects into
our model.

3.2.2. Pay-for-performance relation. To examine H3, whether the pay-for-performance association is
different in firms that receive advice from a compensation consultant compared to firms that do
not, we estimated the following model:

CEO Pay,, = o + B, Consultant x ROA+ B,Consultant + B;ROA
+Bis ZF irm Controls; , + ,BHSZGovernance Controls; )
+ Industry Fixed Effects + Year Fixed Effcts +¢;,

The dependent variable, CEO Pay, captures the actual compensation realised by CEOs (i.e. pay
CEOs took home) and is measured several ways. First, Total Pay is the natural logarithm of the
total realised pay for the CEO of firm i in year z. Second, we examined realised variable pay
(Variable Pay), which encompasses earnings from both STI and LTI, calculated as the natural loga-
rithm of the CEO’s total pay less fixed components (such as salary, super, allowances and motor)
and options. We excluded options due to their potential to display negative values, since they are
not realised forms of pay. Third, we examined realised bonus pay, measured as the natural loga-
rithm of STI (ST). Finally, we included the natural logarithm of realised LTI (L77).'¢

We examined these compensation components separately due to the different types of perfor-
mance targets incorporated within STI and LTI, potentially leading to different pay-for-perfor-
mance dynamics. The independent variables of interest are the interaction terms between ROA and
the compensation consultant variables. If compensation consultants facilitate efficient contracting,
no significant difference in the pay-for-performance relation is expected relative to firms that do
not engage a compensation consultant. Conversely, if compensation consultants help camouflage
rent extraction, a diminished pay-for-performance relation is expected compared to firms that do
not engage a compensation consultant. We employed control variables as previously defined in
Model (1).

3.3. Descriptive statistics

Table 2, Panel A, displays the descriptive statistics for all variables used in our main analyses. The
control variables capturing relevant firm characteristics are generally consistent with prior litera-
ture indicating that our samples are comparable (e.g. Bachmann et al., 2020; Grosse et al., 2020).

Of'the dependent variables, the mean percentage of short-term incentives (S7/_Ratio) across the
entire sample is 94%. This indicates that, on average, CEOs in our sample are eligible for an STI
bonus of 0.94 times their base salary, with a maximum potential of 3 times their base salary. When
compared to the equity component of their pay (LT Ratio), equity, on average, forms a relatively
smaller proportion of compensation within the Australian setting. Specifically, the mean LTI is
equivalent to 0.73 times the base salary, though it reaches a maximum of 4 times base salary (Panel
A). The comparison of firms that engage a compensation consultant to those that do not (Panel B)
reveals that both the LT/ Ratio and STI Ratio are significantly greater in firms engaging compen-
sation consultants (85% and 98%, respectively) compared to firms that do not (54% and 87%).
This trend is also reflected in the CEO’s realised pay, indicating that CEOs in firms that engage
compensation consultants receive higher pay across all components.
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Table 2. Descriptive statistics.

Panel A: descriptive statistics for full sample.

N Mean Median St. Div. Min Max
Ex ante compensation variables
STI_Ratio 1441 0.94 0.90 0.56 0.00 3.00
%STI_Accounting 1121 0.62 0.60 0.23 0.00 1.00
%STI_NonFin 1121 0.38 0.40 0.25 0.00 1.00
STI_Qual 1121 0.56 1.00 0.50 0.00 1.00
STI_Quant 1121 0.53 1.00 0.50 0.00 1.00
STI_Undefined 1121 0.33 0.00 0.47 0.00 1.00
LTI_Ratio 1310 0.73 0.60 0.67 0.00 4.00
%LTI_Market 1176 0.57 0.50 0.34 0.00 1.00
LTI_RTSR 1176 0.41 0.00 0.491 0.00 1.00
%LTI_Accounting 1176 0.40 0.50 0.35 0.00 1.00
%LTI_NonFin 1176 0.03 0.00 0.12 0.00 0.33
Ex post (realised) compensation variables
Total pay (000) 1441 2033.50 1464.51 1687.30 105.75 13,600.00
Total pay 1441 14.20 14.20 0.85 9.61 16.42
Variable pay (‘000) 144] 989.62 560.00 1232.70 0.00 11,300.00
Variable pay 1441 11.96 13.24 4.16 0.00 16.24
STI (000) 1441 561.80 323.93 638.40 0.00 4281.90
STI 1441 10.71 12.70 5.01 0.00 15.27
LTI (‘000) 1441 427.90 16.97 836.42 0.00 8962.80
LTI 144| 12.89 13.01 1.41 0.00 16.01
Consultant variables
Consultant 144| 0.62 1.00 0.48 0.00 1.00
Big4 1441 0.23 0.00 0.42 0.00 1.00
Consultant_other 1441 0.40 0.00 0.49 0.00 1.00
Control variables
ROA 1441 0.08 0.07 0.05 0.01 0.20
InSize _, 1441 20.89 20.80 1.55 18.13 23.65
Total Assets (‘000,000) 1441 4830.00 1080.00 14,200.00 11.60 197,000.00
stdROA _, 1441 0.04 0.02 0.04 0.0l 0.14
Return _, 1441 0.17 0.10 0.39 -0.45 1.13
Leverage ., 1441 0.48 0.38 0.47 0.00 1.79
M/B 1441 2.61 1.82 2.11 0.59 8.62
InCash _, 1441 2.44 2.39 0.69 3.89 1.25
Cash (000,000) 1441 338.00 106.00 1010.00 0.11 25,000.00
RemSize 1441 3.62 1.01 2.00 6.00 3.62
Remindependent 1441 0.80 0.27 0.00 1.00 0.80
RemMeetings 1441 4.00 1.67 1.00 7.00 4.00
RemMember 1441 0.10 0.30 0.00 1.00 0.10
CEO Tenure 1441 5.63 4.44 1.00 17.00 5.63
CEO Shares 1441 0.02 0.04 0.00 0.14 0.02
CEO Salary 1441 0.53 0.50 0.18 0.27 0.92

(Continued)
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Table 2. (Continued)

Panel B: univariate analysis.

Consultant=0 Consultant= | Difference t.stat.
N Mean N Mean
Ex ante compensation variables
STI_Ratio 541.00 0.87  900.00 0.98 =0. | [#F* (-3.61)
%STI_NonFin 382.00 0.35 739.00 0.39 -0.05%* (-2.91)
STI_Quant 382.00 0.35 739.00 0.55 -0.07* (-2.28)
STI_Qual 382.00 0.49 739.00 0.60 =0. | [#F* (-3.54)
STI_Undefined 382.00 037  739.00 0.31 0.06 (1.96)
LTI_Ratio 474.00 054  836.00 0.85 =0.3 ¥ (-8.89)
%LTI_Market 389.00 046  787.00 0.54 —0.08%** (-3.70)
LTI_RTSR 389.00 0.27  739.00 0.47 —0.20%* (-6.58)
%LTI_Accounting 389.00 032  787.00 0.36 -0.04 (-1.95)
Ex post (realised) compensation variables
Total pay (‘000) 541.00 1,516.94  900.00 2,342.73 -825.79 (-9.152)
Total pay 541.00 13.89  900.00 14.39 -0.50%  (-11.08)
Variable pay (‘000) 541.00 661.53 900.00 1,186.04 —524. 5%k (=7.90)
Variable pay 541.00 11.31 900.00 12.34 = 1.04%¥* (—4.56)
STI (‘000) 541.00 406.86  900.00 654.49 —247 .62 (-7.17)
STI 541.00 10.17  900.00 11.93 -0.865 (-3.15)
LTI (“000) 541.00 254.66  900.00 531.55 —276.89%F* (-6.09)
LT 541.00 1239  900.00 13.13 —0.74%%* (-6.82)
Consultant variables
Consultant 541.00 0.00  900.00 1.00 =1 ()
Big4 541.00 0.00  900.00 0.37 —-0.37%  (=17.69)
Consultant_other 541.00 0.00 900.00 0.63 -0.63¥%  (-30.54)
Control variables
ROA 541.00 0.09 900.00 0.08 0.0 |#¥* (3.46)
InSize ,_, 541.00 20.33 900.00 21.22 -0.88%F  (-10.92)
Total Assets (‘000,000)  541.00 3,020.00  900.00 5,920.00 —2,894.0 | ##* (-3.77)
stdROA 541.00 0.04  900.00 0.03 0.0 |#¥* (3.82)
Return _, 541.00 0.19 900.00 0.15 0.04 (1.95)
Leverage , , 541.00 0.40  900.00 0.54 —0. | 4% (-=5.68)
M/B ., 541.00 2.73 900.00 2.53 0.20 (1.70)
InCash _, 541.00 2.38 900.00 2.47 0.09* (2.4)
Cash (‘000,000) 541.00 223.00  900.00 408.00 —184.60%+* (-3.37)
RemSize 541.00 340  900.00 3.76 -0.35 -6.24
Remindependent 541.00 0.76 900.00 0.82 -0.06 -5.44
RemMeetings 541.00 3.38  900.00 4.38 -1.02 -11.60
RemMember 541.00 0.11 900.00 0.10 0.01 1.02
CEO Tenure 541.00 5.87  900.00 5.48 0.40%* (1.65)
CEO Shares 541.00 0.02  900.00 0.01 0.0 | (7.66)
CEO Salary 541.00 0.58  900.00 0.50 0.08*#* (7.94)

Panel A of this table presents the descriptive statistics of all variables used in the main results. Panel B presents the
univariate analysis of these variables, splitting the sample by firms which engaged a compensation consultant during the
year and those firms that did not engage a compensation consultant during the year. **p < 0.01; **p < 0.05; and

*» < 0.1.
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Figure |. Visual representation of the types of performance targets within the LTI component that are
directly linked to accounting numbers. Firms can use more than one, as a result, these are not mutually
exclusive categories.

Regarding the STI, firms utilise a mixture of financial and non-financial performance measures.
Panel A highlights that, on average, 38% of the potential STI payout for CEOs is predicated on
non-financial performance targets (%STI NonFin)."” Panel B shows that firms engaging compen-
sation consultants demonstrate a slightly higher percentage (39%) compared to firms that do not
(35%). These firms also exhibit a higher propensity to incorporate quantitative performance targets
(STI _Quant: 55% vs 35%) and a lower likelihood of incorporating undefined performance targets
(STI _Undefined: 31% vs 37%).

Within the LTI component, performance targets can be differentiated between market-based,
accounting-based, and a very small proportion of non-financial targets. As illustrated in Panel B,
firms engaging compensation consultants weight a greater proportion of LTI towards market-based
(%LTI Market: 54%) and accounting-based (%LTI_Accounting: 36%) targets than firms without
compensation consultants (46% and 32%, respectively). These initial insights suggest that com-
pensation consultants can play a significant role in shaping a company’s compensation policies and
practices.

Within the category of market-based performance targets, most firms tic compensation to
achieving a specified total shareholder return (TSR) (62%, not tabulated), while the rest adopt rela-
tive TSR (RTSR) (38%, not tabulated), which captures a firm’s relative performance ranking
within a selected peer group of firms. These results are consistent with prior studies examining the
US setting (Abernethy et al., 2015; Ittner et al., 2003).

When it comes to accounting-based targets within LTI, a diverse array of targets are employed.
Although we did not examine these more closely in our multivariate analysis, Figure 1 depicts the
most used targets.'® Among firms incorporating accounting-based performance targets, EPS
(Earnings Per Share) is the predominant metric, employed by 63.7% of firms that use accounting
metrics. This result is consistent with prior studies examining performance targets within the US
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Figure 2. Visual representation of the market for compensation consultants over time.

setting (e.g. Abernethy et al., 2015; Ittner et al., 2003). Profitability ratios (such as return on equity)
are the second most prevalent accounting metric (26.0%), followed by a limited use of cash flow
targets such as free cash flow or funds from operations (3.6%), profit targets such as net profit after
tax (2.3%) and revenue targets (2.3%).

The primary independent variable in this study is Consultant. As illustrated in Panel A of
Table 2, on average, 62% of firms within our sample engage a compensation consultant.!® This
representation is larger than that documented by Grosse et al. (2020), who found that 37.6% of
their sample engage either a compensation consultant or advisor.?’ This difference likely reflects
the inclusion of large listed firms within our sample as well as a longer sample period. The pro-
portion of firms that do not engage a compensation consultant make up a greater proportion in
the Australian setting compared to the United States and United Kingdom (e.g. Armstrong et al.,
2012; Cadman et al., 2010; Chu et al., 2018; Conyon et al., 2019). Control variables capturing
the economic characteristics of firms are largely in agreement with the extant literature (e.g.
Conyon et al., 2019).

Panel B provides a univariate analysis between firms that engaged a compensation consultant
and those that did not, indicating that in instances where a compensation consultant was engaged,
37% were engagements with a Big 4 firm. Figure 2 demonstrates that, over the sample period, the
frequency with which firms sought advice from compensation consultants has remained relatively
stable, though the tendency to engage a Big 4 consultant has seen a gradual increase. It is worth
noting that the obligation to disclose the identity of the compensation consultant did not come into
effect until 1 July 2011, a factor contributing to the observable surge in disclosures following the
implementation of this regulation.?!

Table 3 displays the correlation matrix for all variables used in our main analysis. Consultant is
positively and significantly associated with ST/ Quant and %LTI Market, and negatively associ-
ated with STI Undefined, providing initial support for Hla and H2a. No large correlations exist
between variables used in the same analysis.
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4. Empirical results

4.1. Performance targets used in CEO compensation contracts

Table 4 reports the results of estimating Model (1), which examines the association between com-
pensation consultants and the various performance targets used in CEOs” STI.

Focusing on the consultant variables (Consultant, Big4, and Consultant other), the results in
Table 4 suggest that firms engaging Big 4 accounting firms have different compensation arrange-
ments compared to firms that engage other compensation consultants and firms that do not engage
compensation consultants at all. Specifically, when considering non-financial targets on a spectrum
from least to most explicit, Big 4 firms are less likely to incorporate undefined and qualitative
targets (f=0.427, p<0.05; p=-0.280, p <0.10), and more likely to include quantifiable targets
(B=0.511, p<0.01) (Columns (6), (8) and (10)). This approach aligns with the ASX Corporate
Governance Council’s guidelines and is consistent with the principles of efficient contracting the-
ory (H1a). Such patterns are not evident in firms engaging other compensation consultancy firms.

These results are consistent with the findings reported in Grosse et al. (2020), suggesting a ten-
dency among Big 4 accounting firms to mitigate CEO overcompensation relative to other compen-
sation consultants, a finding of particular significance given the existing literature’s lack of
consensus on the influence of compensation consultants on CEO compensation arrangements.

Table 5 focuses on the LTI component of CEO compensation, showing significant differences
across the types of compensation consultants. First, consistent with evidence from prior research
(e.g. Armstrong et al., 2012; Cadman et al., 2010; Grosse et al., 2020; Murphy and Sandino, 2010),
we found that compensation consultants are associated with greater ex ante LTI compensation, as
shown in Column (1). This effect is pronounced for Big 4, as shown in Column (2) (p=0.086,
p<0.05). Moreover, the Big 4 assign a greater proportion of the LTI towards market-based perfor-
mance targets (B=0.077, p <0.05), which are less susceptible to manipulation (Abernethy et al.,
2015), and are more likely to use relative total shareholder return (L7/ RTSR) as the market-based
performance target (B=1.522, p<<0.01). RTSR, as a performance target, is designed to mitigate
paying CEOs for luck by adjusting for broad economic and industry-specific cycles, thereby focus-
ing on company-specific achievements. We found no significant result on the weighting towards
accounting-based targets, consistent with prior evidence examining accounting-based hurdles in
stock options (Qu et al., 2018).2? Collectively, the results in Table 5 provide support for H2a, but
specifically within the context of the Big 4 firms. When considered alongside the results reported
in Table 4, on average, Big 4 accounting firms appear to encourage more efficient contracting
practices between firms and CEOs, distinguishing them from other compensation consulting
providers.

4.2. Pay-for-performance

Table 6 displays the results of estimating Model (2), which examines any variance in the pay-for-
performance relation between firms that engage compensation consultants and firms that do not.

First, it is worth noting that ROA is positive and significant across all compensation compo-
nents, indicating that ROA, as expected, significantly influences realised pay by CEOs. This effect
is largely driven by the LTI component, as evidenced by the large coefficients (f=4.098, p <0.01
and B=1.907, p <0.05 in Columns (7) and (8), respectively).

Our key variables of interest are the interaction terms between ROA and the different consultant
variables. If compensation consultants facilitate efficient CEO compensation contracts, changes in
CEO wealth should be positively related to changes in firm performance (and therefore shareholder
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Table 5. Association between compensation consultants and LTI compensation.

Dependent (1) @ ) ) ) ® ™ ®
variables
LTI_Ratio %LTI_Market LTI_RTSR %LTI_Accounting
Consultant 0.079** 0.035 0.790%+* 0.035
(2.056) (0.884) (2.723) (1.140)
Big4 0.086%** 0.077%* 1.522%%% 0.014
(2.075) (2.078) (3.178) (0.373)
Consultant_other 0.066 0.014 0.502 0.045
(1.339) (0.453) (1.281) (1.406)
ROA , -0.555* -0.555* 0.737%* 0.726%%  3.470 3.432%* =0.211 -0.207
(-1.891)  (-1.891) (2.896) (3.051) (1.514) (2.039) (-0.914) (-0.896)
InSize ,_, 0.122%%F  0.124%*  0.018 0.014 0.328** 0.262 0.016 0.017
(7.457) (7.361) (1.289) (1.070) (2.527) (1.204) (1.214) (1.344)
stdROA 0.812 0.807 2.029%  2.066%* 7514 7.050 —1.317%F  —| 344%kk
(1.376) (1.367) (5.497) (4.409) (1.499) (1.104) (-2.792) (-2.844)
Return _, 0.073 0.073 -0.021 -0.018 0.156 0.205 0.004 0.003
(1.543) (1.531) (-0.620)  (—0.480) (0.421) (0.969) (0.108) (0.067)
Leverage -0.014 -0.014 0.050 0.049 -0.013 -0.008 —-0.045 —-0.043
(-0.326)  (-0.325) (1.740) (1.474) (—0.037) (-0.015) (—1.358) (-1.307)
M/B _, 0.005 0.005 —0.044*%  —0,044** —0.300%*  —0.30]** 0.027%%¢ 0,027
(0.465) (0.447) (-4.293) (-4.367) (—3.080) (-2.411) (2.692) (2.668)
InCash _, 0.088***  0.088*F —0.053**  -0.052** -0.124 -0.073 0.042* 0.042*
(2.826) (2.834) (-2.147)  (-2.209) (-0.528) (-0.223) (1.736) (1.734)
RemSize -0.007 -0.007 0.009 0.008 0.054 0.025 0.006 0.007
(-0.431)  (-0.426) (0.864) (0.647) (0.463) (0.133) (0.518) (0.558)
Remindependent 0.097 0.098 0.185%#F  Q,]84*** |.878#F* |.834##* 0.090* 0.090*
(1.447) (1.451) (4.994) (3.537) (4.258) (4.276) (1.700) (1.715)
RemMeetings 0.031*# -0.015 0.007 0.059 0.173%* -0.383 0.004 -0.016
(2.629)  (-0.290) (0.878) (1.548) (2.118) (-0.587) (0.500) (-0.435)
RemMember -0.015 0.031#  0.057%*  0.006 —-0.405 0.186** -0.015 0.005
(—0.286) (2.634) (3.208) (0.712)  (-0.857) (2.360) (—0.396) (0.559)
CEO Tenure =0.013% —0,013** -0.006** —0.006** -0.073** -0.073 0.000 0.000
(-3.207) (-3.214)  (-2.260) (=1.977)  (-2.274) (=1.133) (0.042) (0.055)
CEO Shares —1.550*%F*  —| 545%%F  -0.673 -0.738 —-13.136%  —13.164 -0.781 -0.751
(—2.646) (-2.634)  (—1.640) (-1.398) (-2.460) (-1.490) (-1.296)  (—1.246)
CEO Salary —0.702%F  —=0.701%F —Q.177% —0Q,|78%FF —].826*%FF  —] 903* 0.011 0.013
(—8.873) (-8.851) (—3.002) (-3.116) (-2.817) (=1.790) (0.162) (0.192)
Constant —1.568%* —| 6%  0.242 0.368 =7.410%* —4.842 -0.498* -0.555*
(—4.073) (—4.055) (0.857) (1.222) (-2.461) (—1.047) (-1.657) (-1.815)
Year controls YES YES YES YES YES YES YES YES
Industry controls YES YES YES YES YES YES YES YES
Observations 1,310 1,310 1,176 1,176 1,176 1,176 1,176 1,176
Adjusted R? 0312 0311 0.192 0.196 0.171 0.171
Pseudo R? 0.286 0.302

This table presents the pooled logit and OLS regression results for Model (1) which examines the association between compensation
consultants and the following dependent variables: LTI_Ratio; %LTI_Market, LTI_RTSR and %LTI_Accounting. Variable definitions are
provided in the Appendix |. Observations vary across tests due to missing compensation information and/or compensation consultant
data. All control variables are winsorised at the top and bottom |%.

Two-tailed test of significance: ***p < 0.01; **p < 0.05; and *p < 0.1.
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Table 6. Compensation consultants and pay-for-performance.

Dependent M 2 3) “) ®) (6) @) ®)
variables
Total Pay Variable Pay STl LTI
Consultant x ROA,  —1.554%* —0.755% 1.040 —|.550%%*
(-2.271) (-1.812) (1.316) (-2.606)
Big4 x ROA, -1.607 0.635 0.897 -0.254
(-1.6l1) (1.232) (0.885) (-0.631)
Consultant_other -1.039* —1.63%* -1.810*% —2.093%**
x ROA, (-1.830) (-2.098) (=1.919) (-2.291)
Consultant 0.200%#* 0.084 -0.022 0.147%#*
(3.198) (1.349) (-0.280) (2.824)
Big4 0.124 0.162%* -0.073 0.190*
(1.495) (2.442) (-0.567) (1.978)
Consultant_other 0.091 -0.014 0.075 0.077%
(1.518) (-0.261) (0.496) (1.944)
ROA 2,432k 2.435%k 2.299k 2.010%  0.740% 2.280%* 4,098 1.907##%
(3.652) (5.130) (4.905) (5.411) (1.656) (2.866) (6.940) (3.566)
InSize 0.364%H* 0.339%#* 1,023k 1.003#FF  0.436%%F  0.400%%*  |.Q] 5%+ 1.0 4%
(23.788) (18.502)  (122.227) (72.294) (23.947)  (10.383)  (78.516) (57.888)
stdROA , -0.385 -1.085 | 480k 0.858%* —-0.564 -0.825 | . 7465 1.483*
(-0.650) (-1.517) (4.046) (1.775) (-1.070)  (-0.771) (3.482) (2.205)
Return , -0.057 0.070 —0.4| 2% 0.033 —-0.092%%  -0.025 -0.415%  0.023
(—1.432) (1.342) (-9.021) (0.783) (-3.229) (-0.317) (-11.703) (0.376)
Leverage , 0.046 0.026 0.038 -0.418% -0.038 -0.035 0.006 —0.426%**
(1.063) (0.509) (0.915)  (=11.114) (-0.677) (-0.617) 0.161) (—4.442)
M/B 0.038%#* 0.025* -0.090%%*  —0,084*%*  0.041*  0.030%* —0.107*% —0.085%**
(3.720) (1.910) (-10.563) (-9.628) (3.813) (2.700) (-11.281) (-5.096)
InCash | 0.021 0.008 0.035 0.025 0.090**  -0.000 0.015 0.047*
(0.676) (0.233) (1.037) (1.142) (2.693)  (-0.005) (0.584) (2.186)
RemSize, -0.027* -0.009 0.005 0.010 0.025 -0.003 0.003 0.001
(-1.817) (-0.550) (0.521) (0.748) (1.217)  (-0.076) (0.274) (0.092)
Remindependent, 0.187%#* 0.148%  —0.117* -0.165%  0.007 0.324%%  —0,102*%  —0.109
(3.147) (2.295) (=1.956) (-3.315) (0.085) (3.413)  (-2.256) (—1.666)
RemMeetings, 0.013 0.029%=  0.020%* 0.013 -0.002 -0.001 0.015%* 0.016
(1.332) (2.759) (2.461) (1.383) (-0.182)  (—0.060) (1.998) (1.273)
RemMember, -0.009 —-0.041 -0.064 -0.091* -0.076 -0.104%  —-0.101**  —0.089*
(-0.198) (-0.690) (-1.283) (—1.847) (-1.238) (-1.966) (—2.435) (-1.951)
CEO Tenure, 0.028%#* 0.027*#%  0.006* 0.007* 0.014%=  0,020%* 0.012%=  0.009%*
(7.515) (5.841) (2.093) (1.914) (3.458) (2.564) (3.598) (2.333)
CEO Shares, —|.754%0% =3 269%kk  —0.495 -0.238 -0.062 -0.615%  —.168%  —0.255
(-3.024) (-4.323) (-1.259) (-0.866) (-0.208)  (-2.021) (-2.268) (-1.287)
CEO Salary —1.283%  —09]6**  —0.163* -0.082 —1.685%% —| 742%  —0.045 -0.033
(-20.810) (-12.617) (-1.827) (-0.848) (-14.934) (-3.052) (-0.888) (-1.018)
Constantt 6.992% ¢ 7.171%% —0.876%  —-0.440 4.528%% 4,947k —097 |k —0.7]2%
(19.980) (16.867) (-3.877) (-1.353) (10.737) (5.855) (-3.217) (-1.847)
Observations 1,441 1,441 1,441 1,441 1,441 1,441 1,441 1,441
Adjusted R? 0.754 0.774 0.965 0.970 0.619 0616 0.968 0.968

This table presents the pooled logit and OLS regression results for Model (2) which examines the pay-for-performance association and
includes the following dependent variables: Total Pay, Variable Pay, STI, LTI. Variable definitions are provided in the Appendix I. All control

variables are winsorised at the top and bottom |%.

Two-tailed test of significance: ***p <0.01; **p <0.05; and *p <0.1.
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wealth). Notably, when focusing on compensation consultants in general, negative coefficients are
observed on the interaction terms in relation to total, variable, and equity pay (Columns (1), (3), and
(7)), which suggest that factors other than firm performance may be influencing realised pay.

Interestingly, this pattern is predominantly attributed to compensation consultants outside the
Big 4 accounting firms. This result is consistent with findings from Table 5, which highlighted a
tendency among the Big 4 to avoid performance targets that are subject to managerial influence
and to favour more market-based and relative performance targets in the LTI component.
Consequently, it is not surprising that firms receiving remuneration advice from consulting firms
other than the Big 4 exhibit a diminished pay-for-performance relation. Overall, these results sug-
gest a lower pay-for-performance relation in firms engaging non-Big4 compensation consultants,
providing support for H3b. Taken together, these results suggest that compensation consultants
differ in their recommendations with respect to CEO compensation contracts.

5. Additional analysis and robustness checks

5.1. Addressing endogeneity

Acknowledging the potential endogeneity of compensation consultant engagement due to firms’
economic characteristics, we employed entropy balancing to address these concerns. This method
ensures that observations are matched such that they differ in their engagement of a compensation
consultant (or a Big 4 firm), but are otherwise comparable in terms of industry, year and economic
characteristics. Accordingly, we can more accurately attribute any differences in the design of CEO
compensation to the use of a compensation consultant (or Big 4 firm) rather than to other covari-
ates (Armstrong et al., 2012).

Table 7, Panel A, presents an overview of the various control variables after entropy balancing.
All controls are consistent across the subsamples after matching. Panel B provides results of esti-
mating Model (1), which examines the association between compensation consultants and STI,
while Panel C provides the results of the LTI component. Overall, the findings across both Panels
B and C are consistent with our main results presented in Tables 4 and 5, affirming the robustness
of our conclusions.

An alternative method to address endogeneity is a 2-stage Heckman estimation. Cadman et al.
(2010) applied this method in the US setting, using the number of reported business segments as
the instrumental variable to proxy for firm complexity. However, given the challenges in obtaining
such data within the Australian setting due to limited disclosures, we followed Bachmann et al.
(2020) and use a firm’s choice of auditor as an alternative instrumental variable. This decision is
premised on the expectation that the decision to hire a Big 4 accounting firm to audit the financial
statements, influences the selection of a Big 4 accounting firm as the compensation consultant. As
illustrated in Table 7, Panel C, the results remain largely consistent with our main findings reported
in Tables 4 and 5.7

5.2. Additional tests

5.2.1. Regulatory changes. It could be that amendments to the Australian Corporations Act, aimed
at enhancing compensation disclosure transparency and scrutiny, resulted in changes to the way
CEOs were compensated. These regulatory changes came into effect on 1 July 2011, therefore we
repeated our analyses on subsamples of firms before and after the year 2011. Results (not tabu-
lated) remain largely consistent with our main findings, even in the post-legislation environment
and after we re-estimated our analyses using entropy balanced subsamples.?*
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5.2.2. Opinion shopping. We considered the possibility that our results may be driven by firms engag-
ing in ‘opinion shopping’ among compensation consultants to secure favourable compensation
arrangements (Grosse et al., 2020). This may be the case when firms receive advice from multiple
compensation consultants in the same financial year. We repeated our analyses after excluding 151
firm-year instances where multiple compensation consultants were engaged. Results (not tabulated)
remain consistent with our main findings. Another approach to address these concerns is to examine
changes in compensation arrangements for firms that switched to engaging a compensation consult-
ant after a period of not engaging one, or firms that switched between compensation consultants.
However, due to a very limited sample size, we were unable to perform this additional analysis.

5.2.3. Pay for luck. We extended our examination of pay-for-performance dynamics by estimating
Model (2) with a relative-based performance target (BEAT ROA) to assess whether firms outper-
form their industry averages. This approach aims to address concerns around compensating CEOs
for external factors beyond their control (i.e. pay for ‘luck’). To measure relative performance, we
grouped firms into industry-year-size portfolios using the median value of total assets within each
industry-year. BEAT ROA is equal to 1 if ROA of firm i in year ¢ is greater than the industry-size
mean ROA, and 0 otherwise. We replaced ROA in Model (2) with BEAT ROA. The results (not
tabulated) are consistent with our main findings reported in Table 7. We found no significant asso-
ciation on the interaction between BEAT ROA and consultant apart from LTI where it is negative
and significant (B=-0.152, p <0.01). This result is driven by non-Big 4 consultants which exhibit
a negative coefficient on the interaction term with BEAT ROA for LTI (=-0.228, p<0.01). Big
4 consultants, however, demonstrate no significant differences from firms that do not engage a
compensation consultant.

5.2.4. Market leader effect. Given EY and PwC are the largest two providers of remuneration
advice in our sample, it could be that the results on Big 4 accounting firms are capturing a ‘market
leader’ effect among compensation consultants. To examine whether this is the case, we repeated
our analyses for the third largest provider of remuneration advice, Guerdon Associates, which has
a similar market share to PwC (10.00% and 10.78%, respectively). Results (not tabulated) show
that Guerdon Associates behaves the same as other non-Big 4 consultants in our sample, despite
having a market share similar to PwC. These results suggest that Big 4 accounting firms behave
differently to other compensation consultants of a similar size (number of engagements) and con-
firm the conclusions from our main analysis.

6. Conclusion

We examined the types of performance targets associated with compensation consultants and
whether differences exist in the pay-for-performance relation between firms that engage compen-
sation consultants and those that do not. Based on a sample of ASX 500 firms that provide detailed
disclosures on CEO STI and LTI compensation, we documented diversity in remuneration prac-
tices between firms that receive advice from Big 4 compensation consultants and those that do not.

Big 4 accounting firms appear to recommend remuneration packages that adhere to measurable and
explicit targets within CEOs’ STI, thereby adhering to recommendations by the ASX Governance
Council and frameworks provided in the academic literature. Within the LTI component, Big 4
accounting firms are also more likely to incorporate market-based performance targets that are aligned
with shareholder wealth and less likely to be manipulated ex post. This includes greater use of relative
total shareholder return as a performance target, which reduces the propensity to pay CEOs for luck
(i.e. market- or industry-wide factors affecting performance that are outside of their control).
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The insights derived from our study hold relevance for regulators and academics, offering a
nuanced understanding of the role of compensation consultants in facilitating efficient contracting.
The observed variance among compensation consulting firms underscores the potential influence
of a consultant’s reputational capital on the efficacy of CEO compensation contracts and highlights
a potential explanation for mixed findings in the extant literature regarding the effect of compensa-
tion consultants on CEO pay.

Notwithstanding, we acknowledge a limitation of our study, particularly concerning the sam-
ple’s reliance on firms providing comprehensive CEO compensation disclosures, which may
restrict the generalisability of the findings. Accordingly, we are unable to comment on firms that
withhold this information. Future research may wish to replicate our study in different institutional
settings and markets to determine whether our findings in relation to Big 4 accounting firms hold,
particularly in the United Kingdom where these firms account for approximately 20% of engage-
ments (Conyon et al., 2019). There is also scope to examine the effects and drivers of changes in
the engagement of compensation consultants in settings that provide adequate variation, as well as
empirically examining the consequences of having the same consulting firm provide both audit
services and compensation advice (e.g., Tadros and Poljak 2019), or the implications of engaging
more than one compensation consultant at a time. Last, given Big 4 accounting firms appear to
facilitate efficient compensation arrangements, scholars may wish to investigate market reactions
to initial engagements of Big 4 accounting firms as compensation consultants to determine whether
the market perceives the quality-of-service provision to be value enhancing.

Key practical and research implications

e The market for compensation consulting services in Australia is concentrated with
approximately 40% of ASX500 firms employing one of the Big 4 accounting firms as their
compensation consultant or advisor between the years 2005 and 2019.

e Firms that engage a Big 4 accounting firm incorporate different types of performance targets in
CEOs’ compensation contracts compared to firms engaging other compensation consultants
providing a potential explanation for mixed findings in the extant literature regarding the effect
of compensation consultants on levels of CEO pay. This highlights the importance of a nuanced
treatment of these firms in academic research.

e Firms engaging a Big 4 accounting firm for compensation consulting services are more likely to
adopt explicit non-financial targets that are quantifiable and clearly defined within the CEO’s
short-term incentive plan and more likely to incorporate relative performance targets that
help mitigate pay for ‘luck’ within the long-term incentive plan. These types of targets are less
susceptible to manipulation ex post therefore encourage efficient contracting.

e Future research may wish to replicate our study in different institutional settings and markets
where the Big 4 accounting firms represent a smaller proportion of the market as well as
examining the consequences of having the same consulting firm provide both audit services and
compensation advice or the implications of engaging more than one compensation consultant at
a time.
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Notes

1.

Chief Executive Officer (CEO) compensation can be separated into three categories: a non-incentive-
based component in the form of an annual fixed salary, short-term incentive-based components such
as cash or a combination of cash and restricted stock (collectively referred to as STI in this study) and
long-term equity-based components such as stock options or performance rights (collectively referred to
as LTT in this study).

Cadman et al. (2010), Armstrong et al. (2012) and Chu et al. (2018) similarly found that approximately
90% of publicly listed US firms use compensation consultants. This proportion is comparable in the
United Kingdom when considering only large firms included in the FTSE 100 (94.6%) or FTSE 250
(86.9%) (Conyon et al., 2019); however, when including the FTSE Small Cap (collectively covering
the top 619 listed firms on the London Stock Exchange), the proportion (72%) is similar to our setting
(Conyon et al., 2019).

‘Pay for luck’ refers to the practice of rewarding CEOs for performance driven by economic factors
rather than idiosyncratic factors. For example, rewarding a CEO when performance improves due to
increases in prices of commodities that the firm sells, or when foreign exchange rates move in such a way
that sales increases significantly and so on. Using relative performance evaluation or longer evaluation
periods can help smooth out these influences.

Murphy and Sandino (2010) examined the cross-selling hypothesis in the United States by identify-
ing consultants who also serve as the company’s actuary, and in Canada through mandated disclosures
which separate out compensation consulting services from other services received by the same provider.
Building on this notion, Cho et al. (2020) used fees paid for each type of service that became available
in the United States after 2009. Murphy and Sandino (2010) found a positive association between other
services provided and levels of CEO pay, while Cho et al. (2020) found no association when fees for
other services are higher, but a positive association when fees for compensation advice are higher than
expected. The results of Cho et al. (2020) mirror those of Grosse et al. (2020) within the Australian set-
ting, providing some support for the repeat business incentive but not cross-selling.

We acknowledge that financial performance targets can encourage CEOs to engage in earnings manage-
ment. However, CEOs face higher risk in managing earnings compared to incorporating easy-to-achieve
non-financial performance targets in their compensation contracts. This is because financial performance
targets face scrutiny by both audit committees and auditors and any manipulations reverse in subsequent
years making earnings management unsustainable.

The Corporate Governance Principles and Recommendations were first introduced in 2003. A second
edition was published in 2007 and a third in 2014. The fourth edition took effect 1 January 2020.

Under Section 300A(h) of the amended Corporations Act 2001, if a compensation consultant made a
remuneration recommendation in relation to any key management personnel in the company including
the CEO, the company must, among other requirements, disclose the name of the compensation consult-
ant, an overview of the work completed relating to the remuneration recommendation and statements
from both the compensation consultant and Board of Directors confirming the independent nature of the
recommendation.

We conducted a t-test on common control variables that capture the economic characteristics of the
firm to assess whether there are systematic differences between firms that disclose and those that do not
disclose sufficient compensation data (not tabulated) and find that some characteristics are considered
to be statistically different between disclosing and non-disclosing firms. As anticipated, disclosing firms
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19.

20.

21.
22.

are (on average) a bit larger than non-disclosing firms, disclosing firms have marginally higher board
independence, and remuneration committees of disclosing firms meet more frequently than those of non-
disclosing firms. Consistent with managerial power theory, CEOs of non-disclosing firms have higher
shareholdings than disclosing firms. We recognise that this is a limitation of our study and encourage
future research to explore the drivers of disclosure in more detail.

It is possible to interpret non-disclosure as firms not having received advice from a compensation con-
sultant. Accordingly, we conducted additional tests where we treated these 626 observations as having
not received advice from a compensation consultant and assign these observations with a value of 0
when coding the key variable of interests ‘Consultant’, ‘Big 4’ and ‘Consultant_other” instead of treating
them as missing observations. Results (not tabulated) remain consistent with the main findings of our
study.

We conducted additional tests where we re-estimate Model (1) and Model (2) on a consistent sample of
1121 firm-year observations, results of which remain consistent with those presented as the main results
in this study.

Our results are robust to estimating Models (1) and (2) on subsamples before and after 2011, in which
legislative amendments to the Corporations Act improved remuneration disclosures amend listed firms
(discussed in Section 5.2.).

For brevity, we only provide descriptives on the top 10 consulting firms in our sample which together
account for 81.56% of firm-year observations in our sample. Beyond the top 10, there are another 25
individual consulting firms, all of which individually account for less than 1% of engagements. Deloitte
falls within this category representing 0.67% of firm-year observations in which a compensation consult-
ant was engaged.

To further address endogeneity concerns, we conducted a Hausman test to decide between the use of
a fixed versus random effects model. The Hausman test (not tabulated) accepts the null hypothesis for
some dependent variables and rejects the null hypothesis for other dependent variables. Consequently,
we employed random and fixed effects models for all logit and OLS tests with results remaining consist-
ent between the two methods. Therefore, we reported the results from using the random effects model.
STI Qual, STI Quant and STI Undefined are discrete variables due to the limited amount of information
(i.e. the actual weightings allocated to these performance targets) provided on these variables in firms’
remuneration reports.

The compensation consultant measure varies across individual firms ‘7’ and time ‘7 °.

We did not include any restricted stock that a CEO has received as part of his or her STI in our S77 meas-
ure as this information is not readily available.

As illustrated in Panel A, %STI Fin is the direct inverse of %STI_NonFin hence why we did not conduct
a separate test on 26571 Fin.

We did not examine accounting-based performance measures separately for a number of reasons. First,
the majority of firms use EPS or some other measure of profitability, all of which can be altered through
accounting policies and estimates. Second, only 40% of LTI is based on accounting-based performance
measures, on average, and there is no statistical difference between firms that engage compensation con-
sultants and firms that do not engage a compensation consultant (Table 2, Panel B). Third, multivariate
tests show that neither consultants nor Big 4 consultants are significant in predicting %LTI Accounting.
The percentage of firms in our sample that engage a compensation consultant is 62.46. The percentage of
firms that engage a Big 4 consultant is 22.90, and 39.56% engage a non-Big 4 consultant (Consultant
other). The sum of Big 4 and Consultant other is 62.46, which equals the mean of our Consultant vari-
able. In Panel A of Table 2, the sum of Big 4 and Consultant_other is 0.63 due to rounding to two decimal
places.

Give advisers and consultants behave similarly (Gross et al., 2020), we did not distinguish between them
in this study.

We addressed concerns relating to this in additional tests.

We did not individually examine the types of accounting targets in CEOs’ LTI since they are equally
susceptible to managerial influence.
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23. We conducted a number of tests to validate our choice of instrumental variable, such as assessing the
strength of identification based on a LangrangeMultiplier (LM) test for underidentification using the
Kleibergen and Paap (2006) rk statistic, according to which we are able to reject the null hypothesis,
indicating that the model is identified. The reported Cragg-Donald Wald F statistic is also significantly
greater than the Stock—Yogo critical values (163.21 vs critical value at 10% of 19.93), indicating that
the null hypothesis can be rejected. Last, we tested the overidentifying restriction to determine whether
the instrument is a valid instrument (i.e. uncorrelated with the error term). Here, the Hansen J statistic
indicates that we are not able to reject the null hypothesis (p=0.9477), giving us confidence that the
instrument is valid.

24. Given that a large proportion of our sample stems from the last 5years of our sample period, we also
conducted additional tests on a subsample of years 2015-2019. Results (not tabulated) remain consistent
with our main findings.
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Appendix |. Definition of variables.

Variable Definition

Dependent variables

STI_Ratio The maximum ex ante cash bonus available to the CEO as a proportion of
base salary as stated in the firm’s annual remuneration report
STI_%NonfFin The proportion of cash bonus available to the CEO that is weighted

towards non-financial targets of performance as stated in the firm’s annual
remuneration report

STI_Qual An indicator variable coded | if the non-financial target is non-quantifiable
(these include: Improve staff engagement, Talent management, Demonstrate
leadership skills, People and culture, Succession planning, Strategic planning,
Response to competition/competitive environment, Sustainability, Environmental
and Stakeholder engagement), 0 otherwise

STI_Quant An indicator variable coded | if the non-financial target is quantifiable (these
include: OH&S targets, Decrease injury rates, Operation performance/operational
excellence, Growth and new market development, Compliance with governance
standards, Customer satisfaction and Quality of recommendations), 0 otherwise

(Continued)
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Appendix I. (Continued)

Variable Definition

STI_Undefined
LTI_Ratio
%LTI_Market
LTI_RTSR

%LTI_Accounting

Total Pay

Variable Pay

STI
LTI

Key independent variables
Consultant

Big4

Consultant_other

ROA

t

Control variables

ROA
InSize ,_,
stdROA __,

Return _,
Leverage , ,

MB

InCash ,_,

RemSize,

An indicator variable coded | if the non-financial target is not specified in the
firm’s annual remuneration report, 0 otherwise

The maximum ex ante equity bonus available to the CEO as a proportion of
base salary as stated in the firm’s annual remuneration report

The proportion of LTI weighted towards market-based financial targets
(these include: Total Shareholder Return (TSR) or relative TSR), O otherwise

An indicator variable coded | if the market-based financial target is relative
total shareholder return, 0 otherwise

The proportion of LTI weighted towards accounting-based financial targets
employed in the CEO compensation contract (these include: Earnings Per
Share (EPS), profitability ratios such as Return on Capital (ROC) and Return on
Capital Employed (ROCE), cash flow measures such as FCF or FOF, profitability
measures in their natural form such as NPAT or NOPAT, revenue and a small
number of other accounting measures), 0 otherwise

The natural logarithm of the total compensation reported for the CEO of
firmiin yeart

The natural logarithm of the total compensation less fixed components (such
as salary, super, allowances and motor) and options reported for the CEO of
firmiin year t

The natural logarithm of the reported realised cash bonus for the CEO of
firm i in year t

The natural logarithm of the reported realised equity pay for the CEO of
firm i in year t

An indicator variable coded | if the firm employed an external compensation
consultant or advisor during the financial year, 0 otherwise

An indicator variable coded | if the firm employed EY, PwC, KPMG or
Deloitte as compensation consultant or advisor during the financial year, 0
otherwise

An indicator variable coded | if the firm employed a compensation
consultant or advisor other the Big 4 accounting firms, 0 otherwise

Earnings before interest and tax divided by total assets of firm i in year t.

Earnings before interest and tax divided by total assets of firm i in year t—/
The natural log of total assets of firm i in year t—/

The standard deviation of return on asset (ROA) measured earnings before
interest and tax divided by total assets of firm i in year t—/

Annual buy and hold stock return of firm i in year t—/

Total long-term debt divided by total shareholders’ equity of firm i in year
t-1

The market price of outstanding shares divided by total shareholders’ equity
of firm i in year t—1/

The natural log of cash flow from operations scaled by total assets of firm i in
year t—/

The total number of remuneration committee members for firm i in year t

(Continued)



Bachmann et al.

39

Appendix |. (Continued)

Variable Definition
Remindependent , The proportion of independent directors within the remuneration
committee for firm i in year t
RemMeetings | The number of remuneration committee meetings held during the year for
firm i in year t
RemMember , An indicator variable coded | if the CEO is a member of the remuneration

CEO Tenure ,

CEO Shares ,
CEO Salary ,

committee, 0 otherwise

The number of years that have passed since the CEO commenced their
position

The percentage of shares owned by the CEO of firm i in year t

The CEO’s reported annual fixed salary divided by their annual total
compensation for firm i in year t




