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b encis dat accompany thse e feaures of s
the worldwide diffusion of th
belee have elped 0 propel the X P o the
'umpﬁndpalfm:smd'us et
However, poh Ra[hgr, tision amnd‘ equﬂﬂy importan
ks the ongoing costs of organizing busin
Jaw: namely, reducing the ongoing Cost 6% ¢ EiEhs v
Corporate law does this by faciliating coordination b
R by reducing the scope for value-
B i ies. As we outline in Section
tunism among different constituencics. "
here share core features which can be understood as sery
S it ir activities in business firms.*
for participants of organizing their activities in ; 4
Most of corporate law can be understood as fspoﬂdmg 1o thi
of opportunism that are endemic to such organization: conflicts
and sharcholders, conflicts between controlling and, non-control
conflicts between sharcholders and the corporation’s other co nera
including particularly creditors and cmpk_)ym. Alll three of these
usefully be characterized as what economists call “agency proble
ines these three agency problems, bath in general and as they
context, and surveys the range of legal strategies that can be emp
problems. o
‘The reader might object that these three types of coordination co:
flicts are not uniquely “corporate.” After all, any form of jointly ov
coordination costs and engenders conflicts among its owners, m
party contractors. We agree: insofar as the corporation is only one
for the jointly owned firm, it faces the same generic functional ch len
all jointly owned firms. Nevertheless, the particular characteristics
form matter a great deal, since it is the form chosen by most large-s
and, as a practical matter, the only form thar firms with widely d
can choose in many jurisdictions.* In our view, this is because its pa
tics make it uniquely effective at minimizing coordination costs. M
features determine the particular contours of its agency problems. To
example, the fact that sharcholders enjoy limited liability—while, say,
in a partership do not—has traditionally made crediror protection fz
corporate law than it is in partnership law. Similarly, the Bact that doif
may trade their shares is the foundarion of the anonymous trading sto
institution thar has encouraged the separation of ownership from col
sharpand the management—shareholder agency problem.
In this book, we explore the role of co
agency problems—and thus,

rporate law in minimizing
making the corporate form practicabl

* We use the term “co x governs
1 Corporation statute” to refer to the general law that
not © i Vil “. 2
:J]:a[:ﬂpomnnns individual chareer (or articles of incorporaion,” as that doc

' )
These include the costs of searchin
relevant agreements. Although such cos

- ) y in other con ing i ile sour
This is because in most jurisdicri Wi

ox;s. only firms waking the corporate form

vhere are exceptions to this general pro

- the equity securicies of so-called “maser” limited pmnsr.:shi
ic trading, e



What Is Corporate Law?
4
suspect. | woddpelhipsbcmomamummc-aﬂou.
than “ﬁ.m::tionnl.' though the sometimes tendentious use

in legal lizerature to support particular %“;"{lolmn_sm =
as the tendency in economic m.ﬂyfls 4 son R
istic degrec of rationality in human action,
o ide the U.S.—to be as wary of “economic a Vhat Is 3 G v
EUE s hand, however, we need :
jonal analysis.” For the purposes at e N ! e R R
 Frint ial science methodology. We need simply ne ! ‘
fine points of social science metho s | e : ,
commercial activity and organization present p g
lar in market economies throughout the worlc?. Our ysis
that we organize discussion around the ways in wlnch corp
problems, and the various forces that have led dlﬂ'crms; i
similar—though by no means always the Mluuons w0
That is not to say that our objective here is just to exp
corporate law across jurisdictions. Of cqua! impqmum, we
language and a general analytic framework with Wh.I-Ch 0 und
can potentially be served by corporate law, and with which to
the efficacy of different legal regimes in serving those purpose: ‘
that the analysis offered in this book will be of use not only to si
law, but also to those who simply wish to have a more solid fi
to view their own country’s corporation law. 4
Nor does emphasizing similarities in underlying structure me:
between countries’ corporate laws. Even if, as we think, corp
respond to similar economic problems, there may be difference:
s0, often reflecting local variety in the way other aspects of th
production are organized.® The basis for such differences in
sequently illuminated by reference to the broader economic e
cases, differences may result from the various concerns of dom
bution or from diverse interest group dynamics. Our unitary ac
the presence of such differences, but it does have implications fo
the extent that such marters impede corporate law’s ability to
exigencies, they will in time face economically motivated pressute
That said, we rake no strong stand here in the enduring deb
which corporate law is or should be “converging,” much less on o
verge.” That 15 a subject on which reasonable minds (including,
of this book) can reasonably disagree.“‘ Rather, we are secking to

In very general terms, our 3

. pproach echoes that raken by Robert Clark in
ORPORATE Luw (1986), and Frank Easterbrook and Daniel Fischel, in their
Tae Economic StrucTy|

Re or CorporaTe. Law (1991). However, our
goes beyond—thar offered by these and other commentators in

ctional overview thar stresses the agency problems at ¢
ar legal institutions and solutions.
See eg. Convergence

“VERGENCE AND PERSISTENCE [
and Mark ] Roe eds., 200 )s Coi P

INTERNATIONAL ANatyss (
10 {

Law
- raakman, Reflections on the End of Histo
RATE GovRrNanGE- PrOMISE AND ProspecTs
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available for anachment by its
i onging to the firm, rather than the firm’s own
At e nal creditors. The core
for atachment by the owners persona’ SrEel cnplaid
pmimonyhasbccnwmod cnn‘Y‘l}'dd";lg‘o “:h p:
the assets of the entity—the corporation—Iromm te €re
v shielding involves two relatively distinet rules of law.
:hf:ngtrj:itsmcrciimtsofd\cﬁnn, as security for the firm’s de
asscts that is prior to the claims of the personal auhmrsof
is shared by modern legal forms for enterprise organization,
The consequence of this priority rule is that a firms assets are,
automatically made available for the enforcement of e:mmﬂ
in the name of the firm.'¢ By d;u:dlbl;nd.ing the firm’s cont
makes these commitments credible.
rlll'eﬁ'(e second component of entity shielding—a rule of
provides thar the individual owners of the corporation (the shar
draw their share of firm assets at will, nor can the personal cred
owner foreclose on the owner's share of firm assets.!” Such
would force partial or complete liquidation of the firm. So
rule serves to protect the going concern value of the firm agains
vidual shareholders or their creditors."® In contrast to the priol
is not found in some other standard legal forms for enterprise ory {
partnership.*® Legal enitics, such as the business corporation, that
by both these rules—priority for business creditors and liqui
therefore be thought of as having “strong-form” entity shiel
“weak-form” entity shielding found in parmerships, which are
only by the priority rule and not by liquidation protection. By i
the firm from the personal financial affairs of the firm's owners,
shielding facilitates tradability of the firm's shares, which is the d

the corporate form. 20

' The term “entity shielding” derives from Henry Hansmann, Reinie
Squire, Law and the Rise of the Firm, 119 Hagvago Law Review 1333 (2006).
shielding to organizational law is cxplored in Henry Hansmann and Reinier K
Role of Organtzanional Law, 110 Yars Lyw JoursiaL 387 (2000), where this sas

“affirmanve asser partitioning,”

1L
* While even unregistered common law partnerships are subject to this
law jurisdictions reco

Baize a class of unregistered “partnerships” that lack chis
such partnerships are just special forms for the joint management of assets ra
for purposes of contracting.
'3 On default rules, see Section 1.4.1
¢ The effect is the sa
granted non-recourse se

(raakman, noe 13,

'* Edward B, Rock and Mychae] art
] ! el L. Wachter, i
Minoriey Oppression tn Clyse (,'m'_,'n:lmm:m2c Py Moo

Margares M. Bl Lockin, i J"H Copmts Lo
I  Locking in Capital: Wihar . i

Arrlz:rfmzfn Cr_:;mry. 51 UCIA Law Revipw ;3?0:5:]"“; {;}z;}f"‘m‘fﬁ’

At said, ir 15 y Scriony o ! i

e el i At 1 e daion
i+ Krul:l;mong-fun‘n entity shielding seems essential for free tradability of
ol [;; noltc 13), limited liability does nor: so long as shareholder liabil
7 than joint and several, free tradability of shares is feasible witl
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£ authority are needed t establish common cxpocmim
:mnsf:r rights relating to corporate assets prior b:o ._‘_I
cranster.2 And procedures for lawsuits need to -,
party authority is invoked by those promdu(;:s. ke
tinguishes these three types of rules .ﬁom e o
formdi.scmdheu.almos:allofwhlchcouldm :haory !
the law did not provide for a standard form of enterprise o

8

i )
Ihe';nh: concept of the “separate legal pcmn:]:gm:f the con
i literature, is in our terms a con heuristi
::;nmiz[:tilml forms which enjoy the beneﬁf of each of d _
dational” rule types. Starting from the premise that the con
in the eyes of the law, it is straightforward o dedung that
entering into contracts and owning its_own property; capable
to agents; and capable of suing and being s:nod in its own
venience, we use the term “legal personality” to refer to organ
the corporation—that share these three attributes. Howcve-t.'
legal personality in the lawyer's sense is not in itself an attribu
condition for the existence of any—or indeed all—of these
label for 2 package that conveniently bundles them together. Al
the legal literature to extend syllogistic deduction from the p rem
to the existence of other characteristics of “personhood” beyon
fearures we have described in this section, such as ethnicicy,?® ¢
ment of civil rights,® we see no functional rarionale thar compe

1.2.2 Limited liability

The corporate form effectively provides a default term in cont
its creditors whereby the creditors are limited to making claims
held in the name of (or “owned by”) the firm irself, and have

that the firm's shareholders hold in their own names. While this
ity” was not, historically, always associated with the corporate

¥ To leave
the firm will

questions of authority to be determined simply by agreement
make it costly for parties wishing to deal with the firm o discover
in fact been granted in relation 1o any particular transaction. Authority rules
contracting parties’ “due diligence” costs against preserving flexibility for
alf?:a;i::;ffluthcnt)‘, See Armour and Whincop. note 12, at §42-7.
See Hansmann and Kraakman, 13, & ion is lim
i S?Tl_hﬂfilt tort victims, Sec Scma:n :'02"2 S
us, a common Law partnership, which is commonly said lawyers to
;aln ;ﬂdtr Elngluh law enjoy cach of the three fnundzﬂonalyfumz des
IIZ;.-WE,"” Pattnership Act 1890 (UK); Armoue and Whincop, note 12, at
o llzfrt"' (,m?a?. 529 ER 1181, 1191, PD 7A, para. 5A Civil Proc
o S.-[(‘rd RW. Brooks, Incorporasing Race, 106 Covumbia Law Revigw 20
recently, Bars oy S Clera .S Pae. RR. Co,, 118 Unrrep Seares s
. R :_;J"::fl: I-:fﬂf’b,:ji;{il{r. 134 Surwese Courr Revorrex 2751 (2014
» Amey i
the mid-nlntlccnld: cll:lrtx"r’uv::li T b pndand e

. and 11_1 California, shareholders bore
OF MonERN Compay Law 41 ((,(l” e Toa, oo L Davie, GO

h edn., 1997); Phalli Blumberg, Limited |
Law 573 (1986), i g
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1.2.3 Transferable shares o ek
Fully wu&:‘abkmng"kﬁs dl:c oor};ration
ness corporation II entities. Transferabiliy permits
other sandard-form egml ity of I ers changes, thus
interruptedly as the idenrity of its own ke
unin! ber withdrawal that are common among, for
of [.":;“ and muruals.% This in turn enhances the li
::élma,ks it easier for sharcholders to construct and m
P i che flipside of the liquidatio
Transferability of shares is the flipside of the liq
tion’s legal personality assures to its Eonmcruzl counterparti
terpartics can be confident that the bundle of contracts” tha
be kept together, there is no need fora l'l.llc requiring owners
In the absence of a legal entity—that is, if :he_ OWTeEr cont
counterparties would be concerned that sssgnmcm.of :hgi:
the value of their expected performance and hence wish to |
these reasons that all jurisdictions have a default rule p _
most contracts without the prior consent of the other con
time, however, these consent requirements make it more
the business and liquidate her investment. Legal perso
by enabling the simultaneous transfer of all, but no less than
transferring the corporation’s shares. In other words, it p
of all of a firm’s contracts taken rogether (“bundle assignabili
general default rule that makes individual contracts non-assi
the contractual counterparry.®”
Fully transferable shares do not necessarily mean freely traa
are transferable, they may not be tradable without restriction ir
rather just transferable among limited groups of individuals or
current shareholders or of the corporation. Free tradabiliry
shareholdings and the ability of shareholders to diversify their
the firm maximal flexibility in raising capital. For these i
vide for free tradability for at least one class of corporarion.
can also make it difficult to mainrain negotiated arrangements for
participating in management. Cunsequ:n{]y, all ]urisdiclions also
for restricting transferability. Sometimes this is done by means o
while other jurisdictions simply provide for restraints on trans
under a general corporation statute.
As a matter of terminolo;
shares as “open” or *

. gy, we will refer to corporations
‘public” corporations, and we will correspo
“closed” or “private‘PcorpormoF:u to refer 1o corporations that h:
the tradability of their shares. In addition to this general division,
tions are important. First, the shares of open corporations may |
on a stock exchange, in which case we will refer to the firm asa
traded” corporation, in contrast to an “unlisted” corporation.

* Sec Henry Hansma,
Ayotte and Hanem
times do—opt out of
the event of 2 change

nn, Tue Ownerstrr or Enterprise 152-5 (1996).
ann. note 21. To be sure, the parties to individusal
such 2 general rule of bundle assignability by requiring

of control of the firm
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12 What
law typic
inani 41 Consequently, corporate '
wﬂ;‘;:ﬁ :r:oc:raﬂ’ah in a board of directors or
:lyemd. exclusively or primasily, by the firm’s shareho!
corporations are distinguished by 2 guv:ma:doe stmcmm‘ \
fundamental decisions are generally delegated to a board .
basic features.

:Ecisi:::pd:u do not require sharcholder approval ml;,e :
hcbmrdafdimcmnandthos:ﬂ'mmnbemdcw o
: iry. Thi distinction between the board an
own authority. This formal e
e 1on between, on the one hand, initiation and execur
which is the province of hired officers, and on the other hand
fication of decisions, and the hiring of the officers themselves, whi
of the board. That separation serves as a useful check on the quality
hired officers.* )
i:'YSn:l:tmd. the board of a corporation is elected—at least in-‘
firm's shareholders. The obvious utility of chis approach is to h
remains responsive to the interests of the firm's owners, who b
of the firm’s decisions and whose interests, unlike those of oth
cies, are not strongly protected by contract. This requirement
tinguishes the corporate form from other legal forms, such as nong
business trusts, which permit or require a board structure, but
of the board by the firm’s (beneficial) owners. b
Third, though largely or entirely chosen by the firm's sh
mally distinct from them. This separation economizes on the
by avoiding the need to inform the firm’s ultimate owners and
all bur the most fundamental decisions regarding the firm. It also
serve as a mechanism for protecting the interests of minority sh:
corporate constituencies, in ways we explore in Chapter 4. :
Fourth, the board ordinarily has multiple members. This st
for example, to a structure concentrating authority in a single
vate trusts—facilitates mutual monitoring and checks idiosyncrat
However, there are exceptions. Many corporation statutes permit busis
to dispense with a collective board in favor of a single general director
board*—the evident reason being that, for a very small corp

* Sec Clark, note 7, at 234 and 801-16; Sofic Cools, The Dividing Lin
Democracy and Boand Autonomy, 11 Evroreas Company AND FINANCIAL

(2014)
*2 "The nature of this separation varies according to whether the board has or
tier boards, top corporate officers occupy the board's second (managing) tier, b

from the first {supervisor) i i i
L er, which is ar least nominall independent from d
{i.e. from the firm's senior man. o

agerial loyees, oyees
supervisory boards), See Chaprer E.l B i

** See Eugene Fama and M; hael
AND Economics 327 (1983) i) Jm*“--"!f"‘.* i
only of most stapys

“ This is true not :
France’s SARL (Are. 1. 2 23-18 Code d
Germany's GmbH (§ ¢ (}mbH—(_.cscr:I cg:r:n:li;?f‘:&‘i o

Companies Act 2006), Tuly (Arr s ; state o :
Delaware General (Iorpo:l:nnAI,Lst[Hl il ol AR 9
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L caorownenbipis e anoher Fsped
Specialization ﬂ:ﬁ‘;c"’:?mm the law of partnership. The.
ness corporanions that ownership is tied 10 contriburion
does not presume that' o also commonly employed
often used in that fashion, i e e oflabos anck G
firm in whole or in part to contr! ) festlonalei
; and other service profession
in parmerships of 7 3% les labor
ership in which one partner Supp et
s L ration is less flexible than
consequence, uhcl_msl;m:::u?: ich sufficienrspeas L
X ownership. To , _
:?:f::fm. M“E;u? of shares in a business corporation r;-ah;
tors of labor or other factors of production, or in propo
fumisservices. Morcover, s the corporate form has evolved,
ibility in assigning ownership, either by permitting g!ﬂtet dev
rules in the basic corporate form (e.g through restrictions ‘m‘_ ]
fer), or by developing a separate and more ada.ptab‘lc form
Nevertheless, the default rules of corporate _I’“’ contnue ooy
investor ownership, and deviation from this pattern can be a
arrangements for sharing rights to earnings, assets, and cona 1
and investors in high-tech start-up firms are a good cxample.*? -
There has been further specialization even amongst investor-¢
the recent emergence of special forms of “public benefit”
corporations designed to accommodate the needs of hybrid f
owned, also commit to the pursuit of a specified social object]
state-owned enterprises (SOEs) embrace the corporate form, |
government to share ownership with private investors. Because |
ever, a typical financial investor, state ownership entails a degree
sharcholder base thar exceeds that of the typical investor-ow
for unique conflicts of interest. *? Somenmes core corporate law it
assumption of investor ownership to permit persons other than
for example, creditors or employees—to participate in either cont
or both. Worker codetermination is a conspicuous example. °
of providing for such non-investor participation in firms that
owned remains one of the central controversies in corporate la
further in Chapter 4 X
Most jurisdictions also have one or more statutory forms—such 2
corporation, the civil law foundation, and the UK company
thar provide for formation of nonprofit firms. These are firms in
participate simultaneously in both the right to control and the :
ings (which is to say, the firms have no owners). While nonprofit orj
cooperatives, are sometimes labelled “corporations,” however, the;
the speafic focus of our attention here—even though a number of

* Stephen N. Kaplan and Per Stramber ' g
) | e Financtal Contracts Theory M
fmﬁu;:.:hlrmf]rm of Venture Caputal Contracts, 70 Review op Em':l‘bmc
8- Jesse Finfrock and Eric L. Talley, Social & .
luusors Law Review 1867, Regulator of € i h:;?:t”;”nup'
20: 32014 (2014). 2 ¥
* See e Mariana Pargendl i
gendler, Aldo Musacchio, and Sergio G
" : : hio, and Sergio G. Lazzarini
un;;tt';]qﬂhx wte Investment in Star, ~Controlled Firms, 46 Cornpry R ‘
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i offers another example. |
mpc.mu'£ i g mﬁwﬁm bue leaves all clen
4 specified t),'m the organization’s governing Inst i
s default rules for most such mageers. "
vaiﬁon&d‘ mm:z\f business trust can be made equivalen
“I?:nucﬁmnu in the role of shareholders.
dth;:ﬂa;lm we offer in this book extends 1o all these it
forms insofa as they display most or all of the core corporate
make occasional reference to some gf (h.cse forms “l,a“ de
::s. the description of our core jurisdictions’ corporate :

mainly on public corporations.

1.3.2 Other bodies of law ‘
There are bodies of law that, at least in some }unsdicuons. s
case law that are separate from the core corporation statutes

quasi-corporation statutes just dcsmb_cdl. but that are no
functioning of the five core characteristics Qf the corporate
corporate agency problems we describe in Chapter 2. Hen

of corporate law.

IltErr:l:;,;;j-itn. d'u:rpgcrrmn law of groups, or J’(Mmm'bta_
and limis the discretion of boards of directors in c.:hrponﬁo
common ownership, secking to protect the
:;r;ufof corporations with controlling shareholders. Altho
touched upon in more detail in Chapters 5 and 6—is embodi
is formally distinct from the corporation statutes and case
part of German corporate law. Similarly, the statutory rules in
require employee representation on a corporation’s board of
spicuously, the German law of codetermination—qualify as elem:
even though they occasionally oniginate outside the principal
because they impose a detailed structure of employee partici
directors of large corporations.
Secunities laws in many jurisdictions, including conspicuously
effects on corporate governance through rules mandaring discl
regulating sale and resale of corporate securities, mergers and acq
ate clections. Stock exchange rules, which can regulate numerot
nal affairs of exchange-listed firms, can also serve as an additions
law, as can other forms of self-regulation, such as the UK's City
and Mergers.* These supplemental sources of law are necessarils
structure of corporate law, and we shall be concerned here with all.

e prin

¥ It differs from the common law private trust, from which it evolved,
un::nilgul.n?udy for L}m:[cd k}::hiim- for the trust’s beneficiaries even if
_ A claim strongly put by Robert B. Thompson and Hillary A. 4
Ga‘f:’rﬂd"ﬁ“' Reflections upon Federalism, 56 Vm]::uam' hwhlngws% (20
* We term such self-regulation a source of “law” in part because it
directly or indurectly, by law in the narrow sense. "The self-regularory authori
ncha.nga._?ur example, is both reinforced and constrained by the U.S. Se
the administrative rules promulgated by the Securities and Exchan
bn_qular]r. the authority of the UK Takeover Panel was supported i.nﬁmﬂ'
nition thar if its rulings were nor observed, formal mﬂadﬂﬁowould follow. Si
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ery advanced economys elaborate statutes P"O\’idmg 0
have, in €ver) 0 : ;

fur KhC lnh’fn-l] go\'cmmcc of C'Jq’t)l.‘ln(\!ls.

Law versus Contract in Corporate Affairs 19

are also important rules of corporate law thar are mandatory.”® Large

rporations, for example, have no alternative but to give half of their
 board seats to representatives of their employees, and publicly traded
borations have no alternative but to provide regular detailed financial dis-
closely prescribed format.” The rationale for mandatory terms of these
ually based on some form of “contracting failure™: some parties might
. be exploited because they are nor well informed; the interests of third
night be affected; o collective action problems might otherwise lead ro
! provisions that are inefficient or unfair”> Mandatory terms may also

useful standardizing function, in circumstances (such as with accounting
here the benefits of compliance increase if everyone adheres to the same

1.4.]1 Mandatory laws versus default provisions

[n addressing this question. it is imporeant to t_imingulsh :’cm
are merely default rules, in the sense that they 3‘;‘"““ only ‘Z;ht
citly provide for somclhmghd:tiir‘cn:. and laws that are man mm.

: conform to them.® 3
u[‘:O:‘l;li;i:jm part of corporate law—more in some jurisdi ‘ on:
\_uns'st; of default provisions-** To this extent, corporate law simy
form contract that the parties can adopt, at their opupn. in whole ar
advantage of such a legally provided standard form is that it.nm
it simplifies contracting among the parties m\'ol\'cq by requiring th;
those elements of their relationship that dc.‘ 1te from the standard
law’s provision of such standard terms as default is thfrtby seen in ¢
*public good.” Default provisions can serve this function best if they's
n content—that is, if they reflect the terms that the majority of wel
would themselves most commonly choose.**

Default provisions can be supplied in a varicty of ways, the cho ¢
the ease and means of “co around” them % A common fo m
default is a starurory provision that will govern unless the partics
an alternative. The common provision that cach share carries one va

ndatary rules need not just serve a prescriptive function, however. When used in
with a choice of corporate forms, they can perform an enabling function
that served by default rules. More particularly, mandatory rules can facilitate
of contract by helping corporate actors wo signal the terms they offer and to

clves to those terms. The law accomplishes this by creating corporate forms
10 some degree inflexible (i.c. are subject to mandarory rules), but then permit-
ice among different corporate forms.” There are two principal variants to this

a given jurisdiction can provide for a menu of different standard form legal
from which parties may choose in structuring an organization. In some
dictions, for example, a firm with the five basic attributes of the business
tion can be formed, alternatively, under a general business corporation statute,
corporation statute, a limired liability company statute, a limited liability part-
p statute, or a business trust stan vith each e providing a somewhar
ent set of mandatory and default rules. Second, even with respect to a particular
flegal entity, such as the publicly traded business corporation, the organizers of a
may often choose among different jurisdictions’ laws. This leads us to the general
of choice of law and the related debare about “regulatory competition” in corpor-
law. Before addressing that topic, however, we need to say more about the role of
oration law in general.

A charter dause can deviate from that default by, for instance, pra
ance of a class of stock carrying no voting right

Alternatively, corporate law irself sometimes specifies the rule chat
the default provision is not chosen—an “either-or” provision. An
by French corporate law, which allows companies’ charters to ope fors
structure as an alternative to the default single-tier one.%” In other

this case gives the corpor,
default and the

hrm opts out of

r, equivalently, “opts in” to the secondag
special procedures for altering a defaule
al to alter defaulr rules that protect their
ternative-provisions approach just de
oice among a “menu” of more than two sp

[he law may also 1mp

Dor

rcquinng minoricy Jl

2 The benefits of legal rules

t rules of corporate law do more than simply provide convenient standard
encourage revelation of information, and facilitate choice of the most efficient
several alternative rules. They also provide a means of accommodating, over
. developments that cannot casily be foreseen at the ourser.

contract that, like a corporation’s charter, must govern complex relationships over
period of time, is necessarily incomplese. Siruations will arise for which the

m editon entided Contracrual

4 (1989

cv apply (as with compurer settings) ™

around” a defaule provision will aff
ther issues, see lan Ayres, R L
L 2032 (2012). For an

v  See Jeffrey N. Gordon, The Mandarory Strucrure of Corporare Law, 89 Corumpia Law Review
Rules and Menus Do? An Empl

1989).

See Chaprer 4.2.1 (codetermination) and 6.2.1 and 9.1.1 (disclosure).

See g Ily Michael ]. Trebilcock, Tre Lisrrs of Freenom o Conrract (1993).

Larry E Ribstein, Statutory Formis for Closely Held Firms: Theories and Evidence From LLCs,
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74 And the most widely u
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Given 5: long lifespan of many corporations, it 1s ldcfly ch
dial charter terms, no matter how carefully chose?n. will b
of time owing to changes in the economic and lej
cules of law have the feature that they are altered over tin
ments and by judicial interpretation—to adapt them to such
Consequently, by adopung a statutory dcfaul_t fulc. a firm ha
that the provision will not become anachronistic. If, in conu
charter a specially drafted provision in place of the statutory
itself can amend the provision when, over time, 2 change is
the problem that the firm's own mechanisms for charter imend
or hijacked by partcular constituencies in order, respectively,
their partial interests. Simply adopring the starutory default ru
the state the responsibility for altering those rules over time as
avoids these latter problems ™ E
It follows from much of the foregoing that, for many corporations, ¢
be litte practical difference berween mandarory and default n :
a practical marter, adopring defaulr rules as well as the mand
empiically significant dimensions of selection lic in the ability of
from a range of different business forms—which we have dis
tions to choose the jurisdiction by whose corporation law they w
is the subject to which we turn next.
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investors, thus reducing their co

At may encourage firms o adopt stands
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Bodlerplate”), 83 Vincius g Review g

" See Henry H | 713 (1997).
1{2006) cnfy Hansmann, Corporarion and Contrags, § AMERICAN Law
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iu'r needs for regulation. Choice among jurisdictions or
enables diverse legal regimes to Qier © the n'e‘cds of diffe
much of the lirerature on regulatory competition tends to :
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the creation of the European Company (Secietas Ex&m aea—
bypassing the political clout of interest groups in existing co

1.5 What Is the Goal of Corporate

What is the goal of corporate law, as distinct from its immedia
a form of enterprise and containing the conflicts among the par
prise’ As a normative matter, the overall objective of corporate
of law—is presumably to serve the interests of society as a whe
the appropriate goal of corporate law is to advance the aggregate v
affected by a firm's activities. including the firm’s shareholders, e
and customers, as well as third parties such as local communities

¥ The classical statements of the two polar views are William
Law: Reflections upon Delnware, 83 Yare Law Journar 663 (1974), and |
Shareholder Protection and the Theary of the Corporation, 6 JouRNAL OF
For a recent review of this literature, sce Roberta Romano, The Market for |
Oxrorn Haxooox of Law anp Economics (Francesco Parisi ed., 2015).
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Gerardin ods., 2001).
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that regulation is consequently compromised, it may be arﬁpmr,i;m L “_.:_. . What Farees Shape € o -
p CC all"-lngcmcn!s acco ll\g Y- 9 lnd:d } 5 07 ‘“ﬂ :

i b gqur: sriT::I;holder value is an effective means of advancing Nor does saying that the pursult of A gn;:;f

H rally the pursuit of i :
all moczlg:vtclfmvis anPcmpim:l.l question, on which reasonable minds can d

¢ the authors of this book has individual views on this claim, we do
:;?n;fp:a};mz:u on itin the chapters that follow. B“h“',‘" undertake the broa ! corporate law generally reflects the interests of influcntial constituencies, such as
offering an analytic framework within which this question can !" explored and wolling sharcholders, corp gers, or organized workers. In the presence of
Anocher view is that, given the prominent role of the business corporatio ompetitive markets, these interests often coalesce on welfare-enhancing laws, produ-
i ccorioan, conponats liw.can be harnessed to promore socu] welfare cing the “efficiency” effect on corporate law, Yet in some circumstances, lawmakers pay
through more wilored interventions, for cxaniplc by imposing socially orien idue ":g‘“i “"‘i"’ il"_‘m“ of particular constituencics, a fondness for which might
closure obligations or molding the corporation’s internal governance arrang "f""“d e CE.E[ A E ; i
address broader social problems. From this: perspectiie, ‘GOFTS law ma b protcn pollded :ﬂ'?:_:u thepletipriita olpepbing rd'ormnftu'smﬂﬂdﬂt.
to promote economic or social objectives th"“d ) the “f]ue of p e Pem’d i W' Eed m?ngjpzmuc ek ?wmm m
such as reducing systemic risk, mitigating gender inequity. or protecting the em puene mfoml';-:. o cr::’:m of\llh:ldl 3 i) gty e me
ment.”' r\llhough‘a,\ old as corporate law itself,?? the deployment of corporate be quite di "“I: i :l'b:thﬂ will actually solve the underlying economic. it
rotect the interests of parties cxternal to the firm has found renewed favo 2 cm-_mlto ) S/diyetaonl m palinc cﬂ&:ou st
ﬂwm:k:rs in the wake of the recent financial crisis. We consider some examples; mﬂt;”m m mnﬂ;ﬂ“‘f m'm e lmw.im of the Berro petipnush
in Chaprer 4, bur otherwise concentrate on the role of corporate l‘“{ in maxim £ ﬁ;: o ra:i o poli and Mmm‘h o
i : _ino che interests of its contractual constituencies: ) rms triggered by the recent financial crisis illustrate both efficiency and political
value of the firm by protecting © concerns. In the immediate aftermath of the crisis, many asked whether it did nor call
to question effectivencss of corporate law in promorting social welfare.?® As the dust
settled, it became tolerably clear—at least to us—that the implications of the crisis
mostly confined to the governance regimes applicable 1o banks and other finan-
institutions,”” which have an unusual degree of interconnection and propensity
contagion, Consequently, there are good functional reasons for Introducing special
es for bank governance that differ from ordinary business firms. However, some
~crisis reforms have been more general in their scope—which may be understood
as reflecting populist political concerns triggered by the crisis.
~ We touch here briefly on perhaps the most conspicuous of the various forces that
‘help shape—and, in turn, are shaped by—corporate law: the pattern of corporate own-
ership. The nature and number of corporate sharcholders differ markedly even among
the most developed market economies. In recent years, the extent of these differences
has lessened, but their historic and remaining contours surely leave a mark on the
tructure of corporate law. Its relevance for our account is rwofold: ownership structure
s the functionality of different legal strategies, and also the interest group dynam-
ics that govern changes in corporare law.
~ In the US and the UK, there are large numbers of publicly traded corporations
that have dispersed share awnership, such that no single shareholder, or affiliated group
of sharcholders, is capable of excrcising control over the firm *? Shareholdings among

1.6 What Forces Shape Corporate Law?

+te social welfare is the appropriate goal of co

To say that the pursuit of aggreg
; ursues it in the same way. The pa

law is not to say, of course, that the law always p
lar contours of the problems to which corporate law responds may be, at least in P
determined by other aspects of the corporate governance environment—for exam
predominant industry type. instirutions governing employee ICEJ(IOT‘IS, and the st
ture of share ownership. These may consequently complement particular fea
.93 Similarly, other features of the environment—for example, the q

corporare law. i
of legal instirutions—may make certain aspects of corporate law more or less

in performing these functions. In each case, these point to particular ways in
corporate law can enhance social welfare—the selection of which might be te

“efficiency” effect on corporate law.

0 oo E Strine, Jr and Nicholas Walter, Conservative Callision Course: The Tension 6
Conservative Law Theary and Citizens United. 100 CorseLr Law Review 335 (2015)

91 By far the most popular means to protect interests external to the firm is through the imp
of substantive rules or standards of diffcrent stripes (as those of antitrust law, environmental la
human rights laws, antidiscrimination laws, financial regulation, etc.). For our purpascs, as in ! 4
p.:rl,m.:,lthc use of legal rules for purposes other than increasing the value of the firm is the bo - Scec.; Mark ], Roe, Poumicar Derersinants o¥ Cowrrorare Goveanancs (2003); Peter A
separating corporate from other areas of law. On the use of corporate governance to address a Gourevitch and ames Shinn, Porsricas Powss ann Corrorare Contror (2005),
of economic and sacial problems, see Mariana Pargendler, The Corporate Governance Obsesston, 4 i &EW-Q"‘“ Powrmics axo Busivess Powen (2011).
JoursaL oF Corroration Law 101 (2016) 4 " Fora the goals of corporae law: sce Seetion 1 5. i iz

% See cg Herbert Hovenkamp, ENTERPRISE AND AMFRICAN Law, 1836-1937, 634 (1991 ¥ See Armour and Gordon, note 49; Armour et al., note 6, ch 17. A [ B
Hansmann and Pargendler. note 47, at 145. ] * Sec . Roberia Romano, Regulating in the Dark, 1 Jounnar o Financiar Peespecrives :

9 For instance, an educanional system that favors vocational and firm-specific training will wor 013) b o N PN
best under a labor law regime that protects employecs against dismissal and under a system of Rafael 14 Porea, Florencio Lopez-de-Silanes, and Andrei Shicifer, Corporare bip Arownd
porate finance that is more relational and immune to shor-term oscillations in market conditi World, 54 Joumwnar or Finance 471, 492-3 (1999); Mara Faccio and Larry H.P. La
Germany traditionally embodicd this institutional bundle. In the U S., by contrast, a labor e Qunership of Western European Corparations, 65 Journal oF FiNANGIAL
ar-will employment favors a more generalist style of education and facilitates vibrant capiral 80 (2002). Buc see Clifford G. Holderness, mwfﬂﬁlw in the
subject to dispersed ownership and hostile rakeovers. See Hall and Saskice, note 1 22 Revirw or Financias Stupies 1377 (2009). BF e
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| firms arc also often highly dispersed,'® though in the
e ¢ was common for a substantial fraction of a firm!

the twenticth century i : f
held by other firms in a loose group with substantial rectpmul o
In our other jurisdictions, in contrast even firms with publicly o

jonally had a controlling shareholder. in the form of another firm
:;fldumeﬁzoo:dimxd group of ather firms,'® indjvidual.s, families,
The types of entities by or through which non-controlling stakes are b
fer substantially from one country to another. The U.S. traditionally
of ownership by retail investors. In contrast. UK stock_mmmP in the la
century was dominated by snstirutional invesrors—primarily domestic pe
104 [ Germany, large commercial banks rradit

d insurance companies.
:unbs:mrial blocks of shares on their own account, and also served as cu
large amounts of stock owned by individuals, whose votes were often

cised by the banks themselves.'”* ;

However, this pattern has changed in recent years. A secular growth in
nstitutional investors—principally murual funds an
ds'%_means their ownership of stock now d
b has also led U.S. institutions to invest in o
kets around the world. Thus in the UK., domesric institutions have, since
century, ceded ownership of the majority of stock to international inve
to be mainly U.S. institutions.'®” In Germany, many large companies also
2 majority of forcign shareholders. And even elsewhere international ir
<ubstantial chunk of listed companics' free float. While there is 2 cerrain
vergence in ownership STTUCTUIES ACT0ss jurisdictions, there is arguably greater s
in the shareholding patterns of different firms within any given jurisdiction,

The past two decades have also seen the rise of new types of institutio
Conspicuous among these are hedge funds and private equity funds. He
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management by US.i
established pension fun:
retail investors. This growt

199 By some accounts, share ownership in Japanese publicly held corporations is m
chan in the U.S.. sce Holderness, note 99, Julian Franks, Colin Mayer, and Hideaki Mi
Ouwnership of Japanese Corporations in the 20uh Cenrury, 27 Review oF FinaNcIAL STt
(2014)

100 See Tokvo STock Excrance, 2013 SHARE Ownersiir Sukvey, 4 (2014),
note 100, ar 29-40. For recent unwinding of cross-sharcholdings, see Gen Goto,
Shareholders of Japar, 3 MicHiGan JOURNAL OF Private EQUITY AND VinTurs CAPTAL |
(2014) i
192 However, there are indications that the traditional position in some iurisdic(lnnl.‘. f
Germany, s starting to change in favor of more dispersed stock ownership: see Steen.
Convergence of Corparaze Governance during the Stock Market Bubble: Towands Anglo-
European Standards? in CORPORATE Governance anp Firm Orcasizanion 297, 306-1
Grandori ed., 2004); Wolf-Georg Ringe, Changing Law and Ownership Parterns in Germany:
Governance and the Erosion of Deutschland AG, 63 Aserican Jounnat oF COMPARATIVE
(2015)

1) See Alexander Aganin and Paolo Volpin, The History of Corparate Ounership in ltaly
History o Corrorare Governance ARounn THE WorLn lRandaTrK Morck ed., 2005); M
Pargendler, Stare Ownership and Corporite Governance, 80 FORDHAM Law Review 2917 (2012]
Musacchio and Sergio Lazzarini, REDVENTING STATE Caprmavisse: LEVIATHAN IN Busiess, E
AND Bevonp (2014). <M

104 See Geof P Stapledon, Instrrumionar SHAREHOLDERS AND CORPORATE GOVERNANCE
G e Sech.g, Ralf : and Jan P Krahnen, Universal Banks and Relationships with Firms,

erman Fivanciar System 197 (Jan P Krahnen and Reinhard H. Schmi
nuxu“ cited note 102. it SdunkkieiCC Sy
106 Board of Governors of the Federal Reserve System, FLow oF Funps Ac
s ) h COUNTS IN THE
SWO%:UE“ Frows anp Ourstanpines, 2005-13, 98 (Table 1.213) (2014).
for National Statistics (UK), Ownersie oF UK Quoten Stares, 2013 (2014).
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cture and functions of co :

‘This is prncipally 2 book about the stru
abour its origins- Nonctheless, in the chapters that follow we.
re, briefly and somewhat speculatively, the influence of own
and of other forces as well—in shaping the parterns of corpoi
across jurisdictions. 3




