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managers’ power and the need for a sweeping corporate governance reform as the 
solution to the problem. 
 As regards the first feature, various academic comments on the book have 
emphasised that many of the compensation practices identified by Bebchuk and 
Fried as evidence of managerial power may in fact have a benign explanation and 
could be regarded as optimal contractual arrangements.16 once they are examined 
in the light of the existence of information costs, transaction costs and the existing 
US legal and regulatory system, rather then comparing them with an ideal world 
(the so-called ‘nirvana fallacy’) where the other factors that affect corporate 
performance are screened out.17 Moreover, it is noted that Bebchuk and Fried’s 
claim that executive pay is not linked to performance would be incorrect, since it 
does not take into consideration that, due to their large holdings of stock and 
options, US managers’ wealth varies strongly with their firm’s stock price and 
that therefore they do have very large pay-performance incentives.18 
 With reference to the second critical aspect mentioned above, legal scholars who 
have focused their attention on how to improve corporate rules affecting executive 
pay without raising the other costs of the corporate governance system have 
claimed that a wholesale expansion of shareholder power would be unjustified and 
potentially counterproductive, while different, less radical remedies might prove 
more effective.19 Following this path, it is emphasised in particular that flawed pay 
practices may derive from directors’ lack of information and incentives to effec-
tively perform their duty, rather than complicity with managers. Hence, specific 
measures are advocated in order to bolster the independence and competence of the 
compensation committee as well as its accountability towards shareholders.20 

—————————————————— 

Compensation Inefficient Pay Without Performance?, Vanderbilt University and University of 
Pennsylvania Working Paper (2004); J.N. Gordon, Executive Compensation: What’s the 
Problem, What’s the Remedy? The Case for ‘Compensation Discussion and Analysis, Working 
Paper, Columbia Law School and European Corporate Governance Institute (ECGI) (2005); 
M.C. Jensen and K. Murphy (in collaboration with E.G. Wruck), Remuneration: Where We’ve 
Been, How We Got Here, What are the Problems, and How to Fix Them, ECGI Finance 
Working Paper (2004), all available at: <http://www.ssrn.com>. For further discussion of Pay 
without Performance, see the Columbia Law School ‘Symposium on Executive Pay’, 15 
October 2004, available at: <http://www.law.columbia.edu>. 

16  I.e., they ‘minimise agency costs and the cost of residual divergence’ since they antici-
pate and minimise the costs of managerial power and other agency costs. 

17  Along this line of thought, see Core, Guay and Thomas, op. cit. n. 15; Bainbridge, loc. 
cit. n. 15; and Gordon, op. cit. n. 15, all noting that current practices may be due to favourable 
tax treatment or may induce and protect managers’ investments in firm-specific human capital. 
On the use of ‘golden parachutes’ and stock options as ‘equilibrating’ or ‘adaptive’ devices 
within the US corporate governance system in general, see M. Kahan and E.B. Rock, ‘How I 
Learned to Stop Worrying and Love the Pill: Adaptive Responses to Takeover Law’, 57 
University of Chicago Law Review (2002) p. 871. 

18  Core, Guay and Thomas, op. cit. n. 15. 
19  Bainbridge, loc. cit. n. 15; Gordon, op. cit. n. 15; Jensen and Murphy, op. cit. n. 15. 
20  Gordon, op. cit. n. 15; Jensen and Murphy, op. cit. n. 15. 
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 Last but not least, it is to be recalled that, following a different line of thought, 
Henry Manne, while sharing the view that managerial power is the problem of the 
current US corporate system, has argued that a ‘return to something like the pre-
Williams Act market for corporate control’ would be the only solution to the 
executive pay problem and to the other alleged flaws of the corporate governance 
system, since “direct democracy in the form of a proxy fight” would have ‘little 
chance of solving the problem’.21 
 In this review, it is not possible to address seriatim each of the various 
academic opinions expressed with reference to the book. It can be noted, how-
ever, that Bebchuk and Fried also recognise that the risks of executive pay 
malpractices could be reduced by the 2003 reform of major US stock exchanges 
listing requirements and by some provisions of the 2002 Sarbanes-Oxley Act.22 
Moreover, it is to be recalled that Bebchuk and Fried do not rule out the possibil-
ity that managerial power in some cases derives from the board’s misperceptions 
and lack of incentive, rather than conscious favouritism (.p. 78). Finally, they 
recognise that ‘reputational costs’ could in theory play a role in compelling 
directors to supervise managers (.p. 36), especially in the absence of booming 
markets (.p. 74). If we match all these factors with the enhanced attention that 
investors, analysts, the media and the courts.23 now focus on executive pay, and 
add to the picture that recognition of share-based payments in financial statements 
has recently become mandatory,24 while the SEC has proposed rules that would 
require better disclosure of any kind of compensation,25 we have sufficient 
arguments to reach the conclusion that the executive pay problem does not seem 
to stand by itself as an adequate reason to reform the current regulation of 
directors’ ballot,26 since more focused and tailored measures have been recently 
taken and can be further implemented. That obviously does not exclude that there 
could be a case for the wide reforms proposed by Bebchuk and Fried, were it 
proved that there is a more general problem of ‘managerial power’ in the US 
—————————————————— 

21  H. Manne, ‘The Follies of Regulation’, The Wall Street Journal, 27 September 2005. 
22  Indeed, the new listing rules have tightened the requisites for ‘independent directors’, 

increased the role of independent directors in the nominating process and assigned the task to 
hire compensation consultants exclusively to the compensation committee (Pay without 
Performance, pp. 26-29). The Sarbanes-Oxley has prohibited executive loans, with some 
exceptions, and has introduced ‘stricter disclosure rules that will reduce firms’ ability to let 
managers profit from trading on private information’ (ibid., p. 183). 

23  The cases and the literature mentioned supra in n. 10 give account of the higher scrutiny 
that is dedicated to executive pay by shareholders and the courts. 

24  See the US accounting standard FAS 123(R), approved by the US Financial Accounting 
Standards Board. 

25  See SEC release 34-53185. 
26  On the debate over directors’ ballot reform, see the opinions expressed at the Yale Law 

School Symposium ‘Reassessing Director Elections’, 7 October 2005, available at: <http:// 
www.law.yale.edu>, and at the Harvard Law School ‘Symposium on Corporate Elections’, 
October 2003, available at: <http://www.ssrn.com>. 
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corporate governance system.27 But this kind of evidence is beyond the scope of 
the book. 
 The US experience and debate proves to be a useful point of reference for 
Europe, where executive pay structure has been increasingly drawing the atten-
tion of investors, business experts, policy makers and legal scholars. As the recent 
literature has pointed out, the principal-agent model predicts that executive pay 
has different features depending on the companies’ ownership and governance 
structure. On the one hand, the presence of a controlling shareholder or a block-
holder should reduce (but not eliminate) the need for incentive-driven pay and 
eliminate the risks of managerial influence in its design. On the other hand, the 
presence of a blockholder creates a new risk: pay arrangements could be used by 
blockholders to buy up managers’ complicity for the extraction of private benefits 
of control at the expense of minority shareholders.28 
 Consistent with these predictions, EU Member States’ executive pay levels, 
structures and regulations differ quite substantially in correlation with different 
ownership patterns.29 In those Member States where dispersed ownership domi-
nates and the agency problem between managers and shareholders is therefore 
more pronounced, we find the heaviest reliance on incentive-driven contracts and 
the highest level of sophistication with regard to legal controls on conflicts of 
interest that may arise in the pay-setting process. Meanwhile, in continental 
Europe, where a higher concentration of controlling or blockholding shareholders 
is reported, executive pay has traditionally rested less on performance-related 
compensation and the legal framework has been somewhat more lenient, espe-
cially with regard to disclosure.30 However, in recent years – due to market 
pressure and the ensuing growing reliance on professional/outside managers even 

—————————————————— 

27  On this issue, see B. Holmström and S.N. Kaplan, The State of U.S. Corporate Govern-
ance: What’s Right and What’s Wrong?, ECGI Finance Working Paper (2003), available at: 
<http://www.ecgi.org>. For an overview of different views expressed with regard to the 
proposed reforms of the current US corporate governance system, see S.M. Bainbridge, 
‘Director Primacy and Shareholder Disempowerment’, 119 Harvard Law Review (2006) p. 
1735; L.E. Strine, ‘Toward a True Corporate Republic: A Traditionalist Response to Bebchuk’s 
Solution for Improving Corporate America’, 119 Harvard Law Review (2006) p. 1759; and 
L.A. Bebchuk ‘Letting Shareholders Set the Rules’, 119 Harvard Law Review (2006) p. 1784. 

28  G. Ferrarini, N. Moloney and C. Vespro, Executive Remuneration in the EU: Compara-
tive Law and Practice, ECGI Law Working Paper (2003), available at: <http://www.ecgi.org>; 
G. Ferrarini and N. Moloney, ‘Executive Remuneration and Corporate Governance in the EU: 
Convergence, Divergence and Reform Perspectives’, in G. Ferrarini, K.J. Hopt, J. Winter and 
E. Wymeersch, eds., Reforming Company and Takeover Law in Europe (Oxford, Oxford 
University Press 2004). 

29  For data, see M. Becht, P. Bolton and A. Roell, Corporate Governance and Control, 
ECGI Finance Working Paper (2002), available at: <http://www.ecgi.org>; Ferrarini et al., op. 
cit. n. 28. 

30  See G. Ferrarini and N. Moloney, Executive Remuneration in the EU: The Context for 
Reform, ECGI Working Paper (2005), available at: <http://www.ecgi.org>. 
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in concentrated ownership companies – incentive-driven pay practices have 
become more common even in continental Europe, and tighter requirements on 
pay-setting and pay disclosure have begun to be implemented.31 The picture is 
evolving. Although EU Member States’ practices and regulations on executive 
pay can still be broken down into two distinct blocks, there is some evidence of 
convergence – by means of state regulation or best practices – towards the main 
underpinnings of the US pattern: enhanced disclosure and the establishment of a 
compensation committee as the key body in charge for setting executive pay. This 
trend is furthermore encouraged by the 2005 Recommendations issued by the 
European Commission on Executive Pay and on Non-Executive Directors, which 
rest on three pillars: disclosure of remuneration policy and of individualised 
director pay, a compensation committee and a shareholders’ vote (advisory or 
mandatory according to the state’s choice) on the remuneration policy statement. 
This is not the place to give account of the specific provisions of the Recommen-
dations;32 it suffices to emphasise that the US academic debate on executive pay 
shows the complexity of and the interrelation among the various corporate 
governance solutions. It therefore corroborates the scepticism and the warnings 
expressed by some academics about the opportunity to carry out harmonisation.33 
– although with very flexible prescriptions such as those of the Recommendations 
– across the different systems of corporate governance and corporate ownership 
present in the European Union. In particular, two brief notes drawn from the US 
experience can be added to the arguments already brought forward to give 
account of the risks of centralised EC harmonisation vis-à-vis spontaneous 
convergence. 
 The first one regards the provision of the Recommendation on Executive Pay 
requiring that shareholders’ approval should be obtained only for equity-based 
incentives and for any other ‘long-term incentive schemes for which directors are 
eligible and which is not offered under similar terms to all other employees’. 
—————————————————— 

31  E.g., in Germany, where on 10 August 2005 a law was enacted that requires listed com-
panies to disclose the compensation granted to each of the members of the Vorstand 
(management board) (Gesetz über die Offenlegung der Vorstandsvergütungen). However, a 
provision within the new German law allows companies to forgo the disclosure requirement 
(for a maximum period of five years) if shareholders holding 75 per cent of the voting capital 
agree with a management resolution limiting disclosure. In Italy, whose regulations already 
required a high standard of disclosure, the new version (2006) of the ‘corporate governance 
code’ for listed companies (required on a ‘comply or explain’ basis) and Art. 16 of the so-called 
‘Law on Savings’ (L. n. 262/2005) have strengthened corporate governance checks on 
executive pay and further enhanced the degree of transparency. In Sweden, pay disclosure has 
recently been improved by a revised ‘comply or explain’ Swedish governance code (2005). 

32  See Ferrarini and Moloney, op. cit. n. 30. 
33  See L. Enriques, Company Law Harmonization Reconsidered: What Role for the EC?, 

ECGI Law Working Paper (2005), available at: <http://www.ecgi.org>. Specifically on the 
European Community’s attempt to harmonise executive pay regulation, see Ferrarini and 
Moloney, op. cit. n. 30. 
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Setting aside for a moment the concerns raised with reference to the need for a 
shareholders’ vote,34 it is to be stressed that confining this voting requirement 
only to the ‘long term’ and not to any ‘incentive schemes’ could introduce an 
unintended and troublesome regulatory distortion, since it could induce compa-
nies to adopt ‘short-term’ incentives, like annual bonuses based on accounting 
results, which present potential drawbacks that are the same, if not even greater, 
than those presented by equity-based incentives.35 
 Second, it should be noted that the Annex of the Recommendation on Non-
Executive Directors bans any form of performance-related compensation for 
independent directors. Such exclusion does not adequately take into account that 
equity-based pay could foster independent directors’ incentives (to collect 
adequate information and devote sufficient time to their duty), as empirical 
evidence in the United States seems to suggest.36 and Bebchuk and Fried also 
concede in the book.37 Therefore, this ban can be pointed out as a further example 
of how a centralised law-making process can screen out efficient solutions 
already present in the market: rather than a rigid exclusion it would have been 
more appropriate to let companies choose to opt out from the prohibition (in the 
manner of the UK Combined Code on Corporate Governance.38.), requiring them 
to adopt pay arrangements that would make independent directors’ incentive-
driven pay contingent on terms (i.e., vesting period, exercise price, unwinding 
conditions and so on) different from those that discipline performance-related pay 
for executives, so as to create a benign ‘conflict of interests’ between the two 
categories of corporate actors. 
 

Stefano Cappiello.∗ 
 

—————————————————— 

34  See Ferrarini and Moloney, op. cit. n. 30. 
35  On the drawbacks of bonus-based schemes, see, among others, Jensen and Murphy, op. 

cit. n. 15. 
36  See D. Yermack, ‘Remuneration, Retention, and Reputation Incentives for Outside 

Directors’, 59 Journal of Finance (2004) p. 2281. 
37  See p. 34 (and accompanying footnotes). However Bebchuk and Fried eventually ex-

press scepticism towards this solution (.pp. 205-206). 
38  The Combined Code on Corporate Governance (which is prescribed on a ‘comply or 

explain’ basis) requires listed companies to explain in the annual remuneration statement the 
reasons for granting performance-related incentives to non-executive directors, makes these 
grants conditional on a shareholders’ vote and allows directors to sell their shares no earlier 
than one year after they have left the company (§§ A.3.1 and B.1.3). 
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