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Chapter 1

Introduction

1. AIM AND SCOPE

The purpose of this book is fourfold. First, it sets out to promote the
efficiency,' clarification and simplification of business organization law, and
its better adaptation to the current needs of a range of closely held firms.
Second, it aims to assess and predict legal evolution in Europe and the
United States. Third, it seeks to foster e~cient tailoring and gap-filling by
lawmakers involved in resolving complex issues in closely held business
relationships, ranging from problems of collective action to free-riding,
shirking, private infotmation and opportunism. Fourth, it endeavours to
encourage and further scholarly and scientific legal work in this classical
and, until recenily, neglected area of the law.2

The analytical tools used in this book are drawn primarily from law and
economics. Although fully convinced of both the positive and normative
power of the economic analysis of the evolution of business organization

Law and economics scholazship attempts to evaluate legal rules and institutions from the
perspective of economic efficiency. See, e.g., Cooter and Ulen (200: 3-4). The [erm
`efficiency' as used in this book refers to the Kaldor-Hicks concept of efficiency.
According to this conventional view, business organization law reform is (Kaldor-Hicks)
efficient if the aggregate economic welfare increases, i.e., even though legal changes
benefit some and disadvantage others, the `winners' could theoretically compensate the
`losers'. See Cheffins (1997: 14-16); Feldman (417-421); Posner (1998: 12-17).
The purpose of this book is a variation on the objective of the American Law Institute,
which was established in 1923 `to promote the clarification and simplification of the law
and its better adaptation to social needs, to secure the better administration of justice, and
to encourage and carry on scholazly and scientific legal work'.

1
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2 Chapter 1

law, it is beyond the ambition of this book to offer a detailed blueprint for
reform. Given the rapid and substantial change in this field of business
forms, it is more efficient to focus on underlying concepts rather than to go
into technical details. Moreover, since the reader may have little or no prior
knowledge of the economic analysis of law, a detailed work would soon
become too bulky and burdensome.

The book is divided into several parts. Chapter 2 attempts to demonstrate
the breadth and variety of the challenges for closely held legal business
fonnns. As will be discussed, the law is being challenged substantively, not
only by fundamental changes in the nature of commerce,' but also by
comparative and economic analyses. Accordingly, the book gces on to
address these challenges by explaining and predicting the evolution of
business forms (Part I) and analyzing the economic structure of business
organization law for closely held firms (Part In.

2. PART I: THE EVOLUTION OF LEGAL BUSINESS
FORMS

Part I, consisting of chapters 3 to 6, focuses on the process by which
business organization law evolves in Europe and the United States,
providing new insights into the course and pattern of legal change in federal
systems.' In order to explain and evaluate the law, it is necessary to
understand the process by which it emerges, changes or persists.s
Comparative legal researchers should recognize the forces that shape the law
so as to avoid wishful abstract thinking and meaningless and erroneous
conclusions. Chapters 3 and 4 open the `black box' of lawmaking. They
provide a theory which is backed up in chapter 5 by empirical evidence from
the evolution of partnership-type business forms in the United States and
several European jurisdictions. Particular consideration is given to the
development of legal aspects that are contemplated increasingly for new and

3
a

See Deards (2001: 358).
See Alesina et al. (2001, 3-4) (arguing that although the word `federation' does not belong
to the EU institutional lexicon, the European Union seems to possess key features
commonly attributed to federations). But see Economist (2001e: 11-12) ('For sure, the EU
is more than just a free-trade area, as some people, especially in Britain, would wish. But
that dces not mean it is necessarily the embryo of a superstate, as believers in full-blooded
in[egration clearly still hope.').
Cf. Ribstein (2001: 854) (`[p]olicy reform should focus on the mechanisms of legal
evolutions and markets for law rather than on the substantive provisions of business law.' );
Van Alstine (2002) (arguing that, because of their potentially significant impact, the
presence and extent of legal transition costs should be viewed as material inputs in
decisions over the merit, form, and structure of proposed changes in the law).

s



1. Introduction 3

modernized business forms, such as legal personality, the role of a default
model agreement, the governance structure, the continuity of the business,
the evisceration of broad fiduciary duties, and limited liability. Chapters 3
and 4 seek to show that, notwithstanding globalization and economic
integration, path dependence appeazs to be an important factor in shaping
business organization law in island jurisdictions and federal systems.b For
instance, the strong reliance on jurisdictional competition and related
rulemaking institutions in the United States leads the evolution of business
organization law down a different path than European countries.

In Europe, rigid formalities and capital maintenance rules inevitably lock
the evolution of business organization forms into a certain path.' The fact
that all EU member states except the United Kingdom have voluntarily
applied minimum capital requirements to close corporations exemplifies this
trend.a Clearly, the notion that national and European lawmakers will
eventually adjust their legal frameworks to enable firms to opt out of
mandatory formation and operation rules is rather naïve. Since interest
groups that benefit from the existing legal rules may have a high-powered
incentive to block the deregulation approach, opposing groups have the
daunting task of replacing the existing formalities. Legal history has shown
that bringing about change is more troublesome than merely having to

`Path dependence' is the idea that the evolution of legal rules and institutions is to a large
extent dependent on history. See, e.g., Margolis and Liebowits ( 1998) (`[w]here we are
today is a result of what happened in the past.').
See Wouters (2000: 264-267) ( noting that national legislatures tend to make the EU
directive rules applicable to other business forms that are not covered by the directives).
See also Enriques and Macey (2001). Cf. High Level Group of Company Law Experts
(2002c: 78-93).
Although not obliged by any harmonization directive to do so, most EU member states
have applied capital maintenance rules to close corporations. The European Commission
has examined the possibility of [he Second Directive being extended [o close corpora[ions.
See Bisacre ( 1999: 90). `Minimum capital is a matter of choice for jurisdictions regulating
close corporations. However, it is the norm in continental Europe. Sweden has recently
doubled its minimum share capital for close corporations, though this change has been
traumatic for the business community and the implementation period has had to be
extended. Finland, a new entrant to the EU has also substantially increased minimum
capital requirements, though seven years leeway has been granted for complianGe by
existing companies. By way of contrast Denmark has recently reduced its minimum
capital requirement for private companies.' See Centre for Law and Business ( 1999: 5).
Note tha[ Case C-212197 Centros Ltd v Erhvervs- og Selskabsstryelsen [1999] ECR 1-1459
concerned Danish residents who decided to establistí a UK private company without
starting any business activity in the UK, because Danish law required a substantial capital
input on formation. See, e.g., Wymeersch (2000a: 629). It is worth pointing out that the
SLIM working party did not enter into theoretical discussion about whether the legal
capital requirement should be maintained at all. See Wymeersch ( 2000b: 4).



4 Chapter 1

protect the status quo9 However, the recent introduction of competitive
pressures in Europe may encourage national lawmakers to innovate, even in
the face of intense interest group lobbying. The overhaul of business
organization law in the United Kingdom and the European Court of Justice
(ECJ) decision in the Centros and Uberseering cases'o may lead to other
jurisdictions taking action."

More recently, product and capital market pressures to supply the most
competitive business form for small and medium-sized businesses have
boosted the relative merits of designing legal rules aimed at the needs of the
closely held firm.12 A competition-based lawmaking process represents a
new departure. In the face of market-driven pressures, lawmakers are being
forced to make changes to their business organization law regimes.
However, in the absence of complete freedom of choice in this area of the
law, it cannot be assumed that lawmakers will generate optimal business
forms for different types of firms. For instance, the persistence of sub-
optimal statutory frameworks can be explained by the failure of small and
medium-sized enterprises (SMEs) to lobby the legislature to create a
business form that serves their special needs. Ultimately, the issue is
whether, in the absence of regulatory competition, lawmakers will devise
legislation that is more varied, less complex and can potentially enhance
efficient outcomes. Under the present circumstances, concentrated
incumbents may have the political power necessary to constrain the
expansion of the menu of business forms that promises to yield greater
value.13 The efficiency-enhancing chazacteristics of an expanded menu may
be a weak factor in a politically constrained environment. The combination
of organized interest group pressures and significant switching costs could
limit the allure of new business forms. In such circumstances, lawmakers
may be strongly inclined to adapt the main features of the existing regime.

9
io

Cf. Gilson (2001: 354).
Case C-212197 Centros Ltd v Erhvervs- og Selskabsstryelsen [1999] ECR I-1459; Case C-
208I00 Uberseering BV v Nordic Construction Co Baumanagement GmbH.
The lack of regulatory competition and regulatory arbitrage in the European Union means
that the evolution of business forms requires exogenous shocks to jump-start legal
development. In contrast, in competitive jurisdictions, evolution proceeds continuously,
often led by rent-seeking endogenous actors. `In the United States, as the several states
compete for franchise tax revenues, led by corporate attorneys and interested managers,
changes in one jurisdiction are often rapídly copied in o[hers.' See West (2001: 589).
See, e.g., Freedman (2000: 317-319) (noting that new limited liability forms of business
organization are viewed as a means of encouraging entrepreneurship and make a major
contribution to the law of business organizations).
See Bebchuk and Roe (1999) (arguing that well-organized incumbents can limit the
demand for changes in business organization law).

13



1. Introduction 5

Chapter 6 considers the possibility of introducing or modernizing
parmership-type business forms in Europe." An important question is
whether the introduction of regulatory competition is necessary to overcome
the difficulties encountered in modernizing or introducing business forms.15
This chapter extends the debate about regulatory competition to closely held
businesses.1ó It is argued that the modernization or emergence of business
forms in a particular jurisdiction may put additional pressure on legislatures
to respond faster and more effectively to the changing needs of start-ups and
other closely held firms." Yet solving the problems of innovative lawmaking
in Europe will take more than the introduction of competition between
jurisdictions. The approach taken here has the potential to shed light on the
nature of the institutional and legal problems that pervade the lawmaking
process, and to offer insights into how a new approach could affect changes.

The analysis is extended by pointing out that jurisdictions themselves
may gain by competing to supply flexible business organization forms for
closely held firms. Some of this sort of competition has already taken place,
stimulated mainly by cross-border tax differences.'a Consequently, there are
adequate incentives for governments to create better business organization
vehicles. However, chapter 6 examines a number of barriers to the
introduction of legal business structures that would generally make closely
held firms better off, and explores whether an alternative approach (i.e., in
which model laws are drafted by a private lawmaking body) could enhance
modern and innovative lawmaking by national legislatures.19

14 As distinct from chapters 3 and 4, chapter 6 is concerned primarily with the normative
economics of lawmaking.
In this book, the term `regulatory competition' means competition between regulators to
attract investmen[ or business ac[ivity or to promote the compe[itiveness of indigenous
industries by providing a more favourable regulatory environment. See Woolcock (1996:
297-298).
Debates have been limited to the study of England's perspective in attracting a market for
incorporation. See Cheffins (1997: 421-451); Deakin (2001).
See, e.g., the reform of the UK Limited Partnerships Act 1907, taking place against a
background in which various jurisdictions (including Bermuda, the Cayman Islands,
Delaware, Guernsey, Ireland and Jersey) have introduced or modernized legislation on
limited partnerships. See Law Commission (2001: 5).
See Code of Conduct Group (1999: 26-28) (explaining the tax benefits of holding
companies in Luxembourg and Spain). See also Carney (1997: 327) (observing that non-
EU member states such as Switzerland and Liechtenstein have adopted special tax
provisions that best serve holding companies).
Cf. Cooter (1996: 1650) (noting that since the 18th century, common law countries have
developed new institutions to aid the evolution of the law).

Is

16
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6 Chapter 1

3. PART II: THE ECONOMIC ROLE OF LEGAL
BUSINESS FORMS

While Part I of this book focuses on the lawmaking process itself, Part II,
consisting of chapters 7 to 9, is primarily concerned with the content of
business organization law. It examines various economic and legal aspects
that drive the choice-of-business-form decisions. Chapter 7 is divided into
several sections. After the introduction and a discussion of the role of
economic analysis in the lawmaking process, section 3 continues with
addressing the function of legal personality. Formerly, the entity status
played a pivotal role in deciding which business form to employ.ZO For
instance, several key tax and non-tax factors in making choice-of-entity
decisions, such as continuity of life and limited liability, were attributed to
being a legal entity. In practice, however, the differences between the entity
and aggregate theories have faded, and are nowadays often inconsequential.
Indeed, traditional partnership forms are increasingly treated as if they were
entities for many purposes. Conversely, the partnership analogy views the
close corporation (although it has the status of being a legal entity) as an
aggregate of the `partner-shareholders'. Law and economics scholars
therefore point to the dangers of using the entity theory to understand
business forms. Commentators rightly argue that viewing a business form as
a separate entity is only a convenient - and perhaps even necessary -
shorthand device for communication.21 According to this view, all business
forms have already been designated as legal entities either by statutes or by
case law. This is especially true of the proprietary function ensuing from the
entity status, which is conceived as the most important role of business
organization laws.Z2

Section 4 argues that in order to avoid distortion in choice-of-business-
form decisions, the economic theories of the firm should be taken as a
starting point for identifying the set of problems that parties need to solve
when structuring their business relationship. It is submitted that an economic
analysis of business firms sheds light on the role that business organization
law plays in facilitating or in interfering with the internal relationships
between firm participants. In this way, it sets a framework for choice-of-
business-form decisions. After a concise description of the various theories
and their implications, section 4 synthesizes these theories with the
economics of several closely held firms. It challenges the early economic
literature on partnerships by arguing that partnership-type forms are not only

zo In this book, the terms `entity', `legal entity', `legal personality' and `body corporate' are
used in[erchangeably.
See Easterbrook and Fischel (1991: 12); Klein (1982: 1525).
See Hansmann and Kraakman (2000b).

zi
zz



1. Introduction 7

efficient, but often also the only way to organize a variety of firms. This
section identifies economic aspects that dominate choice-of-business-form
decisions. Rational economic actors choose a form on the basis of how well
it satisfies their wants and needs, i.e., on the basis of efficiency. This chapter
acknowledges, however, that business forms are not always selected on the
basis of efficiency. Conventional lawyer-economists take it for granted that
if network and learning effects drive the choice of form, `standardized'
business forms will be chosen, even though an alternative form would be
superior. Moreover, moving outside the realm of rational choice, existing
scholarship in behavioural law and economics suggests that cognitive biases
can further enhance the attraction of a standard business form. It appears that
business people are only willing to discard a standard form if inherent
beneficial features of an alternative business form create a focal point azound
which a new network could form.

If the business form selection process is not constrained by the status of
the business form, other legal aspects will dominate the selection process.Z3
The various theories of the firm make both positive and normative claims
about the legal aspects of business organization law. Chapter 7 concludes by
pointing at the importance of legal business forms to provide economic
actors with a framework in which the interrelated legal and non-legal
incentive mechanisms inspire co-operation and co-ordination.

Chapter 8 provides a theory of an optimal menu of coherent sets of
default rules, which the parties are free to vary by agreement.Z' The starting
point for this analysis is the contractual theory of the firm, which argues that
business organization law is comprised mostly of default rules. Even though
the contractual nature of the firm has been disputed insofar as the public

23 This book argues that [ax should not play a decisive role in the choice-of-business-form
decisions. It views tax rules as a distorting factor and points to the importance of a single
type of tax s[ructure for all business forms. Empirical reseazch in the United Kingdom
shows that business parties who choose a business form for tax reasons are more likely to
be dissatisfied with their choice than those who genuinely need the non-tax features of a
particular business form in order to achieve efficiency. See Freedman and Godwin (1994).
However, it is impossible to ignore tax considerations totally. Because the assessment of
the complex tax ntles would take up a volume on its own, this book will only highlight tax
issues where they are significant to understand past, present and future developments with
respect to paztnership-type business forms. '
Default rules are rules that govern in the absence of a contrary agreement. In the literature,
default rules are also referred to as `background, backstop, enabling, fallback, gap-filling,
off-the-rack, opt-in, opt-out, preformulated, preset, presumptive, standby, standard-form,
suppletory and yielding rules'. In contrast, mandatory or immutable rules cannot be
changed by private agreements. See Ayres (1998: 585).

za



8 Chapter 1

corporation is concerned, it is unquestionably true of `thick relationships',
such as the partnership and co-shareholdership in close corporations.~

A longstanding research paradigm in law and economics suggests that the
supply of clear default rules that economic actors can use should be regarded
as value-enhancing.2ó Adoption of default terms would serve to provide firms
with opportunities and solutions that otherwise might not be available.
Indeed, as the economic theories of the firm point out, firm-type contracts
are inherently incomplete for several reasons?' First, it may be impossible to
predict the contingencies that may affect the relationship's future ex ante.
Second, each contract party may be overly optimistic about the relationship's
long-term success, and the trustworthiness of the other party. Finally, the
contract parties may place too little weight on possible future problems
ensuing from disagreement and disruption.28 Because gap-filling problems
are endemic to these contracts, a firm's choice of business form depends, at
least partially, on finding default rules that fill the gaps in incomplete
contracts according to the ex ante wishes of the business parties involved.
Consequently, an important issue is how to design default rules for
partnership-type business forms. Chapter 8 discusses several competing
theories on how to choose these rules, and assesses each theory with a view
to devising a menu of business forms that meet the needs of closely held
firms at all levels. This chapter also addresses the connection between
several sets of statutory defaults.29

Moreover, chapter 8 addresses the manner in which legislatures and
courts have responded to the distinguishing internal governance features of
the closely held firm. This chapter is primarily concerned with break-up
provisions, while touching upon standards of behaviour. As noted earlier, the
partnership analogy has moved close corporations further towards `limited
liability partnership' status. Symmetrically, partnership law's move to the
entity status tends to give considerable momentum in the opposite direction.
Given this trend, the choice between closely held business forms is often
described as being solely based on limited liability and tax considerations.
However, in addition to these concerns, business form choice may also

zs See Eisenberg ( 1998: 447) (defining thick relationships as relationships that are
characterized by an involvement that is both personally intensive and broad in scope).
See Ramsay ( 1992: 482-483) (arguing that the lack of clarity entails significant costs).
Cf. Ayres ( 1998: 585) (referring to two distinct types of incompleteness: (1) legal scholars
consider a contract incomplete when the obligations are not fully specified; ( 2) economics
scholars, on the other hand, use the term ` incomplete' to refer to contracts that are not
sufficiently state-contingent).
See, e.g., Eisenberg (1998: 447-448).
For instance, in most jurisdictions, limited partnerships are linked to general partnerships
in that rules which apply to the latter are also applicable to the former. Chapter 8 examines
the costs and benefits of several variations on linkage.
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1. Introduction 9

reveal a desire for different exit and valuation rules. Chapter 8 argues that an
expanded menu of partnership-type business forms could help solve the
indeterminacy problem with respect to the firm's duration.~

The convergence of partnership and close corporation rules may also
have equally complex implications for the legal doctrine of fiduciary
duties.31 From a legal perspective, broad fiduciary duties aze justified, given
the special organizational characteristics of closely held firms, to prevent
greater threat of opportunistic behaviour. However, it might be argued that
the role of fiduciary duties should vary across the type of organizational
business form. On this view, strict fiduciary duties could very well be
counterproductive in closely held firms, encouraging parties to engage in
over-monitoring and litigation at the expense of productivity.32 Indeed, the
ever-changing business environment casts some doubts on the adequacy of
applying partnership-type broad fiduciary duties to all kinds of firms. The
developments in lawyer mobility in the United States exemplify the
situation-specific nature of fiduciary duties.33

Yet even if a menu of business forms offers a variety of fiduciary duty
treatments, the question remains as to what extent fiduciary duties may be
waived or modified by contract. Law and economics scholars generally

30 Surprisingly, the business models that recently came into existence in the United States
inadequately address questions concerning exit rules and standards of behaviour. See, e.g.,
Hillman (1998: 1001) (concluding that it falls upon the courts to continue to articulate [he
core values, duties and rights that transcend the associational label adopted by the
participants).
This book uses US terminology: the expression `fiduciary duties' is used here to designate
the legal doctrine that reflects the standard of performance that regulates and orders
business relationships. Certainly, fiduciary law as developed in the Anglo-American
system, where it vests in entrustors the legal right to rely on the honesty of their fiduciaries
by imposing on those fiduciaries a corresponding duty of loyalty and other specific duties
to deter dishonesty, is not recognized in civil law systems as such. However, civil law
sys[ems have widened the reach of contract law to include many types of fiduciary
relationships. Civil law judges have developed contractual duties akin to fiduciary duties.
See Frankel (1998: 129). Symmetrically, US commentators increasingly view fiduciary
relationships solely as contracts. See, e.g., Butler and Ribstein (1990) (presenting an
extensive analysis of opting out of fiduciary duties, based on the contractual theory of [he
corporation); Easterbrook and Fischel (1993) (arguing that fiduciary duties can best be
understood from a contractual approach).
See, e.g., Talley (1999).
Lawyer mobility has been predominantly a US phenomenon, but there are some
indications that this trend is beginning to take hold internationally. See Hillman (2001)
(arguing that although the rise in lawyer mobility took place in the presence of strong and
mandatory fiduciary duties, in practice the standards are much lower, largely because of
the high litigation costs and difficulties of pursuing damages under an indeterminate
standard). Cf. DeMott (1988) (recognizing that fiduciary obligation is one of the most
elusive concepts in law).
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10 Chapter 1

believe that an obvious alternative to strict fiduciary duties in partnership-
type firnis is the contractual tailoring of obligations. Accordingly, allowing
firms to waive partnership-type broad fiduciary duties would constitute a
signal of their governance preference. Under the influence of law and
economics, the first steps in this direction appear to have taken place. For
instance, partnership law reform in the United States has been accompanied
by a significant reduction in the fiduciary duties of partners.~ In the new
structure, the partners are broadly allowed to amend their fiduciary
obligations. However, scholars who have expressed concern about this
contractual approach to fiduciary duties claim that this trend will eventually
undermine the function of fiduciary law. Chapter 8 assesses both opinions
and concludes that fiduciary duties can best be understood as default rules.

Chapter 9 analyzes in more detail the evolution and development of
business forms in the context of venture capital backed firms. Turning to the
importance of new business forms to a robust economy, it assesses which set
of default rules is propitious to the growth of high-tech start-ups. It is argued
that introduction of an efficient business form is crucial to accommodate
venture capital financing in Europe. Here, consideration is given to the
possibility of developing a new business form, based on the US Limited
Liability Company (LLC), which could lead to an increase in the level of
start-ups. It appears that the creation of an additional new business form with
substantial flexibility in financial structure and operation might enhance the
relative competitive position of the European venture capital industry.

An overview of the conclusions and implied research agenda are set out
in chapter 10. The challenges that face business organization legislation
cannot be solved easily. This is especially true if one considers that the
legislation must accommodate a wide range of firms with increasing
international aspirations. Thus seen, the burdens placed on each of the
groups involved in the evolution of new business organization legislation are
substantial. Academics in particular must bear a heavy burden. There is
much more empirical research to be done before one can offer a blueprint for
the optimal and most competitive business forms.

~ See chapter 5 foomotes 54-60 and accompanying text.



Chapter 2

Challenges for Business Organization Law

1. THE STASIS OF `TRADITIONAL PARTNERSHIP
LAW'

It is a common refrain that partnership law has an ancestry that can be traced
back to the Roman societas, the mediaeval commenda and the lex
mercatoria or Law Merchant.' The main features of these historic
institutions are preserved and encapsulated in various ways in the traditional
partnership laws in Europe and the United States.Z Although the way
business is conducted has altered dramatically over the past century,
becoming more competitive and internationally orientated, partnership laws
have essentially been in stasis since the codifications in the nineteenth and
the early twentieth century.3 Except for a few statutory and judicial
`patching-up' amendments, principally to solve problems with respect to the

See Storey (1859: ix); Zimmermann (1996: 451-476). See also Blackett-Ord (1997: 4-7);
Bromberg and Ribstein (1999: ~ 1.02); Callison (2001 a: ~ 1.02); Henning (2001: 75);
Raaijmakers (2000a: ~1.30-~1.38); Schiicking (1995: 13).
Despite important similarities between the partnership laws of different jurisdictions, there
are also important differences regarding the nature and operation of the partnership. See
chapter 3 footnotes 8-15 and accompanying text. See also Heenen (1975: 19-47); Hillman
(1987: 428-429); Ribstein (1998: 10).
In this book, `traditional partnership law' refers to the first codifications of the general
partnership and its variations, such as the limited partnership and, in civil law jurisdictions,
the civil partnership. See Heenen (1975: 3). Although the analytical framework used in
this book is also helpful in understanding the 'participation association' and `intemal' civil
partnerships, which are nothing more than a simple contract between parties and do not
affect third parties, these business forms are outside the scope of the book. See chapter 5
footnote 127.

11



12 Chapter 2

rights and obligations of a partnership as an entity distinct from its
members,4 the core principles remain practically unchanged. Lawmakers,
who have traditionally abdicated their task of partnership law reform in
favour of satisfying the needs of large multinational enterprises organized
predominantly as corporations, have only recently acknowledged the effects
of delayed attention to partnership-type business forms and their economic
importance.

Consequently, small and medium-sized enterprises (SMEs), which are
often formed informally without carefully considering and clarifying their
business relationship in an agreement,s continue to suffer the detrimental
effects of sub-optimal legal rules in many respects. These firms usually lack
the organization and resources necessary to lobby for the required legislative
overhaulb In addition, despite the dynamic environment in which SMEs
operate, traditional partnership law has attracted relatively little critical
scrutiny from academics. Legal scholars have generally shied away from
partnership law analysis, treating its longstanding principles, such as the
general parmers' personal liability for a firm's debts and obligations and
broad fiduciary duties, as revealed natural law.' These circumstances lend
credence to the perception that partnership-type business forms have been a

4 These amendments attempt to solve the so-called entity-aggregate dispute, which is often
viewed as the central problem of partnership law in legal doctrine. See chapter 7 footnotes
49-81 and accompanying text.
See ENSR (1997: 7-8) (discussing the factors that affec[ [he use of extemal advice); Law
Commission (2000: 4) (stating that 52qo of the partnerships surveyed by the Forum of
Private Business in November 1991 did not have a written partnership agreement. Of those
surveyed on behalf of ihe Association of Chartered Certifted Accountants in 1995, 57010
did not have a formal agreement); OECD (1998: 39) (observing that women especially are
loath to retain professional advisers); Soderquist and Sommer (1991: 26) (emphasizing
that in the US there are many more partnerships under the Uniform Partnership Act of
1914 than there would be if the partners had sought the advice of good lawyers).
In seeking to design and implement more optimal an angements for their clients, lawyer
associations could be powerful interest groups with regard to partnership law reform. See
Ribs[ein (2002a). However, since most users of traditional partnership forms aze not
significant consumers of legal services, lawyers have no high-powered incentive to lobby
for reform. Romano (1993: 27) offers an economic explanation for the lack of interest in
partnership law reform. Since many disputes in partnerships occur in `endgame' situations
(the parties will not be continuing in a long-term relation of repeated play), there will be
no gains from future relations. She argues that the benefits from the costs of lobbying for a
statutory change are therefore scant: the change will be used only once in the parties'
mutual dealings. Furthermore, the flexibility of partnership law has offered large
sophisticated law and accounting firms sufficient leeway to contract around inefficient
default rules; this partly explains why, before extensive malpractice claims were common,
these lazge professional firms routinely used the partnership form.
See Hillman (1987: 425-432) (enumerating possible explanations as to why academics in
the United States shunned a profound analysis of partnership law in the 1980s).
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2. Challengesfor Partnership Law 13

rather dull and unattractive topic of study, which, in turn, may explain the
discontinuity in the evolution of partnership law.8

With the corporation being the dominant and most important business
form in the industrial sectors of the economy, it is hardly surprising that
corporate law has captured the legal imagination. Scholars usually prefer to
research glamorous corporate issues such as insider trading, hostile
takeovers and the corporate governance of publicly held corporations with
shares traded through an organized exchange. Furthermore, those convinced
of the importance of SMEs to the rol,ustness of the economy have directed
their attention to the close corporution rather than to partnership-type
business forms.9 Courses in business organization law understandably seek
to keep pace with the scholarly work devoted to certain issues, and therefore
focus primarily on corporate law issues, while either ignoring partnerships
and their variations or addressing them only briefly by way of comparison.'o

Of course, in the light of the related reputational and professional gain, it
is much more attractive for law professors and their peers to write academic
articles bearing on the more dynamic problems arising from the regulation of
the public corporation. Similarly, in order to prepare students for business
practice, law academics address issues that are most relevant to their future
clients' pressing interests. Nevertheless, as the impact of SMEs on the
economy is significant, the lack of partnership law analysis can be argued to
be detrimental. Partnerships are common in the agricultural and service
sectors, especially in the wholesale and retail trade, the tourist sector,
construction and professional services." In fact, partnership-type business
forms play a key role in the knowledge-driven economy. The limited
partnership, widely used by venture capitalists and investors, dominates the
venture capital industry.12

8 The following passage from The Economist (1994a: 13-14) is highly typical of most
commentators' belief: `So when defenders of the partnership argue that this meritorious
form of business organization is endangered and something ought to be done to save it, an
indifferent shrug is the right response. Being old does not mean being venerable.'

9 This book uses US terminology (see chapter 1 footnote 31). For instance, the word 'close
corporation' is used as the equivalent of the modern English `private company' and
German Gesellschaft mit beschrdnkter Haftung ((;mbF~.

'o A closer look at the curricula of universities in Europe and the Uníted States shows that
due to time constraints most business organization courses either ignore partnership forms
or uses them as hors d'oeuvres before the main course. See, e.g., Ribstein (1996b: 1-2).

11 Cf. Kessler and Schiffers (1999: 6-7); Law Commission (2000: 1); Hansmann (1996: 3);
Raaijmakers (2000a: ~2.01); UPA Revision Subcommittee (1987: 121-122).

'Z Three groups of players can be distinguished in the venture capital industry: outside
investors, venture capital funds and entrepreneurs. Traditionally, the relationship between
the first two players is managed and organized in a limited partnership of finite duration
and with substantial profit sharing. Outside investors who supply the actual funds usually
agree to be limited partners for a definite period of time and entitled to substantial profit
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At first sight, it might be argued that the lasting prominence of traditional
partnership forms in many sectors of the economy serves as compelling
evidence of the capacity of these forms to satisfy the wide-ranging needs of
many types of firms. Traditional partnership forms are allegedly very
popular with a broad range of businesses, from small family firms to large
law and accounting firms, which could explain the lack of attention by
scholars and practitioners alike.13 That traditional partnership forms have
stood the test of time evinces their straightforwardness. However, the view
that the longstanding partnership law statutes are in fact efficient is naïve." It
is submitted that even though the survival value may provide superficial
evidence of efficiency, traditional partnership law may very well depend on
the history of problems that had to be solved in the past but may be
irrelevant today (i.e., path dependence).'S Upon closer examination, it
appears that traditional partnership forms are only attractive marginally due
to their informality and tax advantages in comparison to corporations.

Here, it is worth identifying the main reasons that currently underlie the
choice of traditional partnership forms. First, partnerships are considered to
be the default fonm of business associations in most countries. They may
arise informally and even inadvertently,1ó can often be created by oral

sharing. The venture capitalist, usually organized as a close corporation, is the general
partner who will invest the limited partners' money in several rapidly growing and highly
innovative businesses, without usually taking part in day-to-day management control. See
Bany (1994); Gompers and Lerner (1999); Gompers and Lerner (2001); Gorman and
Sahlman (1989); Neuss (1999); Sahlman (1990). Even in the United Kingdom, where the
limited partnership form under the Limited Partnerships Act 1907 was seldom used, this
fonn enjoys an unusual prominence in the field of venture capital. See Mayer et al. (2002:
10); Law Commission (2001: 2) (noting that UK limited partnerships have become the
standard structure used by venture capitalists, not only for UK funds but also for European
funds). See also chapter 8 footnotes 265-276 and accompanying text.
The alleged efficiency of traditional partnership law could be an expianation for the
absence of academic attention. After all, it is not really challenging to promote the status
guo of partnership law. See Gillette (1998: 824) (arguing that law professors who write
articles urging the rejection of existing doctrines or who draft amicus briefs typically
derive significant reputational and professional benefits from those activities).
Cf Sheikh (2001a: 89) (noting that the absence of any discussion in legal journals or
govemment reports may be evidence of partnerships in the United Kingdom functioning
well in practice, but also pointing to evidence suggesting that the traditional law has not
kept in mind the needs of small businesses); Law Commission (2001: 2) (arguing that even
though the venture capital industry in the United Kingdom is the largest and most
developed in Europe, accounting for almost half of total European venture capital
investment, there is no room for complacency).
Cf. Roe (1996: 641).
In most jurisdictions, the existence of a partnership relationship can be proven by looking
to all the facts and circumstances.
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2. Challenges for PartnershipLaw 15

agreement and operate with considerable informality." In fact, the formation
of a partnership may be the on]y possible way of organizing a firm.18 The
necessity of compliance with various complex, cumbersome, time-
consuming and expensive formation and operation requirements, calling for
considerable legal advice and other expert assistance, may act as a serious
disincentive to forming a corporation. This is especially true in continental
Europe, where entrepreneurs sometimes view the requirements to obtain the
broad corporate liability shield (i.e., the formal use of lawyers, the minimum
capital requirements and the statutory audit and mandatory publication of
annual accounts) as draconian.19 Similarly, the organizational structure of
corporations is perceived as particularly troublesome and inflexible, due to
the contravention in the corporate statutes of lengthy, mandatory provisions
designed to solve problems encountered in amassing substantial amounts of
capital from a large number of passive investors or, in more technical terms,
when there is a significant separation of ownership and control.ZO Where the
costs of formation and operation would exhaust the resources of SMEs
entrepreneurs are left with the second-best choice of either forming a
partnership or not starting up a business at all. As a result, even if traditional

„ Germany: Sauter (1999: 127-128); the Netherlands: Mohr (1998: 9-13); Raaijmakers
(2000a: ~2.18-~2.19); the United Kingdom: Morse (1998: 10 and chapter 3); the United
States: Callison (2001a: ~2.20-~2.21); Hynes (1998: 6-7); Soderquíst and Sommer (1991:
26-27).
In many jurisdictions, professionals used to be prohibited by ethical considerations from
practicing with limited liability. Today, professionals are increasingly permitted to conduct
their business with some sort of liability protection (provided that they meet several
conditions). See Godfrey (1995).
See, e.g., Chan et al. (1999: I-III and 10) (observing that in the Netherlands, entrepreneurs
perceive the preparation and disclosure of annual accounts as one of the greatest
administrative burdens); Nielsen (2002: 19) (noting that accounting procedures are the
most important barriers to establishing a new business in Denmark). See also Centre for
Law and Business (1999: 4-5); European Commission (1995: 36-37); European
Commission (1998b: 17-19). The recent decision of the European Court of Justice (Case
212197 Centros Ltd v Erhvervs- og Selskabsstryelsen [1999] ECR I-1459) illustrates that
the draconian capital requirements could persuade potential entrepreneurs to incorporate in
a more favorable jurisdiction. See Wymeersch (2000a). See also Case 79I85 Segers v
Bedri,jfsvereniging voor Bank- en Verzekeringswezen, Groothandel en Vrije Beroepen
[1986] ECR 2375. Even in the United Kingdom, which does not impose minimum capital
requirements for closely held firms, DTI's Company Law Steering Group acknowledges
that the capital maintenance provisions under the Companies Act are complex and often of
little practical relevance for small firms. See Sheikh (2002a: 108-109).
For an overview of the perceived disadvantages of UK corporation law as a template for
the regulation of SMEs, see Freedrttart and Godwin (1994); Freedman (1999); Hicks et al.
(1995); Hicks (1999). An overview of the complex provisions and recent developments in
the close corporation statutes of several European countries can be found in De Kluiver
and Van Gerven (1995). See also Centre for Law and Business (1999); Lutter (1998). For
a representative survey regarding the US situation, see Wortman (1995).

18

19

zo



16 Chapter 2

partnership law is considered ill-equipped to meet the contracting needs of
entrepreneurs, some firms will nevertheless contract into this fonm due to
over-optimism and overconfidence on behalf of the founders.21

Tax~nhancing qualities offer another explanation for the extensive use of
traditional partnership forms. Some argue that tax considerations are the
most important factor in choice-of-business-form decisions ZZ The key
feature of partnership tax treatment, often referred to as pass-through
taxation or fiscal transparency, appears to play a pivotal role. In partnerships,
income is generally treated as if it is the personal income of the partners, and
is taxed accordingly.23 In comparison to a corporation, in which income is
first taxed to the corporation, and later, if the corporation's after-tax income
is paid as dividend, again to the shareholders as part of their income,
parmership taxation could have two advantages. First, it allows the partners
to offset deductible tax losses against other sources of income at the
partners' level. Second, the `double taxation' effect could be avoided~ In
fact, most spousal and other family-owned firms are often formed as
partnerships for these and other fringe tax benefits, such as tax-qualified
pension and retirement provisions.u Allegedly, the tax-shelter capabilities of
partnerships are also largely responsible for the use of the form for joint
ventures and the relative success of limited partnerships as financing
devices.2ó

See Cheffins (1997: 66) (noting that individuals often start a small business in an
atmosphere of heady optimism and mutual good-will, in part because the participants are
often related or friends). See also Klein and Coffee ( 1996: 64).
See Erle ( 1999: ~6); Blackett-Ord (1997: 526-527); Raaijmakers ( 1999: 1); Schmidt
(1997: 21-24). See also Endres ( 2001) (arguing that the recent changes in German tax law
have reversed the choice of business organization forms in favour of the partnership form).
Although partnership taxation is generally based on the assumption that a partnership is
merely an aggregate of the individual partners, who reflect their share in the partnership in
their own returns, jurisdictions use different bases for determining the partner's income
from the partnership. For instance, the taxable income may be determined at the
partnership or partner level. See Daniels ( 1991: 46) (comparing the taxation of
partnerships in the United States, Germany and the Netherlands).
It must be noted, however, that whilst it is clear that partnerships in the United States have
major tax advantages, the tax position in other jurisdictions is to some extent different.
Due to the availability of tax credits for shareholders on dividends and more favourable
corporate tax rates, double taxation on corporate profits is not experienced to the same
extent in Europe. See, e.g., Freedman (2001: 914) (comparing the United Kingdom with
the United States).
See Blackett-Ord (1997: 532); Bromberg and Ribstein ( 1999: ~2.10); Freedman and Ward
(2000: 159 and 172-173); Mohr ( 1998: 198-207).
For instance, although the limited partnership has never been a very attractive business
form in the United Kingdom, it has been used for tax-planning purposes. Since, under
sections 117 and 118 of the Income and Corporation Taxes Act 1988, `a limited partner
may not set his share of any loss against income derived from non-partnership sources',

n
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2. Challengesfor PartnershipLaw 17

It follows from the above discussion that the use of traditional partnership
forms is attributable mainly to their flexibility and informality, and, most
importantly, to their tax benefits. Traditional partnership forms have always
covered informal and temporary ventures of the smallest scope, as well as
very complicated tax-driven operations. However, as soon as the tax benefits
dissipate and legal advisors are involved, firms are urged to organize or re-
organize in the corporate form.Z'

Given the importance of tax considerations in choosing a business form,
the possible uncertainty about the tax authorities' reaction to revisions to
partnership law and the introduction of new partnership-type forms is yet
another important source of legal stasis?a The fact that both commentators
and practitioners tend to characterize partnership forms as artifacts of tax law
could very well impede the evolution of partnership law.29 Apparently,
amendments in business form statutes are often suggested to reflect changes
created by tax regulations.~ In the main, lawmakers are inclined to take for
granted rigid and awkward rules that are unsuited to the operation of small

the popularity of this form has declined even further. See I'Anson Banks (1995: 861-863
and 941-942). See also Blackett-Ord (1997: 597-598). The limited partnership enjoyed an
upsurge of popularity in the venture capital industry. See supra footnote 12.
Empirical research shows that legal advice, especially advice given by accountants, plays
an influential and conclusive role in the incorporation decision. See, e.g., Hicks et al.
(1995: 16).
The evolution of the new Limited Liability Company (LLC) in the United States
exemplifies the importance of a clear tax treatment. Only after the Intemal Revenue
Service (IRS) issued Revenue Ruling 88-76 in 1988, classifying a Wyoming LLC as a
partnership for federal income tax purposes, did the development of the LLC assume large
proportions. See Goforth (1995: 1201-1202); Namill (1996: 403-410); Keatinge et al.
(1992: 383-384). See also Miller (2001) (noting that new statutory developments enhance
the LLC as an estate and gift tax-planning vehicle). On the evolution of the LLC, see
chapter 5 footnotes 76-85 and accompanying text.
Cf. Ribstein (1995a: 371) (noting that lawyers tend to assume that statutory business forms
are artifacts of tax law, and often fail to acknowledge transaction cost justifications for
statutory business forms).
See, e.g., Stara (1992) (arguing that the US Uniform Partnership Act should be amended to
reflect changes in the federal income tax laws). In the United States, taxation of
partnership-type business fonns was governed by the `Kintner regulations' for many years.
The Intemal Revenue Service (IRS) used to look to four factors in determining when an
entity should be deemed `an association taxable as a corporation': (1) freedom from
personal liability, (2) centralized management, (3) free transferability of interests, and (4)
continuity of life. If a firm had more than two of these characteristics, it was taxed as a
corporation. See Treas. Reg. ~301.7701-2(a)(1). The `Kintner regulations' resulted in so-
called `bullet-proof business form statutes, which contained mandatory rules so as to
ascertain partnership tax treatment. See Hamilton (1996: 124); Humphries (1998: ~1.03);
Hynes (1998: 439). For another US example regarding estate and gift tax rules, see Miller
(2001: 413-415) (arguing that changes in fundamental rights should not be driven by
purely tax considerations).
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18 Chapter 2

and medium-sized firms. In their tax-influenced view, they assume that legal
rules are trivial, in the sense that business partners could easily neutralize
sub-optimal statutory provisions by making contractual adjustments.
Nevertheless, this assumption of triviality may not hold.31 As we will see in
the next section, closely held business forms are likely to enter into a period
of rapid and substantial change in Europe, as recently experienced in the
United States.32 Arguably, if the law were trivial, reform-minded lawmakers
and interest groups would not encourage its reform.33 More importantly,
current law and finance scholazship suggests that legal rules such as
disclosure requirements and investor protection have a significant impact on
firms' growth.~ While the literature mainly focuses on publicly held firms, it
also lends support to the view that the legal environment may have important
influences on the development of closely held firms.

2. THE GENESIS OF `NEW PARTNERSHIP LAW'

2.1 The `Partnership Analogy' in Corporate Law

The economic role of SMEs has given a fresh impetus to business
organization law reforms.35 Over the past decade, SMEs, and particularly
high-tech firms, have attracted increased attention in recognition of their

31 Cf. Black (1990) (arguing that mandatory rules in corporate law may be [rivial to the
extent that they are market-mimicking, avoidable, changeable or unimportant).
Cf West (2001: 531) (suggesting that legal change presents a great challenge to the
triviality thesis).
Moreover, tax reforms aiming at the neutralization of legal forms by pursuing equality of
tax treatment, independent of the business form in question, may stimulate an overhaul of
traditional partnership 1aw. For instance, the federal `check-the-box' tax regulations
(Treas. Reg. ~~ 301.7701-1 to 3, 61 Fed. Reg. 66,584 (1996)), under which unincorporated
associations are taxed as partnerships unless they affirmatively elect to be taxed as
corporations, appear to be responsible for the rapid development of partnership-type
business forms in the United States. See, e.g., Callison (1997b: 6); Miller (2001: 413-414);
Ribstein (1995a: 432). Moreover, the introduction and development of closely held
business forms help erode complex tax distinctions between different legal business forms.
See also infra footnote 71 and accompanying text.
See La Porta (1997); (1998); (1999); Gonzáles (2002). Cf. Coase (1992: 717-718) (noting
that the legal system has a profound effect on the working of the economic system).
According to the OECD (2000), small and medium-sized enterprises (SMEs) are non-
subsidiary, independent fin-ns that employ fewer than a given number ofemployees. In the
European Union, this number is 250, while the United States considers SMEs to include
firms with fewer than 500 workers. Small firms employ fewer than 50 employees. Micro-
enterprises have at most ]0 employees. In Europe, 93qo of the businesses are micro-
enterprises. In the United States, this percentage is 50. The OECD report indicates that the
average firm size in OECD countries is in fact declining.
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2. Challenges for PartnershipLaw 19

major employment-generating abilities and their contribution to innovation
and economic growth. Since they are regarded as the backbone of a robust
economy, bolstering a regulatory and business environment conducive to
their development is at the top of the political agendas of industrialized
countries.3ó Policymakers have become aware that neglecting the
organizational needs of these firms will stunt productivity growth and job
creation. The rapid pace of technological change and the decreasing
international barriers to trade over the past decade have not only created new
strategic and organizational opportunities for SMEs, but have also made
these enterprises more vulnerable to risks.3' Hence, it is submitted that in
order to help SMEs fully exploit these new opportunities and adjust more
easily to immediate uncertainty, policymakers at both a national and
international level should endeavour to devise the most competitive and
efficient legal business forms as part of the `intangible infrastructure'
intended to foster investment, innovation and entrepreneurship.38 Of course,
business organization law is only one of the determinants of start-up
decisions. There is little doubt that the main considerations affecting these
decísions are operational and macro-economic.39 Nevertheless, in the age of
globalization, the pattern of business start-ups is likely to be increasingly
sensitive to business organization law. Competitive legal business forms
must allow SMEs to ideally match their legal status with their organizational
needs, giving them the opportunity to start, grow and develop in the context
of a highly competitive business environment.~

36 See OECD (2000); OECD ( 2001). See also European Commission ( 1995); European
Commission ( 1998b); European Commission ( 1999); European Commission (2000b).
CE Sakai ( 2002: 5) ( `[tJhe degree of globalization of SMEs differs significantly by sector,
reflecting the fact that they consist of a diverse and heterogeneous set of firms. While
small firms in traditional services stíll predominantly serve local markets, some, especially
knowledge-based small firms, have been particularly active in cross-border strategic
alliances in the 1990s.').
Rapid technological change and increased global competition put pressure on govemments
to make their intangible and physical infrastructures more efficient so as to stimulate
entrepreneurship. !n this context, `intangible infrastructure' means the regulatory system
that fosters the development of SMEs. `Physical infrastructure' alludes to (among other
things) the communication and transportation systems available, such as roads, cables, and
so on. The urge to reform regulations that could discourage the creation and expansion of
SMEs could not only be ascribed to indigenous exigencies, but also to the desire to attract
foreign investment and business activity. See Wilf (2001); Cf. Ferran ( 2001: 1).
Cf. DTI ( 1999: 96).
Cf. Ferran (2001: 2) ( `whilst company law on its own may be relatively insignificant, it is
appropriate to look at the reform of company law in the context of a bigger package of
regulatory reform initiatives in the UK. This package is intended to provide incentives for
business activity and investment that will, in the government's view, have a significant
cumulative impact on productivity and economic growth.').
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20 Chapter 2

While scholars have debated the advantages of the corporate form for
small and medium-sized businesses, the discussion of competition-based
lawmaking for this type of business form represents a new departure. Given
the presence of market~riven pressures, monopolistic regulators aze being
forced to make changes to their legal regimes. In their quest for ideal
business organization law, the lawmaking elite focuses predominantly on
close corporation law. The main thrust of these reform efforts has been to
break down the traditional rigidities and formalities inherited from the
publicly held corporation." Regardless of whether they are governed by a
sepazate statute (the `free standing approach') or viewed as factual variations
on or sub-type of the general corporation (the `integrated approach'),42 close
corporations have developed in the image of the large publicly held
corporation with its capital-oriented structure.43

See, e.g., DTI (1999: 56-69). Cf. Bachman (2001) (arguing that the recent decision of the
European Court of ]ustice (Case C-212197 Centros Ltd v Erhvervs- og Selskabsstryelsen
[1999) ECR I-1459) could give an important impetus to close corporation law reform in
Germany); Ferran (2001: 9 and 11) (observing that even though the United Kingdom has
low barriers to entrepreneurship in comparison with other European countries,
encouraging the creation and expansion of small firms and innovative start-ups is high on
the political agenda in the UK); Freedman (1999: 29) (discussing the story of statutory
audit exemption for SMEs in the United Kingdom); Sinha (2002) (noting that the DTI's
Company Law Steering Group core proposals aim to simplify and modernize the law for
small businesses).
In the United Kingdom and the United States, the closely held and publicly held
corporation have a single legislative base. However, it is argued that the distinction
between these two business organization form.s is becoming clearer. See Bachmann
(2001). See also Centre for Law and Business (1999: 3) (enumerating the European
countries that have a single legislative base and countries that follow the pattem of formal
and distinct regulatory regimes). Many European jurisdictions have a separate close
corporation statute. For instance, the German Limited Liability Company (Gesellschaft mit
beschrdnkter Haftung) is governed by a separate statute. See Volhard and Stengel (1997:
6-8). Because most national legislatures in Europe voluntarily apply the EU directives on
publicly held corporations to their closely held counterpart (`implicit linkage'), it might
nevertheless be argued that an integrated approach prevails.
See Carney (1995: 863-867); Lutter (1998: 3-12); Wymeersch (2001: 6). See also Wouters
(2000: 263-265) (noting that most national legislatures in Europe have voluntarily applied
the EU directives on publicly held corporations to the closely held corporate form). Under
EU law, mandatory rules are designed to protect third parties from externalities. They are
also intended to protect contracting parties that face strategic or infotmation problems that
would prevent them from reaching optimal contracts. There has been a fear that the
mandatory rules ensuing from centralized efforts to unify publicly held corporations ('top-
down harmonization') would lead to a loss of coherence in national corporate law.
However, according to Wouters, this fear seems to be partly compensated by the
directives' spillover effects, i.e., by the extent to which these directives affect close
corporations.
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2. Challenges for PartnershipLaw 21

To the extent thai jurisdictions have had few revenue-based incentives to
research and design the optimal rules for SMEs, they have attempted to
apply the governance structure and mandatory provisions designed for
publicly held corporations to their closely held counterparts." Since this
governance structure is designed to attract substantial amounts of capital into
the firm from passive investors and, consequently, to regulate a rich and
intricate set of agency relationships, corporation law is poorly tailored to fit
the governance needs of smaller firms, in which ownership and control are
typically not completely severed.45 Despite the inappropriateness of the
corporate law governance rules, the corporation has nevertheless become the
preferred vehicle for business organization among SMEs wishing to take
advantage of several corporate features, such as limited liability and
continuity of life.~ Naturally, the impetus to incorporate increases when
becoming a corporation provides tax benefits." Moreover, incorporation is
often prompted by lawyers and accountants who tend to shy away from the
task of drafting a partnership agreement. Even though they usually have
standard contractual fortns at their disposal, they seem to feel more
comfortable fonning a corporation. In view of learning effects, this is
understandable, but may be ine~cient since it involves more formality and
higher costs.4e

aa It is argued that European policymakers and legislatures underestimated the importance of
small businesses in the growth period of the after-war years. See Moussis (1992: 484). In
the United States, the legislature's focus on attracting large corporate charters has left the
law governing closely held business forms as somewhat of a backwater. See Ayres
(1992b: 372-373).
In the context of publicly held corporations, a set of legal rules is intended to align the
interests of the managers with those of the passive investors. In this respect, legal rules and
corporate governance structures are important as a means of reducing the agency costs
imposed by managers acting in their own interests to the detriment of shareholders, mainly
in firms owned by dispersed ownership. See Scott (1998: 26-27). Please note that the
economic theory of agency, to which the corporate governance issue refers, should be
distinguished from the legal concept of agency. See Cheffins (1997: 45).
See Lutter (1998: 182) (calling the close corporation the most successful business form in
the world). In 2001 approximately 850,000 firms were organized as close corporations in
Germany. See Hansen (2002); Meyer (2002: 188) (arguing that popularity of the close
corporation is still increasing in Germany). In the United Kingdom, this number was more
than I million. Several empirical projects show that limited liability and tax considerations
aze the most important reasons to incorporate in the United Kingdom. See, e.g., Freedman
and Godwin (1994: 245-247); Hicks et a[. (1995: 16-18).
See supra footnote 24.
It might be azgued that corporate law statutes have generated leamíng and network
benefits, such as judiciaJ precedents, customs and practices which tend to confine lawyers
to a more passive role. There appears to be a prevailing belief [hat corporations are simpler
and less expensíve to organize than partnership-type business forms. See Keatinge (1997:
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22 Chapter2

The current debate on the regulation of close corporations can be
explained in terms of a trade-off between the need for creditor and minority
shareholder protection,49 in case of firm failure, and the commitment to
supply legal rules, which gives firm participants the ability to maximize
wealth. In order to meet the needs of the specialized and idiosyncratic
relationships in close corporations, legislative and (more importantly)
judicial adaptations and additions to the analogy of partnership law have
been made in a piecemeal fashion across jurisdictions through the years.~
For instance, in the United States and Germany, the judiciary has recognized
that shareholders in a close corporation setting may owe each other a strict
fiduciary duty of good faith and loyalty.s' In the Netherlands, the Dutch
Supreme Court articulated strict restrictions on interest transfer for
shareholders of close coiporations, based on enhanced good faith and
fiduciary duties, where the articles of incorporation did not explicitly address
these matters.52 Finally, in Ebrahami v Westbourne Galleries,sj the House of
Lords decided that circumstances in which a UK private company is in
essence a quasi-partnership (formed and continued by individuals who were
essentially partners but who had chosen the legal mechanism of a corporate
structure for its obvious advantages) justify the application of partnership
just and equitable winding-up principles.s' In short, the application of
automatic dissolution and buy-out rights, strict precepts of fiduciary duty and
good faith to protect shareholders, the authorization of strict share transfer
restrictions, and contractual flexibility to modify and sidestep rigid rules

203). For a discussion about the influence of network and learning effects on the evolution
of business forms, see chapter 3 footnotes 114-146 and accompanying text.
The principle of centralized control and majority rule in combination with the lack of a
public market for shares in a close corporation leave a minority shareholder vulnerable in a
way that is distinct from the risk faced by shareholders ofa public corporation. See chapter
8 footnote 112 and accompanying text.
See, e.g., Raaijmakers (2000b: 193-194).
See Donahue v Rodd Electrotype Co., 328 N.E.2d 505 (Mass. 1975) and, to a lesser extent,
Wilkes v Springside Nursing Home, lnc., 353 N.E.2d 657, 663 (Mass. 1976). In Germany,
the German Supreme Court imposed a broad fiduciary duty on controlling shareholders of
the Getman close corporation - Gesellschaft mit beschrdnkter Haftung (GmbH) - in the
[TT case (BGH 5 June 1975, BGHZ 65, IS (IT1~. For an analysis on the development of
case law regarding fiduciary duties, see Pistor and Xu (2002: 28-32).
See Hoge Raad, 31 December 1993, (1994) Nl, 436. See also Raaijmakers (2000a: ~1.93-
~ 1.96).
[1973] AC 360 (HL).
See Cheffins (1997: 292-293); Rider (1979: 161-176). See also Acton (2001: 135-136)
(arguing that the decision in Re Guidezone L.td., [2000] 2 B.C.L.C. 321, Ch D., which held
that the just and equitable winding-up jurisdiction was no wider than the jurisdiction under
section 459 of the Companies Act 1985, is wrong).
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2. Challenges for PartnershipLaw 23

characterize the close corporation form as a`quasi-partnership',
`incorporated partnership', or `partnership cotporation'.ss

While many commentators view the `mom and pop' firm as being the
archetypical close corporation, others point to a wider range of closely held
firms that employ the corporate form, such as high-tech operations backed
by sophisticated outside investors.sb They argue that although the traditional
close corporation dces not meet the needs of the typical small firm, its
structure is especially well-suited to high-tech firms, which are characterized
by a high proportion of `match-specific assets' S7 In their view, it is more
efficient to expand the menu of business forms so as to allow the close
corporation to maintain its distinctive qualities.

There is something to the expansion of business forms. Because it is not
yet clear when and to what extent the partnership principles should be
applied to close corporations, the `parmership law' analogy is full of perils
and pitfalls.58 For instance, it is not always possible to effectively draft

ss See, e.g., Thompson (1993: 704-706) (explaining that legislatures and courts in the United
States have modified close corporation law in at least five areas: govemance structure,
share transfer restrictions, contractual flexibility, the use of involuntary dissolution
statutes, and enhanced fiduciary duties). In other jurisdictions, these strategies have not
been developed to same extent as in the United States. See Lutter (1998: 94-99)
(recognizing the importance of the partnership analogy, but admitting that solutions appear
to be haphazard and ad hoc rather than systematic). That the majority of close corporations
usually have less than four shareholders tends to support the partnership metaphor. See,
e.g., Gomes and Novaes (2001: 25-27) (referring to empirical data in the US, which shows
that, even though the average number of shareholders was 74.4 in 1992, the median was
only 3.0); Meyer (2002: 180 and 243) (noting that approximately 80qo of the closely held
firms that use the GmbH form have one or two shareholders).
Certainly, the members of small firms are usually part of the management team. See, e.g.,
Hicks et al. (1995: 13-14) (showing that small companies are not being used as a vehicle
to attract outside capital from passive investors). However, many closely held firms are
financed by debt and venture capital, separating ownership from risk-bearing at least to
some extent. See, e.g., Easterbrook and Fischel (1991: 228); Rock and Wachter (1999:
913-914).
See Rock and Wachter (1999) (explaining that the closely held structure encourages the
investment of 'match-specific assets', i.e., assets that have a value to the parties to the
venture but litde value to outsiders); Stevenson (2001) (arguing that experiments in the
laboratory of venture capital contracting show that courts should be reluctant to impose
broad fiduciary duties on minority shareholders). The survival capacity of high-tech close
corporations lends empirical support to Rock and Wachters' thesis. Cf. Hampe and
Steininger (2001: 9, 13, and 22) (noting that empirical research indicates 'a clearly higher
probability of survival of the legal form limited liability company (GmbH) in comparison
to companies of all other legal forms'). See also chapter 9.
Cf. DTI (2001: 33 and 163-164) (arguing that limiting the unfair prejudice claim under
section 459 of the Companies Act 1985 (see O'Neill v Phillips [ 1999] 1 W.L.R. 1092) will
discourage the practice of making all manner of allegations which might conceivably
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24 Chapter 2

around the statutory provisions of corporate statutes, in that the contractual
variations may not always be fully enforced.59 This is especially true when a
contract between shareholders conflicts with the close corporation's articles
of association and bylaws. The fact that many closely held firms are unlikely
to adjust statutory corporate rules,~ leaving dispute resolution to rest solely
on judicial discretion in applying vague legal standards of good faith and
fiduciary duties, reinforces critics' view of the partnership metaphor. The
judicial discretion to meddle in the internal affairs of close corporations
might entail deficiencies and inconsistencies, in that the firm's participants
(e.g., the investors and creditors) might no longer be able to rely on the
business form they deal with.b' Judicial interpretation, especially when it
stands apart from the statute itself, could limit the statute's certainty and its
value for both public and closely held firms.`~ Furthermore, it appears that,
once partnership-type doctrines are accepted in the close corporation
context, these doctrines are difficult to opt out of.63 Finally, because these
doctrines are vague and open-ended, they may create confusion, thereby
preventing the formation of firms, international joint ventures in particular.`~
There is therefore a prima facie case for partnership law reform and the
development of new partnership-type business forms. In order to enhance

sustain a case of unfaimess). See also Blaiklock (1997: 766-767) (noting that criticism has
arisen in the United States as to the scope and applicability of the partnership analogy).
See, e.g., Hochstetler and Svejda (1985: 918-919) (`[ojrganizing the close corporation as a
partnership, however, runs counter to the idea expressed in some judicial opinions that a
close corporation must be run like a publicly held corporation - not as a partnership.
Corporations cannot revert to partnership practices in the management of the business
whenever they so desire. Thus, courts' decisions have invalidated partnership
arrangements in close corporations for being contrary to public policy. Specifically, courts
have held that the parties cannot be partners as between themselves, and a corporation as
to the rest of the world. A corporation cannot serve as the mere instrumentality of a
partnership because a corporation is a distinct type of business organization and its
characteristics cannot be mingled with those of a partnership.'). See also Lutter (1998: 94-
99).
It appears that departures from statutory rules raise procedural and psychological barriers.
See DTI (1999: 56-57).
See, e.g., O'Kelley (1992a: 357 fn 16) (arguing that efficiency-minded judges must weigh
the potential gains from correcting for irrational form selection against the costs in form
devaluation resulting from such erroneous second guessing). Cf. Cheffins (1997: 333)
(explaining that despite the approach English courts take to precedent and despite the
division of labour within the High Court, the predictabiliry of company law is undermined
in some measures).
See, e.g., Ayres (1992b: 387-388).
See Oesterle (1995: 888) (discussing three doctrines that courts in the United States have
used so as to protect the minority shareholder in close corporations).
See Miller (1997: 427) (arguing that vague legal concepts regarding shareholder
misconduct may increase rather than reduce the intemational shareholder's confusion
regarding the scope of acceptable conduct).
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2. Challengesfor PartnershipLaw 25

certainty and efficiency, new business forms should recognize the diversity
of closely held firms.

2.2 The Need for `New Partnership Law'

Notwithstanding the increased popularity of the partnership analogy,
lawmakers acknowledge that the corporate form alone is not equal to the
task of serving all types of closely held firms.~ Converting the close
corporation into an incorporated partnership by codifying numerous judicial
opinions would certainly better meet the needs of the vast majority of small
firms. However, to some extent it could act as a barrier to growth for firms
wishing to expand and to attract outside capital.

2.2.1 SMEs

In an era in which the average firm size is decreasing,~ lawmakers are
therefore pointing to the importance of partnership law reform.ó7 In this
view, traditional partnership laws aze inappropriate in the current business
climate, characterized by closer economic integration and consumerism. The
reform debates, which aze heralded as providing the essential conditions for
innovative change, focus primarily on the nature of the partnership as a
sepazate legal personality, thereby encouraging the stability and continuity of
the partnership form. Paradoxically, reformers are moving partnership law
further in the direction of corporate law.

More significant than straightforwazd partnership law reform, traditional
partnership forms have been reworked and mutated into successful new
parmership-type business forms in the United States.~ The creation of these
new business forms, ironically often carried out independent of traditional
partnership law reform, appears to be based on a compelling logic.
Expanding the menu of business forms is essential to meet the complex

65 See, e.g., Faber (1999: v) (arguing that there is no ideal legal form for small businesses);
Freedman (1994: 580) (using the Australian experience to illustrate the impossibility of
formulating a simple statute that would cater for small business generally).
See OECD (2000: 8).
Recently, partnership law has increasingly attracted attention across jurisdictions. The
United Kingdom: DTI (1994); Law Commission (2000); Deards (2001). Germany:
Gustavus (1998); Kágel (1997); Krebs (1996); Schmidt (1998). The Netherlands: Maeijer
(1998). The United States: NCCUSL (2001); UPA Revision Subcommittee (1987);
Weidner (1990); Weidner and Larson (1993); ULA (1995). Europe: European
Commission (1993); European Commission (1994b); European Commission (1998a).
See, e.g., Callison and Vestal (2001: 271-273); Vestal (2001: 1019).68
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needs of a variety of modern closely held firms.`~ For instance, the
introduction of the Limited Liability Company (LLC), the Limited Liability
Partnership (LLP) and the Limited Liability Limited Partnership (LLLP) in
the United States allows closely held firms to access limited liability by
means of a perfunctory filing, reduce complexity and limit transaction costs,
resulting in more capital being available for the actual operations of the
business.70 Evidence from the United States also shows that the introduction
of new business forms provides the necessary impetus to help erode
antiquated tax and burdensome mandatory legal rules.71

In Europe, the introduction of new partnership-type business forms is also
high on the policy agenda. The policy debate in the United Kingdom, for
instance, has centered on the problems of easy availability of limited liability
for small businesses.72 Given the apparent success of the new vehicles in the
United States, UK lawmakers have recently introduced legislation allowing
firms to organize as an LLP. By making the best of both worlds available
cheaply to SMEs, policymakers help to level the playing field between large
multinational businesses and their small and informal counterparts.
Arguably, business forms which offer a favourable tax treatment,
partnership-type ease of operation and flexibility, and limited liability with a
minimum of `red tape' are most important at a time when SMEs are facing
increased risks to starting and operating a venture.73 This is especially true of

In this book, the term `menu' refers to a menu of business forms: Within a jurisdiction,
firms can `vertically' choose from a variety or `menu' of business forms, which provides
different sets of rules for different types of finns. When firms choose to organize in a
foreign business form, we speak of `horizontal choice of form'. Commentators sometimes
distinguish between a`menu'-type approach and vertical choice. In this context, menu
options arise in a single business, whereas vertical choice refers to distinct business forms.
See, e.g., Ribstein (1995a: 381-382); (2001: 825).
European scholazs increasingly allude to the possible attractiveness of new forms: see De
Groot (2001); De Kluiver (1994); (1995b: 127-128); Hicks et al. (1995); Hicks (1999);
Hommelhoff (1995); Raaijmakers (2000b); Van Duuren (2002); Wessels (1995).
Policymakers in the United Kingdom have recently promulgated their own Limited
Liability Partnership (LLP). The French legisla[ure has also been ac[ive in the supply of
new business organization forms. The recent emergence of new parmership-type business
organization forms in both Europe and the United States is discussed in more detail in
chapter 5.
See, e.g., Ribstein (2001: 828-830) (azguing that horizontal competition among states and
vertical competition among forms erode traditional restrictions to the internal structure of
business associations). See also chapter 7 footnote 31 and accompanying text.
See Freedman (2000: 317).
Obviously, numerous legal requirements for starting to operate a business, combined with
the time it takes to meet them, can act as a disincentive for entrepreneurs to take up the
risk of creating a new business. See, e.g., European Commission (1998b: 17-19). A study
of the regulation ofentry in 75 countries of the world shows that, even aside from the costs
associated with corruption and bureaucratic delay, legal entry is extremely expensive in
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2. Challenges for PartnershipLaw 27

high-growth small firms, which play a pivotal role in both innovation and
economic growth. Obviously, the combination of parmership and corporate
benefits, which make cheaply available separation of personal assets and life
from the business venture could play a pivotal role in facilitating the
necessary venttue capital financing.74 Due to high asset input and uncertain
valuations, the risks can be substantial in high-growth start-ups. For instance,
venture capitalists invest large stakes in entrepreneurs, whose abilities are
often difficult to evaluate.75 Accordingly, given the high probability of
conflict between the venture capitalist and the entrepreneur, the former finds
it necessary to both monitor and bond the entrepreneur so as to reduce the
agency costs that occur throughout the venture capital cycle. The absence of
complete risk diversification and an active market for control holds out the
potential for greater risk and reinforces the demand for high-level
contractual mechanisms. Since changed economic conditions often entail the
need for new contractual regimes,7ó a business form which offers a
staggering degree of freedom to design the relationship between
entrepreneurs and venture capitalists seems necessary to facilitate the
negotiations and renegotiations without being held back by antiquated
mandatory rules.77

the vast majority of countries around [he world. Since heavier regulation of entry dces not
appear to be associated with measures of better quality of private or public goods, the
principal beneficiaries, if any, appear to be the politicians and the bureaucrats themselves.
See Djankov et al. (2000).
Venture capital is often the only source of investment for entrepreneurs. See Keuschnigg
and Nielsen (2001: 2) (`Lacking the required financial resources, entrepreneurs must
usually rely on outside finance to start up a company. Unfortunately, outside financiers
find it difficult to evaluate projects with acceptable reliability since the technological
feasibility and commercial potential of new ventures are largely unknown. While many
essential features of the project are known to the entrepreneur, he cannot credibly
communicate them to outside financiers. Loans cannot be secured due to lack of collateral.
Neither is their any past record that might help to gauge the future business potential.').
See chapter 9 footnotes 5-9 and accompanying text.
See Gcetz and Scott (1985: 296).
Cf. Goldman and Filliben (2000) (arguing that the need to raise capital quickly and
efficiently in different global capital markets will lead to the emergence of a universal
entity, affording its creators maximum flexibility). Again, one should recognize that
efficient business organization laws are only one ingredient in a robust economy. The
supply of a menu of business forms alone is not sufficient for an entrepreneurial
environment. For instance, even though the Chinese legislature promulgated a corporate
form in the early 20th century, outside finance remained marginal. See Berkowitz et al.
(2001: 6) (referring to Gary Hamilton and Robert Feenstra, Varieties of Hierarchies and
Markets (1997), in M. Omi et al., The Economic Organization of East Asian Capitalism,
London: Thousand Oaks).
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2.2.2 Joint Ventures

Unsuitable and rigid rules also present problems for joint ventures and
strategic alliances,7ó which, under the pressure of ongoing globalization,
have become an important means of limiting risks, decreasing costs, and
increasing economies of scale and scope.79 Many lazge firms enter into
worldwide alliances and joint ventures to obtain technological know-how. In
addition, globalization and consumerism increasingly push SMEs to get
involved in international joint ventures, both among themselves and together
with larger multinationals, when access to manufacturing, distribution and
other assets is too difficult or costly to create internally.~ At the same time,
these joint ventures and alliances encourage the further development of new
technologies and the reduction of international barriers.a'

Although the benefits ofjoint ventures are relatively straightforwazd, they
are highly sensitive to conflict-of-interest situations.82 The partners are
acutely conscious of these situations, and so pay careful attention to them in
the joint venture agreement. The resulting relational contracts encompass
dealings between the joint venture, venturers and third parties. A wide
variety of protection and incentive provisions are included so as to protect
relation-specific investments, such as exclusive selling rights, long-term

78 Strategic alliances and joint ventures can both be described as contractual relationships
between distinct organizations that provide for sharing the costs and benefits of a mutually
beneficial activity. lohnson and Houston (2000: 70) note that svategic alliances are similar
to joint ventures, but do not involve equity investments or the creation ofa third party. See
also Lewis (1999: 4-5). This book speaks of joint ventures when partners create a separate
'firm' they jointly own and control. Alliances are viewed as long-term firm-like contracts.
See chapter 8 footnotes 5-23 and 277-290 and accompanying text.
See. e.g., Kogut (1991: 19-20); Milgrom and Roberts (1992: 586); Raaijmakers (1976);
(1992); Ribstein (1999b: 9); Rosenkranz and Schmitz (2001a: 13-15); Shishido (1987: 63);
Conaway Stilson (1997: 498-502); Vestal (1991: 706-707). It is argued that these alliances
and joint ventures will increasingly be the building blocks of the `next society'. See
Drucker (2001: 5 and 21) (arguing that although the next society has not quite arrived yet,
firms should start experimenting with new corporate forms and conducting a few pilot
studies, especially in working with alliances, partners and joint ventures); Pisano (1997: 1)
(observing that some commentators suggest that ihe vertically integrated enterprise has
become outmoded in industries where technology changes rapidly and predict a future
dominated by smaller, specialized enterprises that acquire and sell technologies through
networks of inter-firm relationships and outsourcing arrangements).
See OECD (2000: 13); European Commission (2001a: 75) (the loint European Venture
programme, with a guideline of E84 million for the period 1997-2000, aimed at stimulating
cooperation between SMEs by fostering the creation of transnational joint ventures
between European Union SMEs). See also Sakai (2002); Shapiro (2002: 21).
See Milgrom and Roberts (1992: 586).
See Raaijmakers (1976); (1992). See also Shishido (1988: 64) (dividing the con8ict-of-
interest situations into three categories: self-dealing conflicts, corporate opportunity
conflicts and disclosure conflicts).
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delivery agreements, rights to veto important decisions and explicit exit
rights. However, it is submitted that the joint venture agreement cannot solve
all conflict of interest problems. Indeed, joint venture agreements are often
incomplete, in that they aze vague or silent on a number of key issues.83 This
ráisés the question of which default rules can be used to complete the
relational contract.~ In order to answer this question, it is important to know
whether the partners have formed the joint venture as any particular type of
business form, as the default rules of the applicable statute will fill the gaps
in the agreement. Even if the parties have not explicitly made a choice-of-
business-form decision,85 the joint venture could be treated as a partnership.ab
In that case, partnership law default rules aze used as gap-fillers in the joint
venture relationship. Although this treatment has many advantages over

83 Lawyer-economists usually invoke transaction costs to explain this incompleteness. Three
such costs are most frequently mentioned: (1) unforeseen contingencies; (2) costs of
writing contracts; and (3) costs of enforcing contracts. See Tirole (1999: 743-744). Parties
sometimes deliberately choose not to draft all encompassing contracts, `because they
cannot observe relevant economic variables, because they cannot verify those variables to
courts, or because they prefer not to disclose relevant information about themselves.' See
Schwartz (1998: 282). See also Goetz and Scott (1981) (`Parties enter into relational
contracts because such agreemenis present an opportunity to exploit certain economies.
Each party wants a share of the benefits resulting from these economies and consequently
seeks to structure the relationship so as to induce the other party to share the benefits of
the exchange.'); Lewis (1999: 263-264) (illustrating how large firms in joint ventures
often deliberately choose to draft only simple and incomplete contracts, because extensive
contracts limit the flexibility, imply an understanding will not be implemented fairly, and
affect the tone of the relationship). Chapter 7 footnotes l l 1-134 and accompanying text
discusses the `incomplete contract' phenomenon in detail.
See Raaijmakers (1976); (1992); Ribstein and Kobayashi (1998: 377).
The literature distinguishes between equity and non-equity joint ventures. See supra
footnote 78. Equity joint ventures arise whenever two or more venturers contribute assets
to a firm and are paid for some or all of their contributions from the profits earned by the
firm. The term 'non-equity joint ventures' describes a wide array of long-term relational
contract arrangements, such as licensing, distribution and supply anangements, or
technical assistance and management contracts. See Hennart (1988: 361-362). These non-
equity joint ventures have several shortcomings: they are extremely lawyer-intensive; they
do not create an independent equity interest which is transferable; and they are largely
dependent on the other parts of the venturers' business. See Klein (2002: 27-29). Equity
joint ventures are often explicitly structured as a legal business form, e.g., a partnership or
corporation. See Urban et al. (1999: 19). Besides contractual and equity joint ventures, a
third form of joint ventures could be distinguished: an asymmetric joint venture, where the
joint venture partners acquire minority stakes in each other's subsidiaries.
See Ribstein and Kobayashi (1998: 377) (arguing that a contract that the parties designate
as a joint venture or that has the characteristics of a joint venture and is not incorporated or
formed as any particular type of business association is generally treated as a partnership
in many countries. See also Heenen (1975: 188-190); Stengel (1999: ~21); Volhard and
Stengel (1997: 9-]0).
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corporations, such as tax benefits, flexibility and privacy,87 the partners
usually avoid vicarious liability for the venture's debts by incorporating the
joint venture.

An incorporated joint venture is governed mainly by statute and articles of
incorporation. Corporation law dces not have partnership-like flexibility, and
generally dces not provide shareholders with the same kind of freedom to
vary from siatutory provisions. In fact, it appears that the joint venture
agreement cannot always be easily imitated under the corporation laws of
many jurisdictions, especially in continental Europe.gg In practice, lawyers
often struggle to translate the shareholders' wishes into a comprehensive set
of articles of incorporation. In the case of a conflict between partners,
provisions of the statute and the articles are likely to override the terms set
forth in the joint venture agreement.~ The upshot is that such conflicts may
dilute the value of a joint venture agreement upon incorporation. It is
therefore argued that a limited liability vehicle that is truly flexible in
fotmation, organization and control of the venture holds out the potential to
provide cost-saving benefits and to encourage joint ventures.~

2.2.3 Professional Service Firms

The evolution of legal forms dces not only benefit commercial business
firtns like SMEs and joint ventures.91 Until recently, the typical partnership,

87 Traditional partnership forms, like the general and limited partnership, offer the partners
privacy as the accounts are not generally disclosed. Cfi the advantages of the partnership
form, see Dorresteijn et at. (1995: 10); Karalis ( 1992: 48-49); Raaijmakers (1992: 25-29).
See, e.g., Volhard and Stengel ( 1997: 8-10) (' The joint venture agreement can be treated
as confidential, but the articles of association are open to public inspection. It is thus
sometimes difficult to decide whether clear enforceability or confidentiality should
prevail.'). For instance, a joint venture agreement which is typically incorporated in the
articles in the United States is not easily folded into the Dutch articles of incorporation due
to the restrictive quality of the Dutch code. Cf. Raaijmakers (1976); ( 1992).
Cf. Karalis ( 1992: 100-121). Many hold that a joint venture agreement that predates
incorporation dominates the relationship. However, in order to avoid confusion, it is
advisable tha[ the ven[urers specify [he rules governing the joint venture in [heir corpora[e
documents. See Bromberg and Ríbstein ( 1999: ~7.21); Ribstein and Kobayashi (1998:
377).
See, e.g., Ribstein (1999b) ( arguing that joint venture partners may prefer a business form
that is governed by their specific contract rather than by the default rules of a standard type
of business form, such as a partnership or corporation). In this respect, it is worth pointing
to the 1994 introduction of the SAS ( see chapter 5 footnotes 156-161 and accompanying
text) in France, and its subsequent modification in 1999, creating the opportunity for
parmers in a joint venture to adopt a legal structure that is truly flexible in the organization
and control of the firm. See Lazarski and Lagarrigue ( 2000); Omar (2001: 192-193).
As we will see in chapters 5 and 7, the distinction between professional and commercial
firms has become more illusory than real in the past decades.
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in which the partners are unlimitedly liable for the debts of the partnerships,
was the dominant mode of organization - sometimes because professional
firms were prohibited by ethical rules to employ a limited liability vehicle,
but mostly because professionals simply preferred this form. However, in
light of the progressive move towards commerce and finance, professional
firms are frequently choosing limited liability vehicles to better protect
themselves against the recent increase in malpractice claims and the threat of
litigation.92

It is submitted that the liability concerns of professionals are often the
instigator of new partnership-type limited liability vehicles.93 The partners of
the big professional service firms (particularly, but not exclusively) feel the
need for protection against liability for the malpractice or negligence of co-
partners94 When their partners have become virtual strangers due to the
growth and internationalization of the firm, they have less reason to trust
them, let alone to put all their worldly belongings at the mercy of their
mistakes.9s

9? See Economist (1994a: 13-14) (noting that liability law, particularly in America, has
developed in a way that is damaging to all kinds of businesses); Economist (1994b: 63-64)
(noting that mounting liability claims are threatening to kill off partnerships in
professional service firms). See also Goforth (1996: 1140-1142) (describing the liability
crisis in the United States).
In the United States, the LLP was originally res[rictive in allowing only professionals to
use the new form. However, during the legislation process or shortly after promulgation,
the scope of the LLPs is expanded to other users. Like the German
Partnerschaftgesellschaft legislation, which was enacted in 1995 and which allows only
professionals listed in ~ 1 of the statute (Partnerschaftsgesellschaftsgesetz) to limit their
personal liability, [he UK LLP was initially designed to address [he liability concerns of
professional service firms. However, unlike the German form, the LLP statute, as enacted
in April 2001, covers all types of businesses. See B3rwaldt (1999); Freedman (2001);
Raaijmakers (2000b); Seibert (1995); Young (2000).
In the United States, accounting, law, consulting and architectural firms are using these
new partnership-type limited liability vehicles. See, e.g., Hamilton (1995: 1065-1066). The
fact that British LLP regulations, unlike their US namesake, demand high levels of
financial disclosure in exchange for a degree of protection against liabilities arising from
negligence claims could partly explain the reluctance of the professions to convert into a
UK LLP. It might also be argued that professional firms prefer unlimited liability to signa)
to the market for professional services that the partners stand behind the quality of their
work. 'It is, in effect, a bonding mechanism in a lemons market.' See Banoff (2001: 5 fn
14). In order to maintain [he spirit of partnership in a time of increasing liability claims,
each partner could set up his or her own `professional cotporation'. The firm then becomes
a partnership of the `professional corporations' and the individuals who elected not to
incorporate.
After the Enron debacle, the Andersen accounting firm, which provided accounting and
other services to Enron, hoped that the limited liability partnership structure would limit
exposure to Enron-related fines and legal bills to the American business. It seems
inconceivable, however, that the partners could remain free from the claims arising out of
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3. THE STUDY OF `NEW PARTNERSHIP LAW':
PART I

It follows from the above discussion that the evolution of partnership-type
business forms presents clear benefits for a wide range of business and
professional firms. Empirical studies tend to confirm that the modernized
and new business forms have advantages over traditional partnership and
close corporation forms.9ó For instance, the US LLC and LLP, which
combine a menu of limited liability, flexibility-respecting governance terms
and a choice of tax treatments, allow firms to select legal forms that are
compatible with their organizational features. Consequently, it is often
claimed that the development of a menu of `off-the-rack' business forms will
eventually provide an efficient, low-cost solution to the governance
problems of closely held firms.

A closer look at the recent developments of closely held business forms
within the European Union and the United States shows that competitive
pressures have driven the rapid evolution of `new partnership law'.97 It turns
out that regulatory competition creates a dynamic law that is responsive to
the varied needs of modern firms.98 In sharp contrast to the US evolution
story, however, the recent expansion of business forms within the European
Union has arguably been disadvantaged by a legal framework that includes
mandatory rules derived from public corporation law, which has been greatly

the malfeasance of the Houston office. Cf. Economist (2002b: 18). See Ribstein (2002b)
(`Texas adopted the first LLP statute in 1991, in response to the savings and loan liabilities
threatening large law firms. These statutes, bom in the last big professional liability crisis,
now have been adopted in every US jurísdiction. The current crisis may determine how
well the statutes work.'). See also Finch and Freedman (2002: 512 (Postscript)); Fortney
(1997: 762-763).
For ins[ance, the LLC is becoming a very attrac[ive and widely accepted vehicle in the
United States. See Goldman and Filliben (2000: 707) (citing the Delaware Supreme Court:
`The phenomenon of business arrangements using "alternative entities" has been
developing rapidly over the past several years. Long gone are the days when business
planners were confined to corporate or partnership structures.' ); Ribstein and Kobayashi
(2001) (supplying empirical evidence of the popularity of the US LLC). The earliest
empirical evidence on registrations of UK LLPs, compiled by company registration agents
Jordans, shows that a wide variety of small and medium-sized enterprises are most
attracted to this new limited liability vehicle. Astonishingly, more than 7596 of the LLPs
registered in the first few months after 6 April 2001 have been drawn from the wider
business community. This pattern of registration is important because it reverses the
assumption that LLPs are appealing only to professionals seeking limited liability
protection from large claims. See chapter 5 footnote 100.
See chapter 5.
See Ribstein (2001).
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influenced by European directives ~ Apparently, there are a number of
interest group barriers that prevent member states from adopting more cost-
effective legal business structures for closely held firms. The legal regimes
used by European closely held firms to organize their businesses are likely to
lead to high costs, and do not meet the full range of their contracting needs.

As the European Union becomes a more integrated economy, questions of
lawmaking strategies abound. For instance, to what extent should lawmaking
within the European Union be centralized or decentralized? Is regulatory
competition a superior alternative to centralized harmonization efforts? In
the field of business organization law, a widely accepted justification for
centralized lawmaking is that it prevents member states from competing for
business formations by offering legislation that is too lax. In order to prevent
a so-called `race-to-the-bottom', the European legislative program has had
an enormous effect on public corporations. These firms were most likely to
engage in cross-border activities and, hence, could generate substantial
economic spillovers.'m With the European market becoming a reality,
however, small and medium-sized firms are increasingly reviewing their
strategies so as to reach their full potential, thereby entering the international
market. It might therefore be suggested that the centralized legislature should
extend its influence to domestic closely held business forms.

The question, then, is whether European lawmaking institutions will
better rise to the challenges in the area of closely held business forms than
domestic institutions. After the Maastricht Treaty, the conflict between
European and member state interests are typically resolved by reference to
the concept of subsidiarity.'o' This concept seeks to allocate lawmaking
responsibilities to the lowest level of government able to sufficiently achieve
the objectives of the proposed action. In the case of an overhaul of closely
held business form legislation, the member states are arguably better
equipped to adjust the menu of business forms to suit the idiosyncratic needs
of closely held firms, the majority of which still operate locally, despite the
increasing international focus. The allocation to a decentralized level can be
compared to the US federal system, which allocates a considerable amount

~ For instance, the imposition of minimum capital requirements and disclosure rules. Cf.
Wouters (2000: 301) (arguing that the French SAS should be recalled if the new business
form was introduced partly to avoid the capital protection rules of the Second Directive).

'~ See, e.g., Conrad (1991: 2158) (noting that opening the doors to the corporations of other
member states was probably only acceptable on the assurance that there would be
`equivalent safeguards' for the protection of European residents). `Beyond the interests of
shareholders, customers, suppliers, moneylenders, and employees, a significant source of
pressure for conformity in corporation laws was probably the interest of each state in
retaining as its "nationals" those corporations whose operations are centred in the state.'
See Conrad (1991: 2161).

'o' See chapter 4 footnotes 133-136 and accompanying text.
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of control over local activities to the individual states, and is consequently
more conducive to the change and development of closely held business
forms. It is submitted that this local control explains the rapid growth of new
business forms within a relatively short period.`~

Nonetheless, mimicking the US lawmaking process requires more than
the allocation of powers and responsibilities to the member states. In contrast
to the United States, national lawmakers within the European Union are
largely deprived of competitive incentives that initiate legal innovations.
Despite the potential for firms to choose business forms from among the
European member states, in actual practice, EU regulatory competition
seems to be greatly limited due to the absence of significant demand and
supply-side benefits.

An alternative approach is needed to aid the legal evolution within the
European Union. Part I of this book seeks to contribute to this debate
through a theoretical analysis of the legal evolution of closely held business
forms. It addresses the implications of the introduction of innovative
business forms and provides an alternative lawmaking approach which could
very well stimulate competitive lawmaking within the European Union.

~oZ See Hamilton (2001: 1054).
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Chapter 3

Theories of Legal Evolution

1. INTRODUCTION

It might be thought that Europe and the United States, fuelled by the
powerful forces of globalization, would eventually display similar patterns
of legal evolution. Facing many of the same challenges and opportunities,
lawmakers are becoming increasingly aware of the need to ensure that
national laws are suitably adapted to the requirements of global product
markets and cross-border transactions.` The time has long passed when legal
rules and institutions shaped for family businesses operating solely on a
national, regional or even local level could rise to the challenge of
facilitating international activities with sophisticated partners.z In a world in
which national boundaries are of diminishing significance, the cross-
fertilization of legal concepts is not so much a choice as a necessity.3 This is
particularly true for Europe, where reform-minded lawmakers have pointed
to the efficiency-enhancing characteristics of new US partnership-type
business forms, tailored to meet the special needs of modern closely held
firms.`

Cf. Goldman and Filliben ( 2000) ( reviewing trends in technology and globalization that
affect the governance structure of business organizations).
The term `institutions' refers to `structured arrangements for performing specific social
tasks.' ln the context of legal systems, institutions are arrangements that primarily provide
guidance to the society in general. See Berman ( 1983: 5).
The concept of 'legal transplants' is not new: the process of transplanting is as old as the
law itself. See Watson (1974).
See De Kluiver ( 1995a: 34-35) (noting the cost advantages of the US LLC). Cf. chapter 2
footnote 70 and accompanying text; Watson (1983: 1146-1147) ( arguing that reform-
minded lawmakers tend to focus on a fixed donor system that is more prestigious than
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Due largely to the worldwide development of the Internet,s it is relatively
easy for lawmakers to take notice of foreign legal business forms that have
already been tried and tested in a legal system with similar business, social
and political dimensions. If we take this a step further, globalization and the
drive towards modern business organization law at all levels will eventually
lead to convergence, as countries adopt rules and institutions representing
the best possible outcome.b This theory is based on the premise that unless a
country's lawmakers consider foreign legislative approaches and solutions,
the domestic economy and firms will fall behind competitors.' This chapter
addresses the merits of the theory of `convergence towards efficiency', and
particularly the evolution of partnership-type business forms in
industrialized economies.

The partnership structures in Europe and the United States originated
from the same source, due to a series of historical coincidences, resulting in
traditional partnership forms covering the same subject matter and with
similar general principles.g However, their separation at birth has lead to
significant formal differences over time.9 Apparently, the countries'
partnership laws have been dominated by different legal doctrines.'o Despite

their own, culturally akin to their own, or unusually accessible); Wiegand (1991)
(explaining the reception of US law in Europe with respect to corporate and commercial
rules and institutions).
See Caimcross (1997: 87-118).
Cf. Berger (2001: 877) (arguing that comparative law plays a decisive role in the
harmonization of European private law); Gordley (1998: 613) (arguing that the standard
exercise of comparative law is one of the most reliable procedures to screen domestic law
for misstatements of rules or contradictions between rule and principle).
See Foster (2000: 575) ('[g]iven the intemational imperatives, which have also resulted in
an increased awareness of other legal systems, and a much greater potential for the
borrowing of ideas, the search of these principles can no longer be restricted to one's own
jurisdiction.'); Mattei (1997: 6) ('[i]n the world of legal globalization, transfers of
knowledge are needed not only within different areas of a given legal system but also
between different legal systems.'). Cf. Bebchuk and Roe (1999: 134) (suggesting that if
countries do not adopt the most efficient rules, their economies will fall behind in the
competitive global village).
Mark West (2001) has already conducted such a`dream experiment' by comparing the US
Model Business Corporation Act with the Japanese Commercial Code, which were both
based on the Illinois Business Corporation Act of 1933.
See, e.g., Heenen (1975: 4) (noting that comparing partnership laws is difficult due to
problems of classification, particularly with regard to the commercial or non-commercial
nature, the entity-aggregate dispute and the differences between contracts and
organizations). See also Deards (2001: 367); Donesteijn et aL (1995: 7-19); Pries[er
(1999: 37); Rammeloo (1999: 82).
See DeMott (2001) (showing that US partnership law is dominated by agency elements,
which recognize the effect of revocation and renunciation even when they contravene a
partnership contract; whereas English partnership law, which reflects the dominance of
contract, is more stable). See also Wiedemann (1990: 2).
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these differences, the recent revival of interest in partnership-type swctures
presumptively leads to convergence, as reform projects spread around the
world through a combination of outright borrowing and more subtle
imitation. Arguably, the influence of `legal transplants', on the increase due
to internationaliZation and globalization forces, is felt in partnership law
reform projects in both Europe and the United States." For instance, the US
law reformers may have looked to European-style legal personality for
partnerships when overhauling the Uniform Partnership Act of 1914,'Z while
the recent modernization of partnership law and the proliferation of
partnership-type business forms may have spurred some European
policymakers into action."

This chapter argues that the above theory of legal evolution is erroneous
for two reasons. First, law reforms on the whole are not primarily based on
efficiency considerations. Second, notwithstanding external forces such as
globalization, differences in business organization forms around the globe
continue to persist. Even though there have been recent instances of formal
legal convergence," current lawmaking procedures and pre-existing
conditions tend to lock the evolution of business forms into a particular path,
thereby maintaining diversity between individual jurisdictions. Still,
pressures of state competition may lead to some degree of convergence
towards more optimal rules and institutions,15 as will be shown in the next
chapter.

~~
iz

See, e.g., Boyle ( 2002: 337); Law Commission ( 2000: 21-22); ( 2001: 5).
Cf. Bromberg and Ribstein ( 1999: ~1.03) ( noting that contrary to the common law
tradition, the partnership has generally been characterized as a legal entity in civil law
jurisdictions by code or by judicial usage). Indeed, shortly after the Uniform Partnership
Act was promulgated in 1914, the adopted aggregate theory was criticized because other
countries characterized partnerships as legal entities. See Crane (1915: 763-765). Another
example is the US Limited Liability Company (LLC), which, according to some
commentators, is based on the German Gesellschaft mit beschriinkter Haftung (Gmbf~.
However, others argue that the LLC statute has been drawn from domestic sources. See
Carney ( 1995: 857).
Freedman ( 2001: 897) ( noting that the emergence of the UK LLP may be depicted by
some as part of a general, evolutionary movement towards new limited liability vehicles,
influenced by such moves in the United States).
Gilson ( 2001) distinguishes between functional convergence ( when existing institutions
aze Flexible enough to respond to the demands of changed circumstances without aitering
the institutions' formal characteristics) and formal convergence resulting in legislative
action necessary to alter the existing institutions. This book primarily focuses on formal
convergence, although it recognizes that in some cases functional convergence may make
legislative action rather superfluous. Indeed, legal rules and institutions aze sometimes
essential only to the legal profession and are socially irrelevant. That is, `it is important for
society to have a rule, but it is irrelevant which one is adopted'. See Monateri and Sacco
(1998: 533).
Cf., e.g., Easterbrook and Fischel ( 1991); Kobayashi and Ribstein ( 1996); Macey ( 1995).
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The question is therefore why, with so many social and economic
similarities, today's rich economies differ appreciably in their business
organization laws. This chapter aims to shed a theoretical light on this
question. It provides analytic foundations for legal change that may help to
understand how differences in legal systems may have developed, and to
predict the evolution of business organization law in the near future. These
foundations offer guidance to reform-minded lawmakers so they can deploy
their resources more efficiently, maximizing the probability of successfully
altering the path of business organization law overall.

2. THE COURSE AND PATTERN OF LEGAL
CHANGE IN AN ISLAND NRISDICTION

The introduction to this chapter tentatively hypothesized that the evolution
of business forms in Europe and the United States would eventually lead to
convergence towards efficient rules and institutions. In line with traditional
theories of law and society, it assumed that lawmakers are public regarding
actors who will identify which rules are efficient across different firms and
time, and replace inefficient rules accordingly. Thus conceived, the ideal and
actual function of lawmaking is to attempt to increase social welfare by
correcting market failures. Lawmakers supposedly regulate business forms
in the public interest.1ó Broad fiduciary duty provisions, for example, help
level the playing field between participants in a business fu~m, thereby
making a long-term relationship possible." Mandatory capital maintenance
rules are devised to decrease the incentive for participants in a limited
liability vehicle to engage in overly risky activities.'g Yet in reality, these
legal doctrines have emerged and persisted for other reasons than welfare
tnaximization. The application of the idea of path dependence to law shows
that legal institutions evolve along a historical path and can therefore
become locked-in and resistant to change. In turn, this ínflexibility often
leads to inefficiency, as legal rules fail to respond to changes in the
underlying social and economic conditions. Against this background, this
chapter attempts to explain the persistence of obsolete and inefficient rules

16 This view corresponds to the `public interest theory'. This economic theory of legislation
tries to explain the pattern of govemment intervention in industries. The public interest
paradigm of lawmaking emphasizes the govemment's role in correcting market
imperfections such as monopoly pricing and pollution. See Laffont and Tirole (1993: 475);
Posner (1982: 265).
See chapter 8 footnotes 162-221 and accompanying text.
See chapter 4 foomotes 70-88 and accompanying text.
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for partnership-type business forms. It appears that several strands of path
dependence influence the evolution of the law.

In order to clear up the common misconception that the law evolves
towards efficiency, this chapter applies concepts of comparative law,
economics and political science to legal evolution in a hypothetical island
jurisdiction - i.e., a single jurisdiction in the western world, surrounded by
an ocean and unaffected by what occurs beyond its border, but which is able
to observe the legal rules and institutions of oiher jurisdictions.'9 Section 2.1
introduces the primary participants in the lawmaking process in such a
jurisdiction. Section 2.2 analyzes several factors that play a crucial role in
the lawmaking process and prevent lawmakers from adopting business fotms
that would benefit closely held firms more.20 It assumes that the legal
regimes into which these firms contract give rise to higher costs, and fail to
satisfy the full range of contractíng needs at all levels. This chapter
concludes that an island's business organization laws show characteristics of
`strong-form path dependence' in that interest group and information barriers
(notwithstanding opposite pressures and possible transplantation of legal
rules) determine the success and failure of law reform projects.21

2.1 Legal Evolution: Lawmakers

A theory of legal evolution would be incomplete if it neglected the role of
the lawmakers.22 It is submitted that in an island jurisdiction, legislators,
judges, practitioners, regulatory agencies, professional groups and legal
scholars constitute an elite lawmaking group that is responsible for
interpreting, preserving and developing the law.23 These legal professionals
produce different kinds of texts, such as statutes, judicial decisions and
scholarly writings, which one school of comparative law academics calls

19

zo
z~
zz
23

The next chapter analyzes the course and pattem of legal change in a federal regime. The
division be[ween the legal evolution in an island jurisdiction and a federal sys[em is
derived from Bratton and McCahery (1997a).
Cf. Van Alstine (2002) (analyzing the phenomenon of 'legal transition costs').
Cf. Liebowitz and Margolis ( 1995); Margolis and Liebowitz (1998); Roe (1996).
Cf. Horowitz (1994: 250-251).
See Watson ( 1985: 115-119). See also Ewald ( 1995: 499-500); Monateri (1998: 841). Cf.
Clark (1989: 1713).
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`legal formants'.24 The law dces not consist solely of these texts~ but should
instead be viewed as a series of formulations that complement each other.2ó

At first sight, the interaction of different legal disciplines appears to be
conducive to an efficient evolution of legal rules and institutions. The three
types of players (practitioners, legal policymakers and legal scholars) are
complementary institutions, and so are more responsive to economic and
social change.Z' If the lawmaker were unable to change in the face of social
demand (which would lead to the increasing inefficiency of the law over
time), the island jurisdiction would not offer its citizens maximum welfare.
Undeniably, the continuous change of legal rules is prohibitively costly, and
legislative and judicial updates cannot avoid parties immediately adopting
opportunistic strategies that subvert the rule.28 This seems especially true of
business organization laws in the dynamic economic and social environment
characteristic of the last decade. Nevertheless, it might be argued that the
structure of the game between the types of lawmakers eventually tends
towards efficient outcomes. For instance, let us assume that in the context of
closely held business firms, the legislators have promulgated statutes for
efficiency reasons.29 The judiciary will adjust the statutory rules if economic
and social change renders them obsolete.30 Because the judiciary is not able
to keep pace with economic and social evolution, due to time constraints and
the after~ffects of precedents,31 the legislators must occasionally provide an
update in order to satisfy demand-side pressures from firms.32 The judges

Z4 The theory of legal formants, as suggested by Rodolfo Sacco, views the law as a social
activity in which lawmaking elites compete to provide legal doctrines. See Sacco (1991).
See also Monateri (1998: 841-842); Monateri and Sacco (1998: 531).ZS See Sacco (1991: 27).

26 `Professor Sacco has shown that there often is not, in a given legal system, a single
unvarying rule on a particular point, but rather a series of different (sometimes conílicting)
formulations of the applicable rule, depending on the kind of source consulted.' See
Schlesinger et nl. (1998: 288). See also Sacco (1991: 21 and 27).

Z~ Cf. Calabresi (1982: 3) (noting that both continuity and change are essential attributes of a
legal system); Monateri (1998: 841) (arguing that in the westem legal tradition, judges,
legislators and legal theorists are all interacting - and sometimes even competing - legal
formants).

Zg Cf. Johnston (1995).
29 See Miller (1992: 407-408).
~ See, e.g., Calabresi (1982: 163-166). Moreover, it might be argued that practitioners

contract around inefficient legal rules. Cf. Ferran (2002: 5) (arguing that firm participants
may find it more cost effective to work around inefficient legal rules than responding to
legal change). However, practitioners are often reluctant to draft innovative contract terms.
See chapter 8 footnotes 54-55 and accompanying text.

3t Cf. Watson (1977: 323). For an example of negative after-effects of precedents, see
chapter 2 footnotes 62-63 and accompanying text (discussing the spillover effects of
judiciary decisions).

3Z Cf. Bratton and McCahery (1997a: 664-667).
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must anticipate being overruled by the legislators, and so their rulings tend to
be consistent with the dictates of efficiency.33 The scholars who analyze
judicial decisions, and urge on legislators the importance of legal reform,
provide yet another safeguard. The end result is that the cost of outdated law
is minimized,~ and the supply of legal rules closely matches demand.3s

In practice, though, the ideal interplay may not hold. The law appears
more like a battleground on which lawmaking elites compete for hegemony
than a system of checks and balances.~ In addition, experience has made it
clear that the capacity of one legal formant to influence the others varies not
only between different legal systems, but also between different areas of the
law.37 The distinction between common law and civil law systems with
respect to business organization settings demonstrates that this capacity
differs from one legal system to another; common law systems being centred
on case law, and civil law systems on statutes and codifications.38 Even
though neither system exists as a pure type in reality,39 the judiciary in
common law countries seems to play a much more proactive role in shaping
the actual contents of the law than its civil law counterpart, which is
confined to interpreting the codes enacted by legislators.~ Another
noteworthy example of the different strength of legal formants is the role
that legal scholars play in shaping legislation and judicial decisions. Within
the civil law system, between 1880 and 1900, scholarly writing was much
more important in Germany than in France. The key difference between US
and English law is probably the importance of scholarly activity. In the

33
34

Cf Romano (1992: 414).
This cost is `the difference between the current social welfare and the welfare that society
could attain given optimal rules'. See Georgakopoulos (1997: 478).
Cf. Berkowitz et aL (2001: 16) (arguing that a close fi[ between the supply and demand for
formal legal rules appears to be a crucial condition for improving the overall effectiveness
of legal rules and institutions).
See Bourdieu (1987: 808-809); Monateri (1998: 841)
See, e.g., Sacco (1991: 32-33). Cf. Clark (1981).
See Monateri and Sacco (1998: 532). Cf. Bourdieu (1987: 822-823); Wagner (1998: 313);
Zwalve (2000). Legal scholars generally identify three legal families within the civil law
traditíon: French, German and Scandinavian civil law. The common law family consists of
English common law and those laws derived from it. See La Porta et al. (1998: 1117-
1119).
See Calabresi (1982); Cooter (1996: 1651-1654); Wagner (1998: 316); Zweigert and Ktitz
(1998: 271). See also Miller (1997: 392 and 397) (noting that in Germany, even though it
is a civil law country, close corporation remedies are based on case law rather than
statute); Mahoney (1999: 2-3) (noting that corporate law seems an unlikely place in which
to find a systematic difference between common and civil law countries, since corporate
law has been largely code-]ike in the cornmon law countries from a very eazly date); Pistor
et al. (2001: 2-3) (arguing that for corporate law, the distinction between statutory and
case law is less obvious).
See, e.g., Coffee (1999: 27-29).
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United States, law schools and other academic institutions influence
significant aspects ofthe legal process.a'

In this context, a significant issue is whether the difference in the
capacity of one legal formant to influence the others has a bearing on legal
evolution and the efficiency of legal rules and institutions. Recent
provocative compazative studies show that legal rules covering protection of
corporate shareholders and creditors in common law countries aze
considerably more effective than the rules originating in their civil law
counterparts.42 The difference in investor protections against expropriation
by insiders paztly explains the divergences in the nature and effectiveness of
financial systems around the world.43 A further possible explanation is that
common law statutes give the judicíary more latitude to fill gaps in the
inherently incomplete contracts that constitute a firm.~ The azgument is that
the open-ended fiduciazy duty concepts in corporate law statutes provide an
abundance of case law to guide the judges, and better arm them to resist
opportunism within business settings by inviting the judiciary to devise
efficient remedies.45 As a result, the United States and the United Kingdom
have enormous equity markets in comparison with Germany and France,
where, in response to poor investor protection, insider coalitions of
shareholders or wealthy families control the firm.~ Moreover, common law
statutes are perhaps more conducive to economic and social change than
comprehensive civil law codes that discourage the courts' ability to
complement statutory law.a'

Although the burgeoning comparative literature focuses on the protection
of shareholders in public corporations, its conclusions could also be applied
to differences in closely held business forms across jurisdictions. Some
scholars recognize the benefits of broad fiduciary duties, which give the
judiciary much discretion in resolving disputes and protecting the minority
in business firms.4e In this respect, civil law is not as well-equipped as
common law. The long-standing neglect of partnership and close corporation
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See Monateri and Sacco (1998: 532); Sacco (1991: 348). Cf. Zwalve (2000: 65-67).
See La Porta et al. (1997); (1998).
See La Porta et al. (1997: 1131).
Cf. chapter 7 footnotes 114-137 and accompanying text.
See Coffee (1999: 27-29). Cf. Pistor and Xu (2002).
But cf. Cheffins (2002: I58-160) (arguing that the British experience appears to counter
the suggestion that good legal protections are crucial for the development of a strong stock
market). ,
Cf. Mahoney (2001).
Cf. Georgakopoulos (1999) (arguing that broad fiduciary duties play a pivotal role in the
creation of the venture capital industry, which developed mostly in common law
countries); Lutter (1998: 120-121) (emphasizing that the fiduciary duties balance the
interests of the firm against those of the participants, especially the minority).
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law on the part of legislators and scholars reflects the greater legislative
inertia to alter legal rules to meet the changing needs of closely held firms.49
It might be argued that participants in these firms prefer the common law's
flexible judicial decision-making to legislative rules so

With regard to closely held firms, it is certainly reasonable to infer that
case law is superior to legislation. In fact, courts in civil law jurisdictions
have also taken steps towards recognizing broad partnership-type fiduciary
duties in the relationship between shareholders of a close corporation.s' Case
law has traditionally played a pivotal role in many areas of civil law
partnerships.52 However, as discussed in the previous chapter, many Iaw and
economics scholars point to the disadvantages of judicial discretion in this
area. According to these scholars, the highly discretionary nature of the law
governing closely held fitms increases rather than decreases uncertainty and
confusion. More importantly, the judge-made rules that find their foundation
in enhanced fiduciary duties appear to be inflexible and difficult to amend
when social change so demands.53 Legislators are therefore more competent
to intervene in the internal affairs of these firms, as they can look at
problems in the abstract 54 The conclusion is that even though the influence
of legal formants over each other could have some influence on the
efficiency of legal rules and institutions, it is difficult to predict with
certitude which elite lawmaking group is best able to dictate their design.
The next sections will cast doubt on the claims of those who argue that either
system is, by definition, e~cient.
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See chapter Z footnotes 2-8 and accompanying text. See also Ferran (2002: 5) (arguing
that the introduction of new laws to correct technical defects in business forms is not an

obvious vote-winning strategy, which makes the build-up of a"shopping list" of problems

understandable).
Cf. Ribstein (1995a: 375); Romano (1993: 27-28).
See Lutter (1998: 121).
See supra footnote 39. See also Heenen (1975: 4 and 10) (arguing that codification is no
obstacle to the development of law, as long as the statutory text is not treated as a sacred
cow).
See chapter 2 footnotes 56-64 and accompanying text. Cf. Rasmussen (1994) (noting that

the desire of judges to influence future judges restrains them from indulging their personal

whims: they may have to maintain their own legitimacy, or the system's, by restraining
their own behaviour. This situation is usefully viewed as an equilibrium in an infinitely
repeated game).
Cf. Miller (1997); Oesterle (1995); Rock and Wachter (1999).
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2.2 Legal Evolution: Pressures and Barriers

2.2.1 Competing Legal Formants

The first point to note is that two factors make the law inherently
conservative. First, the lawmaking elite treats the law as existing in its own
right. In this view, the law is largely autonomous and operates in its own
sphere.ss As one commentator puts it: `the means of creating law, the sources
of law, come to be regarded as a given, almost as something sacrosanct, and
change in these even when they are obviously deeply flawed is extremely
difficult to achieve' S6 Second, the law is justified in its own terms.
Lawmakers, i.e., persons trained in law and nothing else, seazch for the
legitimacy of legal change, which makes the law typically backward-
looking. To a large extent, this insulates legal evolution from social and
economic change and it therefore displays a serious degree of path
dependence.s'

So, to what extent dces the evolution of the legal rules and institutions of
an island jurisdiction reflect social and economic change?Sa It follows from
the previous section that lawmakers, who genuinely disagree as to which
rules and institutions are `best',59 produce competing legal formants. One
could roughly distinguish between conservative and innovative legal
formants. Because the law is viewed as autonomous, lawmakers historically
employ two strategies when entering the competitive arena of legal reform.`~
On the one hand, conservative lawmakers deploy the existing legal
doctrines, principles and culture to protect the status quo and thwart reform.
On the other hand, reform-minded lawmakers traditionally use the

ss See Kelsen (1967) (arguing that law is autonomous and justified exclusively by its own
foundations). See also Ruiter (1998: 427) (`[a]ccording to Kelsen, the legal system is a
hierarchical structure of issued legal norms that derive their legal validity from an appeal
made to a higher-level norm. Higher-level nonns are in tum valid owing to a similar
appeal to a norm at a still higher level and so on.'). Cf. Bourdieu (1987: 806); Posner
(1987: 762).
See Watson (1985: 119).
See Watson (1978: 331) (`[t]he undoubted respect which exists for law because it is law
favours the status quo; it is what it is, that is regarded with something approaching
reverence at times, not what it could be made to be.'). See also Ewald (1995: 499-504);
Monateri (1998); Watson (1985: 119).
See Watson (1978: 313).
Cf. Bebchuk and Roe (1999: 166-167).
Cf. Bourdieu (1987: 808) (`[m]uch of this structuring and competi[ion happens in the
strange linguistic, symbolic, and hermeneutic world in which the struggle for authorized or
legitimized interpretation of the texts of the legal corpus, and also the texts of legal
practice, takes place.'); Mattei (1994: 8) (arguing that the framing of legal rules may be
explained as the outcome of a competitive process).
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examination of foreign rules and institutions to propose legal change and to
induce the controlling elite of the receiving system to believe that the offered
model meets their expectations.b' As a consequence, the development of the
law takes place mainly by transplantation of legal rules.ó2 Yet in order to be
effective, a borrowed legal rule or institution must be understood and
appreciated by the domestic lawmaking elite. Indeed, it is submitted that a
legal transplant increases its own receptivity when adaptations to the
domestic formal and informal legal order are made or the borrower is
already familiar with basic legal principles of the donor jurisdiction.ó3

It is in the legal actors' nature to attach considerable importance to
authority in the transplanting process.~` It is often very difficult for a law
reformer to `sell' his ideas without the support of some kind of authority
whose expertise is widely recognized by the legal community.~ That
authority could be inherent in a foreign legal system or institution due to its
prestige, common legal tradition or high accessibility.~ Reform-minded
lawmakers attempt to convince the controlling elite that borrowing should
occur by juxtaposing black-letter law reports, and consulting intuition and
any available facts to show the foreign legal system's supremacy.b' In reality,
the results of comparative legal studies often lack a clear theoretical or
empirical explanation of why a particular foreign system or institution is the
most suitable model, given the needs of the social and economic
environment.~ When legal parochialism is strong and jurisdictions are
largely resistant to transplants (which is often the case in the western world,
where jurisdictions are convinced of the efficiency of their own legal

6I
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Cf. Watson (1974: 92).
See Watson (1977: 98 and 141); Watson (1978: 326-327). Cf. Ewald (1995: 503); La Porta
et al. (1998: 1115); Monateri (1998: 844); Sacco (1991: 398-399). Imposition could also
engender transplan[ation of foreign legal rules and institutions. Involuntary
transplantation, however, is beyond the scope of this book.
See Berkowitz et a[. (2001).
See Watson (1974). Watson notes that `[i]t is a very mazked characteristic of lawyers that
they do not like [o think they are standing alone or [hat their decisions are the resul[ of
their own limited reasoning power. Hence the strength of the doctrine of precedent in
English law, the Roman jurists' habit of listing their fellows in support, and to some extent
the frequency of transplants.'
See Sacco (1991: 400) (arguing that a legal innovation that does not originate from an
authority is viewed as an'error').
See supra foomote 4.
Cf. Mattei and Cafaggi (1998: 347); Ogus (1998: 491). Prestige seems to be the key word.
As a consequence, `it is unlikely that a European country will imitate an African model,
that the United States will imitate a Venezuelan model, that the Scandinavian countries
will imitate an Italian model, and so forth.' See Sacco (1991: 399). For an analysis of
psychological factors used by reform-minded lawmakers to make a persuasive case for
reform, see Fanto (2002).
Cf. chapter 7 footnotes 9-39 and accompanying text.
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system),~ transplanting elites adopt a different strategy. They deny the fact
that a model is borrowed, and use local authority to bolster their opinion.'o
Legal change in the western world could be explained largely by `hidden'
transplants, which are a mixture of foreign and indigenous doctrines and
principles."

Thus seen, there aze enough reasons to assume that rules and institutions
differ among jurisdictions, even if they have a common beginning.
Divergence appeazs to arise in rules that reflect, by virtue of their
incoherence, conflicts among national lawmakers.72 In the case of
partnership law, the theory of competing legal formants suggests that,
despite the common starting point, different architectural features which
pervade a country's legal system and explain many of its specific provisions
entail divergence on critical issues.73 Consider, for example, the entity-
aggregate distinction, which is best explained in view of the common
beginning. The Roman societas, the precursor of the general partnership
form in industriatized countries," was merely an internal association that
was not treated as an entity having legal capacity for rights and obligations.15
With the reception of Roman Law, the codifications of partnership law and
the subsequent `patching-up' amendments, the societas has been modified in
this regard, in a number of ways. In France, for instance, the general
partnership is now a legal person upon registration by virtue of statutory
provisions.7ó The German commercial code treats partnerships as [egal
entities in many respects. A partnership can in its own name acquire rights
and contract obligations, acquire property and other real rights in

69 In transition economies, the influence of legal transplants may bring about broad s[atutory
convergence across jurisdictions. Cf. Pis[or (2000: 93) ('[t]he high level of sta[utory legal
convergence is largely the result of an external supply of legal solutions.').
Cf. Mattei (1994: 16) (noting that legal transplants can be very hidden phenomena).
See Horowitz (1994: 570-571); Watson (1977: 98) (`[i]t would, I hope, be generally
accepted that at most times, in most places, borrowing from a different jurisdiction has
been the principle way in which law has developed.'). Cf. Hay ei al. (1996: 566) (arguing
that borrowing would be inefficient if foreign legal rules and institutions interfere with the
existing business practice).
Cf. Macey (1994) (arguing that in the United States, the SEC as a highly politicized
organízation tends to protect its own bureaucratic turf despite mounting evidence of its
own obsolescence and irrelevance).
See DeMott (2001); Wiedemann (1990: 2). Cf. Hathaway (200L 664 fn 235) (noting that
the differences in approach between common law and civil law systems can help explain
some variation in legal rules between countries with different legal systems).
See chapter 2 foomote 1 and accompanying [ext.
See Crane (1915: 763); Zimmermann (1996: 471-472).
Initially, the French code did not contain a provision that expressly declared the
partnership to be a legal person. Yet for a long time, case law and legal doctrine treated the
commercial partnership as such. This custom was codified by Law no. 66-537 of 24 luly
1966. See Crane (1915: 764); Heenen (1975: 9).
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immovables, can sue and be sued." Nevertheless, despite several dissenting
voices in the academic world, the general partnership in Germany is
formally denied the status of fully-fledged separate legal entity.'a In the
United States, the entity treatment has also long been open to dispute. While
the Law Merchant had long accorded entity treatment to general
partnerships, the Uniform Partnership Act (UPA) ultimately turned away
from the entity theory and preserved the common law approach, which
viewed partnerships as the aggregate of the partners. To be sure, due to
difference of opinion among the original drafters, the Act was somewhat
ambivalent about the nature of a partnership.'9 Yet the aggregate theory
continued to dominate legal analysis.~ The Revised Uniform Partnership Act
(RUPA) has made an effort to settle the controversy by express language.g'
Section 201 of the RUPA explicitly states that `a partnership is an entity
distinct from its partners', thereby simplifying the continued existence of the
partnership despite the departure of a partner.

It follows from the legal entity discussion that jurisdictions diverge
formally, in that the statutory provisions relating to the nature of a general
partnership differ extensively. Legal entity status can be obtained by
registration (France) or by operation of law (United States). In some
jurisdictions, partnerships are conceived of as mere aggregates of partners
(Germany). It might be argued that these differences are important only to
the legal profession, and are socially unimportant.82 In this view, it is crucial
that the business community has a rule, but it is largely irrelevant which one
is adopted. A closer look at legal systems reveals a substantiation of
functional convergence. For instance, the core characteristic of legal entity
status ( i.e., the separation between the firm's bonding assets and the personal
assets of the firm's partners)83 is also attributed to partnerships in Germany.
The partners are the holders of the rights and obligations of the partnership,
but they do so through the German institution for the holding of assets in
group ownership (Gesamthandsgemeinschaft), which forms a separate group
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See ?? 124 German Commercial Code (Handelsgesetzbuch (NGB)).
See Wiedemann (1990: 2); Wiedemann (1996: 28fr288).
See Weidner (1988: 5) ('[t]ension between the two theories continues under state law in
part because the Uniform Act is a product of drafters who espoused opposing theories.
Dean Ames, who prepared the first two drafts, espoused the entity theory, whereas
Professor Lewis, who took over after Ames' death and shepherded the project to
completion, strongly supported the aggregate theory.').
See Larson (1995: 207).
See Weidner (2001: 1037).
See supra foomote 14.
Hansmann and Kraakman (2000b) term this feature `affirmative asset partitioning'. See
also chap[er 7 foomotes 49-81 and accompanying text.

so
81
82
83



50 Chapter 3

of assets distinct from the partners' personal assets (Sondervermógen).~
Another example shows that in situations where functional divergence is
difficult to achieve due to inflexible institutions, convergence could arise
though contract.85 In the United States, the RUPA recognizes the entity status
and accordingly gives greater stability to partnerships that, upon the
departure of a partner, contemplate the continuity of the entity with a buyout
and without termination of the business.~ However, even if partnership law
reflects the aggregate approach, in which case the partnership ends whenever
any partner departs, continuity of existence could be achieved by careful
drafting of the partnership agreement.

These examples suggest that the entity-aggregate distinction is trivial and
that lawmakers need not be concerned with the issue.~ The difference
between the various entity and aggregate concepts dces not seem to hinder
convergence in the broad sense. Of course, as an analytical tool the
distinction is often just metaphorical, but the assumption of triviality might
not be as compelling for small firms that set up their businesses with a
minimum of legal advice.B8 From their perspective, the transaction costs of
changing an existing rule or institution could be prohibitive. In addition,
even if case law and legal doctrine could secure functional convergence, in
the age of statutes these sources of law often fail to state clear, concise and
coherent principles, resulting in confusion and uncertainty.89

In conclusion, the divergence story is consistent with the assumption that
the law is considerably out of step with social and economic needs. It shows
the importance of authority and legitimacy for the law, which consequently
dces not necessarily converge to efficiency. In fact, the controlling legal
fotmants (i.e., the predominant sources of legal rules) ensure persistent
differences in many rules and institutions of different jurisdictions.~ This
seems to be especially true of partnership-type business forms, which
apparently have no direct impact on the standard of living in a society, and

84 See Heenen (1975: ] 0-11); Schmidt (1997: 213-214). The contribution of the partners and
the objects acquired by the partnership are the common properry of the partners (~718
German Civil Code (Burgerliches Gesetzbuch (BGB)). It forms a separate group of assets
distinct from the partners' personal properry. See ~719 BGB.
Cf. Gilson (2001: 346). However, as will be discussed in chapter 7, the transaction costs
necessary to accomplish affirmative asset partitioning would be prohibitive.
See Callison (2001a: 158 - Cumulative Supplement).
See Cary and Eisenberg (1988: 95 fn. 6). But cf. Hansmann and Kraakman (2000b)
(affirming the importance of the distinction so as to protect the firm's assets from personal
creditors).
See chapter 2 footnote 5 and accompanying text. Cf. Bodenhorn (2002: 7) (arguing that
incorporating contingencies into a partnership agreement is a cumbersome process and
increasingly so as the solutions become more complex).
Cf. Ramsay (1992).
See Bourdieu (1987: 822). Cf. Watson (1978: 323).
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therefore attract only a very small group of lawmakers." When the
inspiration for change ís primarily confined to endogenous sources, inertia
will operate to prevent a legal rule from evolving towards efficiency and to
discourage legal change even if society changes 92 The upshot of the
comparative law theory of legal change is that lawmakers who view law as
an autonomous discipline are an important source of its inertia. Certainly, the
divergence in legal rules and institutions could reflect different needs for
business communities in different geographical, economic and social
circumstances.93 Small firms operating at a local level most frequently
employ partnership forms. Yet in a world of internationally mobile firms and
decreasing international trade costs, initiatives that allow for welfare
maximization under a closed regime may no longer be optimal. Moreover, if
the island jurisdiction becomes part of a common market like the United
States or the European Union, convergence of important principles of
business organization law is likely to become greater, as the number of firms
that not only do business in more than one state, but have among their
members residents of different states, increases.94

2.2.2 Exogenous Pressures

Evidence of legal innovations may call the above theory of competing legal
formants into question. For instance, the emergence of the corporate form
arguably shows that legal evolution is not immune to exogenous shocks such
as social and economic changes, international competition and foreign
pressure.95 With the growth of commercial and industrial activity and the
emergence of the large industrial enterprise in the 19th century, the corporate
form superseded the partnership as the prevailing business form.

Cf. Watson (1995: 469) (arguing that the development of private law has devolved upon
some group of the legal elite, because rulers and governments in the Western world show
little interest in making private law most of [he time).
See Watson (1977: 131). See also Watson (1978: 331-332) (`(a]s a factor in the
relationship between law and society, inertia has been grossly underestimated. Societies
can, and in practice frequently do, [olerate much law which does not correspond [o wha[ is
"needed" or is efficient.').
Cf. Charny (1991: 440-441); Rammeloo (1999).
In the next chapter, our island jurisdiction will become part of a federal system. The
importance of uniform partnership law in a federal system was emphasized in the
Prefatory Note of the UPA (1914). See ULA (1995: 126). But cf. Deards (2001: 367)
(noting that there is no indication that the harmonization of partnership law is a political
priority for the European Union or its member states); Heenen (1975: 78) (arguing tha[
govemment regulation, which dominates the French way of thinking about business
organizations, presents a formidable obstacle to the harmonization of laws).
See, e.g., Clark (1981: 1242-1247). Cf. West (2001).
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The Industrial Revolution brought about improved transportation and
communication systems, leading to larger-scale firms requiring an
innovative, modified management and finance structure. In order to give
effect to capital-intensive industrial and technological innovations, these
lazge-scale firms were compelled to amass substantial sums of equity capital
from a relatively large number of investors. The use of the typical
partnership form in which the investors share ownership, control and profits
would have entailed shirking, opportunism, monitoring and decision-making
problems.9ó Economic theories do show that joint ownership limits the
benefits of specialization in the firm's decision-making. Members who are
prepared to undertake the fmancial risk aze not necessarily equally suited and
talented to make the appropriate management decisions about the allocation
of the firm's resources. Furthermore, the integration of ownership and
control means undifferentiated management decision-making, which entails
a more cumbersome, costly and restricted process. Finally, an owner-
dominated firm will suffer higher costs due to absence of monitoring
devices.

Hence, lawmakers devised the corporation in response to exogenous
pressures from outside the legal system. They did so by equipping industrial
business firms that raise and administer huge aggregations of capital with
full legal personality, fully fledged limited liability, centralized management,
free transferability of shares and continuity of life. These core features,
which distinguish corporations from traditional partnership-type forms
across most jurisdictions today, are inherently attractive to passive investors.
Corporate law encourages the separation of ownership and control, thereby
minimizing the costs of investor ownership such as agency, collective
decision-making and risk-bearing costs.97 For instance, limited liability
facilitates the diversification of the investor's investments, which obviously
leads to low risk-bearing costs. Consequently, agency costs, which implicitly
ensue from the separation of ownership and control, are reduced.9B Finally,

96 See Alchian and Demsetz (1972: 787-789); Fama and Jensen (1983a: 305-307). See also
chapter 7.
See, e.g., Easterbrook and Fischel (1991); Manne (1967). Hansmann (1996: 35-49)
describes three categories of costs of ownership: the costs ofcontrolling managers (agency
costs), the costs of collective decision-making and the costs of risk-bearing.
Agency costs can be categorized into monitoring, bonding and residual costs. See Jensen
and Meckling (1976: 308-310). The agency costs inside a firm derive from the possible
divergence of interests between the firm's participants. Jensen and Meckling distinguish
three categories of agency costs: `The principal can limit divergences from his interest by
establishing appropriate incentives for the agent and by incurring monitoring costs
designed to limit the aberrant activities of the agent. In addition in some situations it will
pay the agent to expend resources (bonding costs) to guarantee that he will not take certain
actions which would harm the principal or to ensure that the agent will make optimal
decisions from the principal's viewpoint.' The reduction in the principal's welfare due to
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the transfer of effective control to a team of specialists (i.e., the board of
management) avoids the bureaucratic costs of collective decision-making.~

Yet even if exogenous pressures are present, the inertia theory still plays
a major role in the evolution of legal rules. In fact, the current attributes of
the corporate form evolved gradually from partnership-type organizations
recognized by the Law Merchant, rather than as a necessary consequence of
the Industrial Revolution.'~ It appears that legal change is unlikely to occur
if lawmakers fail to see the possibility of institutional alternatives, regardless
of exogenous pressures. Europe's recent attempts to bridge the gap between
the US and European venture capital markets confirm this view. Clearly,
something more than the forces of globalization is required to change legal
rules and institutions.

Commentators have widely ascribed the competitive strength of the US
economy to its robust venture capital industry and the promotion of
innovative start-ups.'o' European policymakers are considering taking steps
to design new legal and institutional structures that could support the
development of an EU-wide venture capital market.'~ Generally speaking,
and in contrast with the United States, the European venture capital market
seems to be rigid and unresponsive. In order for Europe to realize its
untapped potential for economic development and to catch up with the
United States, national lawrnakers should focus on overcoming the legal
obstacles that are understood to impose significant costs on firms. One
fundamental barrier identified by several studies is the lack of an

the divergence of interest and the failure to monitor and bond the agent aze referred to as
the `residual loss'. Note that agency costs may also arise in firms in which there is no
clear-cut principal-agent relationship, such as partnerships in which the partners
collaborate on an eyual footing. See also Easterbrook and Fischel (1991: 9-11); Hansmann
(1996: 35 ).

~ See Alchian and Demstez (1972: 788); Hansmann (1998: 740). A compara[ive overview
across jurisdictions shows that corporation law generally assigns to central management
effective control, i.e., the right to determine the optimal asset set and the utilization of
those assets in order to maicimize the firm's value. By giving the shareholders the right to
elect the firm's board of management and to vote fundamental issues, i.e., merger and
dissolution, the owner-shareholders retain formal control. See Hansmann (1996: 11).

'~ Slowly but surely, this business form evolved from single to multiple ventures, from
overseas trade to local trade, and from single to multiple investors. See e.g., Berman
(1983: 352-354); Blumberg (1986: 577-604) (summarizing the emergence and
development of general incorporation statutes, which did not require specific
governmental approval of the corporate charter, and limited liability in England, the
United States and con[inental Europe); Hay et al. (1996: 564-565) (arguing that the
Bubbles Act in the UK, which prevented the use of limited liability corporations without
the consent of Parliament, was repealed only aher a century of pressure from the business
community, during most of the Industrial Revolution).

'o' See, e.g., Milhaupt (1997).
'~ See European Commission (1995); (1998b); (2000b).
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entrepreneurial environment, partly due to cumbersome corporation law
rules regarding the formation and operation of close corporations.'o3

In fact, the European Commission has stated frequently that if the
formation constraints were not tackled in the near term, Europe would fall
even further behind in the competitive race with the United States. Since the
subsidiarity principle hinders European lawmakers in interfering with
closely held business organization statutes,'o' the member states are
responsible for revising their own laws. Given the `transplant bias' of
reform-minded lawmakers,'os the growing influence of US methods of start-
up funding and corporate contracting would arguably have introduced forces
that could induce legal reform in Europe. The argument rests on a
convergence claim that is not easily supported empirically. In this view, the
emulation process could have gained momentum, as US venture capital
funds, keen to nurture European high-tech firms, established offices across
Europe and, at the same time, US institutional investors were increasingly
willing to pour money into the European market.'oó Given these influences, it
was reasonable to expect that the pressures on path-dependent barriers in the
European market would eventually have yielded in favour of emulating
practices best suited to the needs of American investors and venture capital
funds.'o'

Many observers admit that if jurisdictions were to respond effectively to
these concerns by reforming their business organization laws or introducing
new business vehicles that would promote savings for several classes of
firms, the law would probably serve to attract new investment. To the extent
that this proves correct, it follows that many states would undertake to adopt
the necessary legislation to bolster their competitive business environment.
Still, attempts to achieve business organization law reform have been
singularly unsuccessful, despite the significant benefits that well-positioned
reforms would have accrued for the economy. This is due to a number of
factors. The essentially conservative role of `black-letter lawyers','oa who
focus solely on legal doctrinal analysis, is responsible for a dearth of new
legislation. The law that actually emerges tends to be strongly influenced by
tradition, the knowledge of the legal elite, and its legal training and ideas.109

'03 See chapter 9 footnotes 44-54 and accompanying text.
'o' See chapter 4 footnotes 133-136 and accompanying text.
ios See Watson (1978: 326-327).
'ob See Economist (2000a: 67-68).
'o' See Adler and Monod (2002).
ioa See Posner (1987); Williamson (1985:10).
109 See Watson (1978: 328 and 331) ('[t]raditional western legal training, with its emphasis on

black-letter law, restricts the lawyer's perception of "inefficient" legal rules, and of their
concern to him'). Cf. Bourdieu (1987: 807) (`the practices within the legal universe are
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The recent upsurge of interdisciplinary research, particularly in law and
economics, has certainly shifted legislative and scholarly attention onto the
produciive ro[e of legal tules and institutions in achieving social and
economic goals. But whatever the advantages of an economic analysis of the
law,"o the lawmaking elite merely continues to defend arcane procedures."'
Its members endeavour to downp[ay the extent to which the interdisciplinary
approach is gaining a foothold in national legal culture.12 By contrast, the
next section seeks to show that economic concepts have the potential to shed
light on the nature of institutional and legal prob[ems that pervade the
lawmaking process, and to offer insights into how to identify and create
opportunities for considerable changes to the law.13

2.2.3 Increasing Returns

Economic concepts traditionally rely on the evolutionary paradigm to argue
that legal rules and institutions eventually converge to efficiency."'
According to this c[assic view, imitation by legal transp[ant rnarks yet
another efficient change in the legal evolution process. Even if the
lawmaking elite dces not display a tendency to introduce legal change to
protect the public interest (due to uncertain foresight and a lack of
motivation, for instance), in their imperfect attempts to imitate other
jurisdictions, reform-minded lawmakers `unconsciously innovate by
unwittingly acquiring some unexpected or unsought unique attributes'.15 In

strongly pattemed by tradition, education, and daily experience of legal custom and
professional usage'.).

"o See Deakin and Hughes (1999: 218) (arguing that interdisciplinary legal research should
have a central role in the legal and regulatory reform process). See also chapter 7 footnotes
9-39 and accompanying text. Cf. Ferran (2001: 8-9) (`[w]hatever else this innovation may
have achieved, the decision by the reform bodies to use economic analysis has certainly
been a catalyst for a new and enriching debate in the company law literature in the UK'.).

"' Cf. Bourdieu (1987: 850-853). The fact that law professors usually recommend would-be
professors with whom they have a long relationship arguably explains the survival of
traditions. Cf. Kohler (1993: 419).

12 Certainly, in the United States in the 1980s, `doctrinal analysis' was in decline relative to
interdisciplinary or untraditional approaches in general and the economic approach in
particular. See Landes and Posner (1993). Cf. Lemley and McGowan (1998: 481); Stigler
(1992). But see Cooter and Gordley (1991) (considering the success of law and economics
outside the United States); Foster (2000: 618-619) (discussing the acceptance of law and
economics in France and England); Kirchner (1991: 277) (analyzing the prospects of law
and economics in Germany; Mattei and Pardolesi (1991: 265) (arguing that economic
analysis of law is already playing a rather important role in European legal scholarship).

13 Cf. Deakin and Hughes (1999: 214); Hathaway (2001: 605).
"' See Roe (1996).
15 See Alchian (1950: 218-219). Moreover, Kobayashi and Ribstein (1996: 467) suggest `that

regardless of the incentives, motivation, or foresight of individual legislators or other
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the economic system, potential gains from reducing the effects of inefficient
rules and institutions set off a natural adaptive mechanism through which a
superior choice is made relative to other options.1ó

The controversial notion of path dependence challenges the traditional
theory by seeking to explain that increasing returns to scale could rule out
alternative superior changes in the future."' Some law and economics
scholars take for granted that if finms use a particular business form more
frequently, its value increases, thereby decreasing incentives to introduce
legal reform. As a result, increasing retums engender the standardization of
rules and institutions over time.18 Standardization, in turn, accounts for path
dependence and the lock-in to a sub-optimal framework.19 Thus seen, the
increasing returns approach corroborates the hypothesis that lawmakers are
prone to inertia and inflexibility.

This concept has recently experienced a renewed wave of attention in
economics literature.'ZO The models pertaining to the appearance of
increasing returns are often used to explain why the widespread adoption of
products and technologies that become more valuable as their use (or the use
of compatible products) increases could lead to a sub-optimal outcome. `21
When increasing returns are associated with competing products, inferior
products may prevail over products that are inherently better. More
importantly, they may stand in the way of innovations. The literature points
to the success of the QWERTY keyboard, VHS video recorder and DOS
operating system over allegedly superior alternatives.'ZZ

lawmakers efficient rules can evolve if the system fosters survival of such rules.' As will
be discussed in the next chapter, the US federal system, which allows for regulatory
competition, contains a powerful force moving US law towazds more optimal rules. Cf.
Ribstein (1992b: 265) (arguing that competition among the US states is a powerful force
moving US law towazds efficiency).

16 Alchian's theory draws on analogies to Darwinian biological evolution. See Alchian
(1950: 220) (`[t]he economic counterparts of genetic heredity, mutations and natural
selection are imitations, innovation and positive profits'). While the classic evolution
theory assumes that evolution is slow and gradual, a more recent model posits that `long
periods of stability followed by short bursts of rapid change' better represents the real
world. See Hathaway (2001: 613-617).

"' Cf. Arthur (1994: chapter 2).
18 See Kahan and Klausner (1996: 348).
19 See Bebchuk and Roe (1999: 155) ('rules might be path-dependent because the identity of

the locally efficient legal rule - the rule efficient for a given country - might depend on
the rules and structures that the country had at earlier times'.).

'ZO See Liebowitz and Margolis (1995: 212-214) (citing the literature on path dependence and
increasing returns).

'Z' See Arthur (1994). According to proponents of these models, `[i]ncreasing retums reign in
the newer part - the knowledge-based industries.' See Arthur (1996: 101).

'ZZ These allegedly superior products are the Dvorak Simplified Keyboard (DSK), Sony's
Beta format and Phílips V2000 format for VCRs and Apple's Macintosh system
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Three related but conceptually different mechanisms are responsible for
the possible dominance of increasing returns over inherent benefits: sunk
costs, learning effects and network effects.123 First, the initial research and
development costs of products such as computer hardware and software, of
which the value depends on the number of users, aze lazgely relative to their
unit production costs. These costs aze partially sunk costs, in that reseazch
and development investments cannot be recovered if these products prove
unsuccessful - but as sales increase, the unit costs will fall. Second, once a
considerable number of users have invested in training the modes of
operation of these products, it becomes more difficult to replace them or
their updates by other (and even inherently better) products. Once typists had
invested considerable time in leazning the QWERTY keyboazd arrangement,
it was too costly for them to make new investments and to adapt to a new
keyboard layout. Learning effects therefore result in the capture of future
markets, since experience with a product helps to provide information about
its use, thereby influencing both current and future purchasers.124 Third,
network effects increase the value of a particular product or technology,
which consequently gains popularity and is likely to emerge as a standard.
Network effects are usually generated through an increasing number of users
of the product or technology. For instance, the fax machine became more
valuable as more and more people possessed one.'ZS The value of the
QWERTY keyboard grew considerably as more typists were able to use it
and more employers supplied it.126 Moreover, the added value of a product is
typically related to complementary products (e.g., toner cartridges and PC

respectively. See Arthur (1994: 24-25); Katz and Shapiro (1986). But see Liebowitz and
Margolis (1995); (1998) (demonstrating that the evidence for the superiority of a particular
product is weak and, hence, the extent of network effects may be much more limited than
is commonly assumed).

'23 Cf. Arthur (1996).
'24 See Arthur (1994: 69) (`where buyers are risk-averse and tend to favour products they

know more about, products that by chance win market share early on gain an infonnation-
feedback advantage. Under certain circumstance a product may come to dominate by this
advantage alone.').

'25 Nobody could deny that the value of a fax machine depends heavily on the number of
other users. See, e.g., Katz and Shapiro (1985: 424) (`[t]here are many products for which
the utility that a user derives from consumption of the good increases with the number of
other agents consuming the good.'). That products have no value unless other people join
the network refers to a direct network effect. See also Lemley and McGowan (1998: 488-
491); Liebowitz and Margolis (1998: 671).

'Z6 See, e.g., Hathaway (2001: 611-612) (`[e]mployers purchased Qwerty keyboards because
they expected more typists to be able to use them than the alternative available
arrangements, and typists invested in learning the Qwerty keyboard arrangement because
they expected that more emp(oyers would supply it.').
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software) being more readily and cheaply available.127 The end result is that
if new adopters of a product or technology are only interested in their own
benefits without any consideration of the effect of their decision on other
`network users', the development of new products and technologies will be
impeded, thereby fostering lock-in to the inferior standard.128

Unsurprisingly, law and economics scholars have asserted that similaz
increasing return mechanisms help to explain inertia and momentum in the
evolution of legal rules and institutions.'~ Comparable increasing return
effects appear to play a pivotal role, especia]ly in the field of business forms,
which, seen from a law and economics viewpoint, are legal products traded
in a market.'~ Consider, for example, statutory provisions and cases under
business organization laws. In most western jurisdictions, the majority of
firms are organized under the provisions of a corporate statute. Such statutes
not only confer substantial network effects to users of those statutes, but
firms also expect to obtain further benefits as new enterprises incorporate.13'
Unlike the fax machine example, the use of the corporate statute could be
valuable to a particulaz finm, regardless whether other firms have
incorporated. All the same, widespread use of the corporate form could have
network effects analogous to those of the QWERTY keyboard. As more
firrns adopt the corporate form, networks of legal actors specializing in this
particular business form (e.g., lawyers and legal scholars) will develop,
thereby offering legal services of a higher quality and lower cost."Z
Furthermore, fitms may choose the corporate form to attract and
accommodate investors who expect firms to use it.133

'Z~ These indirect effects are pecuniary in nature and therefore are not real network effects.
See Liebowitz and Margolis (1998: 671-672). See also Katz and Shapiro ( 1994: 96);
Lemley and McGowan ( 1998: 491-494).

1zB In this case, network effects are `network externalities'. See Liebowitz and Margolis
(1998: 671) ( `[n]etwork effects should not properly be called network extemalities unless
the participants in the market fail to internalize these effects.'). Cf. Katz and Shapiro
(1994: 95). Externalities are the costs that parties to an exchange inside a market do not
bear themselves, but spill over onto other parties. See Cooter and Ulen (2000: 40-42).

129 See, e.g., Bebchuk and Roe (1999); Hathaway (2001); Kahan and Klausner ( 1996);
(1997); Klausner ( 1995); Roe ( 1996); Wortman ( 1995). But.see Gillette ( 1998); Lemley
and McGowan ( 1998); Ribstein and Kobayashi (2001).

'~ Cf. Posner ( 1982: 265). See Banoff (2001: 1) (citing literature that uses the product
metaphor).

13' See Kahan and Klausner (1996: 352) ( `[a]lthough network benefits accrue in the future -
after the firm has adopted a contract term - their present value adds to the value of the
term at the time of adoption.'). See also Wortman ( 1995: 1386-1391).

'32 See, e.g., Kahan and Klausner (1997: 725-727). Cf. Stone Sweet and McCown (2001).
'33 See Klausner (1995: 785-786) ( arguing that where information asymmetries exist and

signalling is costly, marketing network externalities may exist). Network effects provide a
purely academic explanation for the fact that US high-tech start-ups are structured
predominandy as public corporations, despite tax disadvantages. Venture capitalists would
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Learning effects further reinforce the application of increasing returns
processes to business forms, including statutory provisions and case law.'~a
These effects, which come from the use of the corporate code,135 for instance,
also explain why most of the parties that originally opted into the corporate
form have an incentive to continue to use the regime. Factors that arguably
add to the value of the traditional corporate form include avoidance of
formulation errors, ease in drafting relational agreements, availability of case
law on the interpretation of the statute, and the familiarity to legal actors.1ó
If these benefits are taken into account, newly formed businesses are likely
to migrate to the business corporation statutes that confer these benefits to
the user. This will mean that demand will be higher than it otherwise might
be, which in turn will lead to the supply of standardized statutory terms,
rather than customized ones that benefit a particular firm in a particular
situation. Because standardized terms offer certainty,137 when advising their
clients about incorporation decisions, business lawyers will recommend a
standardized term - even if it is sub-optimal - rather than draft a customized
term that could lead to a higher expected value for a client.13s

The result of network and learning effects is that continuous use of the
dominant business form, even if it is not ideally suited to some firms, will
reduce the incentives for lawmakers to innovate. As in other areas of law

rather avail themselves of the predictable corporate form, for which many contractual
mechanisms have been developed and standardized, than rely on new customized
governance and organizational structures. Cf. Bankman (1994).

'3a Case law seems to play an important role in conferring large benefits for incorporating
firms. In the United States, the code's advantages are less distinct than its interpretative
case law, given the convergence of statutes among states. See Bratton and McCahery
(1995: 1900). Moreover, if case law creates a legal rule that goes beyond the statute, such
as enhanced fiduciary duties for close corporations, increasing returns derive directly from
preceden[ and the doctrine of stare decisis. See Hathaway (2001); Rasmussen (1994);
Stone Sweet and McCown (2001). But see Gillette (2000: 263-270) (discussing incentives
for judges to depart from preceden[).

135 Leaming effects arise from the past use of the business forms. They emerge regardless of
whether the fortn remains in widespread use in the future. In contrast, network effects
apply to a firm that adópts a form that is or will becóme used by many firms
simultaneously for a significant period of time. See Kahan and Klausner (1997: 725).

136 See Bebchuk and Roe (1999: 156); Kahan and Klausner (1996: 350); (1997: 719-725). Cf.
Clark (1989: 1732) `[t]raditions greatly reduce the very high costs of repeated discovery,
leaming, and rational decision-making by individuals.').

137 Cf. Goetz and Scott (1985: 186-288) (identifying the benefits of standardization).
138 Among other things, the busy schedules of business lawyers make them unable to engage

in extensive transaction cost engineering. Cf. Bemstein (1995: 248) (arguing that most
Silicon Valley lawyers urge their clients to adopt a standardized contract in complex
venture capital transactions). Lawyers frequently cause excessive standardization because
they are often tempted to act in a manner that is self-serving, rather than in their clients'
best interest. See Langevoort and Rasmussen (1997).
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reform, the reluctance to diverge from the existing framework means that
even if new business forms were created, parties might be unwilling to
substitute the standazd form for non-standard terms.'~ In short, the benefits
that accrue to a standardized regime may be su~cient to outweigh the
benefits that firms could gain by shifting to a new or modernized statute.
Also, because potential first-users of new business forms do not have the
advantage of future network benefits, such new forms may only emerge if
the inherent benefits are of paramount importance.'a~

These `switching costs, i.e., the costs of switching from a standazdized
form to a new or innovative business form, constitute yet another reason for
conservative lawmakers to defend the status quo.'a' The uncertainty about
the future benefits of the introduction or modernization of business forms
leads to the persistence of inefficient rules and delays genuine legal
innovation.142 Like RBrD investments into high-tech products and
technologies, initial lawmaking costs are partially sunk costs.143 In this
respect, legal intervention is costly, not only due to the reseazch, legislative
and publication costs of new law, but also because various legal actors must
invest substantial amounts in human capital and modes of operation that `fit'
the new rules and institutions.'aa If the new legal regime proves to be
undesirable over time, these costs cannot easily be recovered, as firms tend
to favour existing business forms.

Hence, in the context of business organization laws, the ingredients of
increasing retums may involve externalities that lock firms into an inferior
business form. However, even though the mere existence of increasing
returns could certainly lead to inefficiency in theory, some commentators
argue that the necessary conditions for its occurrence are easily avoidable.
For instance, lawmakers could internalize the advantages of creating a new

139 See Kahan and Klausner (1997: 727-729).
'a~ See Klausner (1995: 790) ( noting that the `inherent benefit' consists of the value

independent of network benefits). See also chapter 7 footnotes 3439 and accompanying
text.

'a' Reseazch in behavioural psychology has indicated that people in general show a natural
bias toward the status quo, in that, they have a tendency to prefer to leave things as they
are. Moreover, evidence from laboratory experiments shows that people exhibit a so-called
endowment effect: people often demand significantly tnore to give up an object than they
would be willing to pay to acquire it, even when the transaction costs associated with
reacquiring a similar object are very low. See, e.g., Arlen (1998: 1771-1772).

'a2 See Parisi et al. (2001: 2-3). Cf. DTI (1999: 64-65) ( arguing that in light of the opposition
from special interests, pmfessional advisers and network externalities, introducing a new
statute is of no value unless it will be widely used).

'a3 See Parisi et al. (2001: 5-6).
'a' Cf. Bebchuk and Roe (1999: 156).
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business form.'as They could benefit by developing new structwes that offer
a workable menu of beneficial provisions and are attractive enough to serve
as a focal point around which new networks arise.'~ The next section will
explain why the increasing returns alone are not enough to engender strong-
form path dependence. For now, it is enough to note that the ability to lock a
market into an inferior business form could be imputed to the side-effects of
increasing returns.

2.2.4 Interest Groups

The evolution of business organization law may well turn if national
lawmakers find a compelling reason to abandon the defence of well-
entrenched legal forms and increasing returns that reinforce their position
and consequently block the diffusion of new innovative legal rules and
institutions. As discussed in previous sections, the powerful forces of public
welfare are insufficient to prompt lawmakers to undertake legal reforms.'a'
Given that lawmakers are conservative and trained mainly in law, an
overhaul of business organization law in response to social and economic
concerns would seem unlikely in an island jurisdiction. Yet [he recent
emergence of new business forms in both Europe and the United States
strongly suggests the presence of some kind of incentive to innovate.

A general implication for a broad theory of legal evolution is that
lawmakers do not always donunate the lawmaking process. This is
especially true of statutory business form legislation, which is influenced not
only by lawmakers, but also by politicians and - more importantly - interest
groups.'~ To fully explore this phenomenon, this section provides a cost-
benefit analysis to determine the probability of reform, and discusses the
incentives for the introduction of modern legislation. The analysis builds on
the economic theory of legislation, which assumes that legal rules are
demanded and supplied in much the same way as other products. Legislation
ensues from the jointly maximizing relationship between interest groups and
political actors. Promising political or personal support,149 interest groups

ias See Ribstein and Kobayashi (2001: 112-113). Cf. Katz and Shapiro (1994); Liebowitz and
Margolis (1998: 671).

'~ See Klausner (1995: 800, 804). Cf. Ribstein and Kobayashi (2001: i l l). For a discussion
about the working of focal points, see Schelling (1980: 54-58).

'a~ See supra footnotes 16-18 and accompanying text.
'aa See, e.g., Becker (1983) (modelling political competition among pressure groups, thereby

assuming that politicians and bweaucrats cany out the political redistribution of income
and of other public policies that builds on competition among pressure groups for political
favours).

149 Interest groups have severai means of influencing the so-called brokers of legislation. For
instance, they can offer hoped-for future employment. Another pervasive means is
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persuade political members of the legislattu~e, and specifically those who run
the supply and demand process of legal products, to pass or veto
legislation.'so

The question, then, is of which groups of firms are able to urge for
business organization law reform and what is the prospect of success. Within
the economic theory of legislation, legislatures have no incentive to adopt
efficient provisions for firms that lack sufticient resources to lobby for
laws.15' Generally, the legislature, consisting of risk-averse politicians and
conservative lawmakers, tries to avoid innovations. Yet if powerful interest
groups demanded that provisions of business forms be changed, political
presstu.es within the legislature would attempt to satisfy the demand with
beneficial legislation.'SZ

In terms of assessing the likelihood of the enactment of modernized or
new business forms into national law, there are several classes of firms that
might be directly attracted by the cost-saving benefits.153 The first class is
made up of prospective firms that will only come into existence if modern,
flexible and responsive business vehicles are available. For insiance, it is
expected that simplicity and low formation costs will not only appeal to
potential entrepreneurs, but will also encourage the formation of necessary
joint ventures. Moreover, if a new menu of business forms provides a
framework with a set of protective default provisions for investors, the
venture capital industry may very well grow.'s' The second class consists of
future start-ups which would use either the traditional partnership or close
corporation form. For the most part, these start-ups are small, closely held
firms that would not consider the law ex ante, but may unwittingly fall foul
of unexpected and disruptive rules ex post. The third class is made up of
potential portfolio firms that will convert into the newer business form in
order to have a chance of attracting outside capital. A fourth and related
class consists of existing firms for which cost savings will accrue in the

political support, i.e., monetary contributions to political campaigns and votes. In addition,
personal relationships make members of the legislature particularly responsive to interest
groups. See Laffont and Tirole (1993: 476); McCormick and Tollison (1981: 21). Because
politicians care about their re-election, they seek information on how their position on a
particular issue will affect the outcome of the next election. As a result, it is submitted that
`lobbying and information provision by interest groups to politicians is the most important
factor in explaining governmental policy outcomes.' See De Figueiredo (2002).

'so See Tollison (1988).
's' Cf. McCubbins and Schwartz (1984: 172) (arguing that Congress in the United States

oversees the administrative agencies using the less active and direct fire-alarm approach
rather than the active and direct police-control approach, thereby emphasizing the interests
ofspecial groups more than those of the public at large).

isZ Cf. Bratton and McCahery (1995: 1884).
Is3 See chapter 2 foomotes 65-95 and accompanying text.
isa See chapter 9.
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event of reorganization to a new business form, with the savings exceeding
the cost of reorganization. This class includes professional service firms
which, but for a limited liability partnership form, would continue to use a
traditional partnership form.

A wide array of business firms could demand business organization law
reform. That said, only certain firms are likely to have an influence on
legislative results, either because they are more powerful than others or
because they perform collective lobbying through a common body, which
gives them an advantage over other firms in the procurement of favourable
legislation.'SS Small and medium-sized enterprises (SMEs), for instance, are
not likely to play a featured role in the development of business organization
legislation. While this type of firm could derive much benefit from legal
regimes that dispose of the cumbersome formation and operation
requirements, and meet its contracting needs, information and organization
costs arguably inhibit its efficacy in attaining its legislative goals.'sb

In the event of SMEs making the lobbying effort independently, they must
first incur information costs in discovering the effects of the choice of
business forms on their own welfare.'s' Consequently, since SMEs may be
severely budget-constrained in their ability to influence the legislature,'sa
they have incentíves to join up with firms with whom they share common
interests so as to lobby for legislation. The organization costs (i.e., the costs
of identifying other similarly situated firms) must not exceed the overall
benefits from lobbying. This is especially true if firms encounter collective
action problems. Rational firms have incentives to free-ride on the costly
lobbying efforts of others. Attempts to engage in collective lobbying will
therefore fail if a few firms bear the entire cost, but receive only a portion of
the benefits.159 Additionally, even if small and medium-sized fitms can
overcome these problems and have adequate resources to lobby legislatures,

iss Cf. Macey (1998: 172).
'sb Cf. McCormick and Tollison (1981: 16-17).
's' As small firms are unlikely to consider business organization laws, except in major

relational crises, it is costly to ascertain the effects of different rules and provisions in
advance.

isa See De Figueiredo and Tiller (2001: 96-97) (noting that, unlike their large counterparts,
small 6rms do not have sophisticated lobbyists and lobbying strategies at their disposal).

's9 See Macey (1998: 173); McCormick and Tollison (1981: 15-16). Cf. Olson (1965: 51)
(arguing that free-rider problems could be overcome with the aid of individualized
selective incentives `so that those who do not join the organization working for the group's
interest, can be treated differently from those who do'). But see De Figueiredo and Tiller
(2001) (arguing that small firms are not responsive to the free-rider problem, but will
lobby less if their proprietary information is at risk).
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they are likely to expend their efforts on more pressing operational and
special considerations relating to a particular industry.'~

It can therefore be predicted that business organizatíon laws will not
adequately reflect the needs of SMEs. But even if entrepreneurial firms have
high-powered incentives to lobby for innovative business forms,1ó' their
efforts might not be successful. In terms of assessing the prospect of success,
two factors may play a crucial role. First, legislative procedures and political
processes reduce the stakes interest groups have in regulation. Legislatures
have developed administrative structures and mechanisms (i.e., the political
and regulatory institutions, voting rules, rules of order) to control the
opportunistic conduct of politicians and legislators who are sensitive to
lobbying.162 As a result, the supply side plays a decisive role with respect to
business organization law reform.tó3 Second, although amendments to the
menu of business forms would arguably make smaller firms more efficient,
it may not be in the interests of other more powerful lobby groups to modify
the law to allow superior business forms to emerge. Consequently,
legislatures are likely to respond by failing to adopt value-increasing
legislation.

Consider, for instance, the notaries (lawyers who specialize in
incorporations and are qualified to issue a notarial deed) who could organize
themselves as a significant interest group, blocking innovative measures and
frustrating attempts to effectively implement the easy availability of limited
liability for small businesses.'~ In continental Europe, a notarial deed is

'~ Cf. Olson (1965: 141-148) (`[t]he judgment that the "special interests" - the individual
industry groups - have disproportionate power, though the business community as a whole
dces not, is apparently consistent with the general trend of current affairs. For it seems that
particular interests do win tax loopholes, favorable tariffs, special tax rulings, generous
regulatory policies, and the like, but Ihat the business community as a whole has been
unsuccessful in its attempts to stop the trend towards social-welfare legislation and
progressive taxation.').

16t Cf. Bemardo and Welch (2001) (arguing that overconfident entrepreneurs are relatively
less likely to imitate their peers and more likely to explore the environment leading them
to adopting new innovations).

i62 Cf. Bratton and McCahery (1995: 1886); McCubbins et al. (1989); Schwan and Scott
(1995: 651).

163 See Laffont and Tirole (1993: 476).
'~ It might be argued that the persistence of the system of notaries is an example of the role

of interest groups as a serious source of path dependence. ln the 12'h and 13`h century, the
function of notaries was to register long-term contracts, including relational contracts -
such as partnerships. Apparently, the merchants used notaries when `reputation via word
of mouth alone was insufficient to support honest behaviour and that a third party without
any binding authority to enforce obligations was nonetheless quite valuable for promoting
honest exchange.' See Milgrom et aL (1990: 6). In continental European jurisdictions, the
formal use of lawyers as notaries evolved into a requirement to obtain legal personality.
See, e.g., chapter 5 footnote 147 and accompanying text.
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usually required for all incorporations. Given the notaries' well-entrenched
position and proximity to the lawmaking process, the extension of limited
liability protection to partnership forms would preferably not require the
issuance of such a deed. If a limited liability partnership were to gain
adherence amongst investors and popularity with entrepreneurs,'~ the
notaries' fee revenues might drop substantially. If their losses are more acute
than the possible gains of business lawyers who would be involved in the
formation process of a new limited liability vehicle, the notaries will have a
particularly high-powered incentive to block such a new form.

That is not to say that legal professionals will not lobby for modernized
business organization law legislation. As experts in law, they have a strong
ability to influence the legislature.'~ As noted in chapter 2, the increase in
recent years of the number of partnership-type entities offering limited
liability can be attributed to the legislatures' responsiveness to the interest
group activities of professional services actors.167 Well-organized
professional firms may lack enough choice to shield their liability, giving
them adequate incentives to exercise political influence over legislatures to
enact an LLP-type form.'~ In addition, innovative legal professionals who
seek to design and implement new arrangements for their clients may have a
financial incentive to persuade the legislature to enact a new business
form.'~ If the existing menu of business forms dces not satisfy a pent-up
demand for firms to employ new and improved frameworks,"o innovative
form entrepreneurs will endeavour to capture the market, thereby increasing
their fee revenues."' In the event of these professionals strongly favouring

1651t is submitted that the developments with respect to the `quasi-partnership' close
corporation demonstrate the demand for business forms that combine the combination of
partnership and corporate features. See Ribstein ( 1995a: 383).

'~ See Ribstein ( 2002a: 5).
167 See chapter 2 foomotes 92-96 and accompanying text.
'~ The professional lobbies could be very powerful if they are in fact the by-products of

organizations that obtain their strength and support because they perform some functions
in addition to lobbying for collective goods. Because membership is in fact mandatory, the
organization can overcome information, organization and collective action problems. See
Olson (1965: 132-141) ( arguing that organizations representing prosperous and prestigious
professions have the authority and capacity to be coercive).

'~ The role of business lawyers as interest groups is of course closely related to their role as
lawmakers in the arena of legal formants. See supra footnotes 22-54 and accompanying
text.

"o Since there is a prevailing view that tax issues play a crucial role in choice-of-business-
form decisions, innovative lawyers are inclined to design statutes or combinations of
statutes with a view to helping firms obtain favourable tax treatment. See, e.g., Ribstein
(1995a: 384). See also chapter 5 footnotes 39-43 and accompanying text.

"' See Banoff ( 2001: 1) (arguing that sophisticated form entrepreneurs view business forms
as products that are traded in a market); Bratton and McCahery ( 1997: 664-G66) ( arguing
that the recent proliferation of LLC statutes in the United States is an indication of the
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reform, given both types of incentives, the legislature is likely to respond by
referring back to, and evolving from, existing doctrines and rules.12 For
instance, they will bear in mind the key role of the notaries in the formation
and operation of business forms. In fact, the current role of the notaries in
business formations makes them even more influential in interest group
politics and makes it likely that they will be able to defend the status quo, or
expand their power in the future.13

There is the possibility that, for whatever reason, political actors become
more sensitive to other interests in subsequent deals, resulting in the erosion
of the work of prior legislatures. However, as indicated above, procedural
rules predict the stability and durability of legis[ation over time. The
requirement that legislatures must follow exact procedures to enact legal
rules makes dis]odging the status quo a difficult and time-consuming
process."' Furthermore, the legislatures' full schedule of engagements
prevents legislation from being amended or rescinded.15 Accordingly,
groups that oppose legislation are dependent on fighting rigid rules in
court.1ó If firms refuse to abide by onerous and cumbersome rules ensuing
from interest group politics, recourse to the courts will be necessary."' Yet
the judiciary is not subject to the same interest group pressures as political
actors. Again, procedural arrangements that provide for life tenure and high
return rates make judges less needful of those groups.18 More crucially, even
though interest groups play a pivotal role in causing litigation, providing the
judiciary with an opportunity to adopt new legal rules,19 independent judges

legislatures' responsiveness to the Bar). By promoting a new business form, as if they
have a new product to sell, reform-minded lawyers may internalize the network effects
relating to the use of a new `standard' form. See Ribstein and Kobayashi (2001: 112-113).

172 Cf. Callison (2001b: 962).
13 Cf. Bebchuk and Roe (1999: 157); Gilson (2001: 354).
"' See Landes and Posner (1975: 878); Posner (1998: 578-579).
175 See Ramseyer (1998: 384) (`[p]oliticians are not likely to repeal a statute formally. In most

legislatures, doing so would require the renegotiation of so many deals that it would not
pay to bother.'). See also Gillette (1998: 826-832).

16 Cf. Gillette (1998: 828) (arguing that `a legal entrepreneur' who wants to modify an
existing rule will tend to proceed through the judicial process, even if the initial rule was
promulgated by the legislature).

177 See Posner (1998: 580).
'~s See Gillette (2000: 264). The view of judiciary independence corresponds to the

traditional lawyer's view of adjudication as separate from the political process.
19 Cf Bailey and Rubin (1994) (arguing that concentrated litigants who are larger or

organized to intemalize the benefits of litigation will gain from changing legal rules and
that the law will come to favour these concentrated interests).
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tend to uphold and respect the original deal between the politicians and rent-
seeking interest groups.'~

To illustrate this point, let us assume that business lawyers and notaries in
an island jurisdiction have mobilized to lobby the legislature to enact an
LLP-type statute that meets their demands and preferences. In this event, the
formation of the new legal entity presumably requires a notarial deed, which
contains the partnership agreement and must be filed with the commercial
registry. Firms that find the need for formal constitutional documents
onerous and cumbersome will not find it cost-effective to try to erode the
statute formally. They could attempt to contract around the formalities by
simply registering an (amended) LLP agreement that has not been officially
put before a notary, thereby causing litigation and the possible breakdown of
statutory formalities.18' Yet as long as judges only rarely nullify the interest
group bargains by enforcing these agreements, they facilitate interest group
activity.182

The upshot is that the political economy of new, closely held business
form statutes tends to reflect the compromise between the legislature and
powerful organizations of professional lawyers. It is by no means certain that
a new framework that meets the perceived interests of professionals is
efficient and equally beneficial to other business firms, and SMEs in
particular.183 Nevertheless, legislatures are likely to allow these other firms to
use such a framework without the value of corresponding advantages for
these firms. Motivated by self-interest, the political actors are more likely to
offer window-dressing than to introduce reforms with real distributive
effects. In addition, lawyers may well benefit from promoting legal rules that
are complex and unclear in application without legal advice. In this light, the
legislative processes and interest group politics introduce an important
source of the path dependence of legal business forms.184

'~ See Landes and Posner (1975). See also Tollison (1988: 345-346) (arguing that where the
judicial branch acts to increase and sustain the durability of legislation, its budget and
judicial salaties increase).

18' Most small firms that would employ the LLP form can be expected to comply with the
formalities tha[ apply on formation. That said, a duty to put amendments to [he LLP
agreement in a notarial deed could easily be overlooked by small informal firms.

182 See Ramseyer (1998: 384). Cf. Macey and Miller (1987: 500) (even if the judiciary
nullifies a political deal, `judicial activity will have little effect on interest groups when the
legislature acts quickly to restore the terms of the original bargain by nullifying the court's
decision through subsequent statutory enactment.').

183 Because laws tend to favour those groups that have a comparative advantage in rent-
seeking, laws will often be socially inefficient in the Kaldor-Hicks sense. For a definition
of the Kaldor-Hicks efficiency concept, see chapter 1 footnote 1.

184 See Bebchuk and Roe (1999: 157).
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3. CONCLUSION

In a world of globalization, a theory of the evolution of legal business forms
in an island jurisdiction must address two key issues. It must identify the
determinants of legal change; and it must explain whether the law of
different jurisdictions converges towards efficiency over time. The first issue
confronts the traditional legal view of legislation being designed to protect
the public interest. The second challenges the power of globalization over
the development of legal rules and institutions.

There are three main implications for a theory of legal evolution that
significantly shape the landscape of business forms and influence the debate
on business organization law reforms. First, the predominance of a particular
legal formant in the field of business organization law restricts the evolution
of the law rather than enhancing its development. Second, the
standardization of business forms confers large increasing returns benefits to
the users and their legal advisers, consequently limiting the development of
modern innovative business forms. Most firms tend to rely on standard legal
rules, which reduce costs as most parties are familiar with them, irrespective
of the cumbersome and inefficient nature of many of the standard statutory
provisions. What is more, even if a firm has additional incentives to use an
innovative legal form, they are generally unlikely to select the vehicle,
despite its potential, due the lack of certainty about its legal provisions.
Third, firtns have considerable financial and organizational constraints that
do not allow them to influence the legislature to adopt business form statutes
that match their needs. Even if the existing menu of business forms imposes
considerable costs on firms which are required to either comply with highly
formalistic and technical formalities or contract around obsolete provisions,
these firms are usually not able to run up against the presence of
concentrated interest groups defending the status guo.

Hence, even if incentives to overhaul business organization law are
clearly present, the reform process is subject to sources of path dependence
that inhibit the evolution of new business forms.'as Nevertheless, if we
compare and weigh up the competing interests on the supply and demand
sides of legislation, we cannot predict with certitude the effects of path
dependence on legal change in a particular jurisdiction. The outcome will
depend largely on the effect that each interest has on the evolutionary
process. If certain pressures are not present in a jurisdiction, or are mitigated

185 The fact that business organization law appears to develop on an ad hoc basis, rather than
systematically, supports the theory of path dependence. The application of partnership law
principles to close corporations as discussed in chapter 2 exemplifies the haphazard
meandering of the evolution process.
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by unspecified mechanisms, the influence of path dependence factors on
business forms is likely to be commensurately weaker.

As an example, a government with sufficient resottrces may choose to
ignore existing pressttres and instead decide to act entrepreneurially itself.'ab
Facing global competition, rapid changes in technologies and evolving
market conditions, an entrepreneurial government may be motivated to
promote the competitiveness of indigenous industries by adopting favourable
business forms that reflect social and economic changes. If the future brings
a substantial increase in business activity, increases in interest group
pressure for mobility-based lawmaking could well be expected. A
jurisdiction would enter the competitive lawmaking environment for the
supply of law as product. In the context of business forms, a jurisdiction
could reap the benefits by coming forward with a set of rules ideally suited
to closely held firms. If this jurisdiction were among the early group of
movers to reform business organization law according to how business is
currently conducted, it could very well create a focal point, leading a
significant number of domestic and even foreign firms to select new
innovative business forms.

Clearly, this would entail a more vibrant and competitive economy. The
presence of market-driven pressures could force monopolistic legislatures to
make changes in their business organization law regimes. Yet in the absence
of an open market for trade in goods and services and free movement of the
factors of production, it cannot be assumed that political actors and
lawmakers have adequate incentives to generate optimal business law forms.
If national barriers to trade remain, firms have less need to move to more
optimal jurisdictions or to press for regulatory reform.187 The mobility of
economic resources is one of the first preconditions for the emergence of a
market in legal rules.1B8 To the extent that a legislature has few incentives to
research and design optimal business forms, it will usually persist in
supplying sub-optimal statutory frameworks. In the next chapter, the
question is posed as to whether, in federal systems like the European Union
and the United States, as a result of increased competition, business

'sb Cf. Bratton and McCahery (1997: 684-685) (`[c]ertainly, government actors sometimes act
entrepreneurially, presumably, this occurs when tax revenues, export earnings, jobs,
technology, or other positive externalities yíelded by the attraction of factors of production
also happen to yield appropriate political benefits, either in the form of electoral
advantage, satisfaction of the demands of favoured interest groups, or the satisfaction
incident to enhancing public welfare.').

'~ See Woolcock (1996: 302).
188 See Barnard and Deakin (2001: 3) (arguing that market access and regulatory competition

are two sides of the same coin); Gatsios and Holmes (1998: 271) (`regulatory competition
occurs when we observe different geographical areas between which goods, services and
factors move easily, if not totally freely').
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organization laws that match the demands of the users of those laws are
likely to emerge. In fact, interest in the unincorporated firm in the United
States has been propelled further by the focus on the relationship between
the evolution of legal rules and the incentives created by regulatory
competitive pressures that work in favour of creating bundles of rules that
are attractive to closely held firms.189 In terms of the research agenda on the
business forms accommodating these firms, it seems that the initial stages of
development have largely been driven by questions about whether the new
business forms are efficient and the role of competitive lawmaking in
encouraging innovation.'~

'a9 See, e.g., Bratton and McCahery (1997); Macey (1995); Ribstein (1995a); (2001).
'~ See [he Journal of Corporation Law's symposium issue on Comparative Perspectives on

the Evolution of the Unincorporated Firm (Volume 26, Summer 2001). Cf. Bodenhom
(2002: 4) (`[y)et theoretical treatments of partnerships are all of recent vintage and
economic and business historians have yet to produce more than a handful of studies of
partnership within a broad conceptual framework.')
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Competitive Lawmaking in Federal Systems

1. INTRODUCTION

There are two reasons that make the European Union and the United States
suitable candidates for a comparative study of the evolution of business
organization law. First, like the United States, the European Union can be
viewed as a federation in which the individual countries retain considerable
sovereignty, while at the same time allocating important prerogatives to a
supranational government.' Second, because US firms of all sizes have long
been operating throughout the nationwide market without severe constraints
regarding partnership and corporation law,2 the federal system has set a

See chapter 1 footnote 4. In contrast to the United States, the European Union is not a
superstate. However, it is more than just a free-trade azea. lt is an arrangement of
countries, of which the shape and purpose have been adapted to changing circumstances
with remarkable ingenuity. Cf. Micklitz and Weatherill ( 1997: 1-3) ( arguing that unlike
the US, the EU is not a federation of states, but a`market without a State').
In the United States, an array of conflict-of-law rules applies to situations in which a
business organization form organized in one state transacts business in another state under
the formation state's rules. For instance, consideration should be given to the Restatement
(Second) of Contlict of Laws, the common law principle of comity, the Full Faith and
Credit Clause and the Interstate Commerce Clause of the US Constitution. For a
description of the rules and the extent to which they apply to partnership-type and
corporate business forms, see Keatinge et al. (1992: 449-456) (analyzing the conflict-of-
law rules in interstate LLC transactions); Ribstein (2001: 825-827) ( comparing Europe to
the United States with respect to the conditions that create jurisdictional choice). As for
corporations, the intemal affairs rule, according to which the law of the state of formation
nearly always applies to matters covered by the law of the state of incorporation, is deeply
ingrained in the choice-of-law culture and has statutory support in many states. See
]ohnson ( 1997: 268-275); Ribstein ( 1993b: 268). Under the Restatement ( Second), general

71

~



72 Chapter4

benchmark for the European Union.' Viewed in this context, the emulation
of the US approach regarding the evolution of business organization law
seems logical. The development of business forms in the United States as a
result of competition between jurisdictions dces appear to have essential
lessons for Europe as it embarks on business organization law reform in
general. This chapter analyzes the various institutional structures in the
United States and Europe that give rise (albeit to differing degrees) to
competitive lawmaking in the field of partnership-type business forms.

2. THE US EXPERIENCE: COMPETITION AMONG
STATES

In the context of corporate law, regulatory competition (a legislative process
in which governments endeavour to provide a more favourable regulatory
environment, to promote the competitiveness of domestic businesses or to
attract more business activity from abroad)' has been well publicized in the
United States.s The US legal system traditionally views business

contract choice-of-law rules, rather than the intemal affairs rule, apply to non-corporate
business forms. See infra footnote 50. However, the corporate internal affairs rule is
expandíng to unincorporated business forms. Indeed, business organization law statutes
increasingly provide explicitly for enforcement of formation state law. See O'Hara and
Ribstein (2000: 1205) (noting that application of formation state law extends only to
intemal govemance matters and litnited liability, leaving other matters, such as veil
piercing, to [he law of the operation state). But see Bacon (2001) (arguing that the court
decision in Elf Atochem North America, Inc. v Ja,~j`'ari (727 A.2d 286 (Del. 1999)) `could
be construed as suggesting that a state does not have a paramount interest in the operation
of its LLCs: first, because it intimates that an LLC is not an entity in which the state
necessarily has an interest, and, second, because it permits issues conceming its LLCs to
be resolved in another forum.').
Cf. Moussis (1992) (`[t]he new enterprise policy of the Community has three broad
objectives: to create a legal framework which lends itself to the setting up and
development of enterprises in the Community; to create an economic environment which
will help enterprises reach their full development in the intemal market; and to promote
cooperation between enterprises situated in different regions of the Community.').
See Woolcock (1996: 297-298). The concept of regulatory competition is traditionally
credited to Tiebout's economic theory of jurisdictional competition. In the Tiebout model
of regulatory competition, local govemment units will compete with their public goods
offerings to attract new residents, resulting in an optimal balance between the level of
taxation and the provision of public goods. See Tiebout (1956). For a discussion of the
shortcomings of Tiebout's model, see Bratton and McCahery (1997b: 220-243).
Corporate law has served as an adequate test field of the models developed by public
sector economists. See, e.g., Bebchuk ( 1992); Bebchuk and Ferrell (1999); Cary (1974);
Choi and Guzman ( 2001: 961); Easterbrook and Fischel ( 1991); Fischel (1982); Romano
(1985); ( 1993); Winter (1977).
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organization law in general as a local matter reserved to the states'
governments.ó Consequently, the corporation statutes of some states may
differ appreciably from those of most other states on many critical matters.
Once US business owners decide to incorporate, they must select an
attractive state of incorporation. Under traditional conflict-of-law rules,'
courts will respect this choice even if the corporation in question has no
other contact with the chosen state. The corporate laws of the incorporating
state govern the basic rights and duties of a corporation and its participants.
As a result, the revenue generated by the charter fees and franchise taxes,
which can be collected directly from incorporating firms, gives smaller states
a high-powered incentive to provide attractive rules.e The ability of firms to
incorporate in those states with the most attractive legal regimes, and the
eagerness of states to `steal' corporations from each other, have led to the
emergence of a potentially robust market for incorporations in the United
States.

At the end of the 19th century, New Jersey and Delaware, concerned
about incorporation decisions, adopted modernized general incorporation
statutes 9 Eventually, Delaware's statute made it the leading incorporation
state in the United States since the 1920s,'o presently serving as the state of
incorporation for nearly half of the corporations listed on the New York
Stock Exchange and more than half of all Fortune 500 firms." In addition,
Delaware is also the leading destination for firms that opt to reincorporate.
Clearly, Delaware's value to incorporating fitms is more than an up-to-date

6

9

io

See Bebchuk (1992: 1438) (noting that even though federal law governs some important

issues, including insider trading, disclosure and the making of tender offers, much of the

law regulating a corporation's affairs stems from its state of incorporation). See also

L.eleux (1968) (comparing the European and the US situation).
See supra footnotes 2.
States with a smaller fiscal base, like Delaware, have a high-powered incentive to compete
for the chartering business of corpora[ions. See Romano (1993: 38) (`[tJhe most important
transaction-specific asset in the chartering relation is an intangible asset, Delaware's
reputation for responsiveness to corporate concerns. lt is derived from the substantial
revenues that Delaware obtains from corporate franchise taxes: a state with a large
proportion of its budget financed by the franchise tax will be responsive to firms, since it
has so much to lose.'). The question remains of why individual political actors and
legislators want to maximize franchise revenues. Romano (1993: 28) answers this question
by pointing out that higher franchise tax revenues can be used to lower taxes on, or
increase services for, in-state constituents.
With its 1888 corporation statute and the 1896 revision, New Jersey was the first state to
enter the competition. Delaware joined New lersey in 1899.
See, e.g., Bebchuk (1992: 1443) (`[a]fter restrictive amendments to its corporation law
were made in 1913, New lersey lost the leading role to Delaware, whose corporation law
was at the time a close copy of New Jersey's original statute.' ).
See Romano (1993: 6-12). See also Fisch (2000: 1061) ('incorporations bring Delaware
approximately 5440 million per year in franchise taxes and related fees.').
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statute. The possibility of other states rapidly free-riding on the efforts and
resources of the Delaware legislature by copying its statute would entail
Delaware's lead being exhausted in a very short period of time.'Z Free-riding
by other states acts as a severe disincentive to invest any resources in legal
innovation. If the possibility existed of other states rapidly free-riding on its
legislative efforts and resources, Delaware would not consider legal change
so as to keep its rules attractive for a variety of firms in the future.13
Nevertheless, the attractiveness of Delaware as the incorporating state lies in
significant `first-mover' advantages in the production of corporate charters."
For instance, the less easily replicated judicial expertise and other enduring
advantages, such as a well-developed corporate case law, learning and
network benefits, herd behaviour,15 and the superiority of Delaware's
specialized chancery court, arguably preserve Delaware's leading position
over time.1ó

Delaware's corporate law plays a key role in the evolution of corporations
in the United States, not only because regulatory competition has caused a
widespread diffusion of its law," but also because Delaware law provides an
alternative set of rules which serve firms and their legal advisers across the
country. Consequently, many commentators have dealt with the vexed
question of whether the choice of Delaware's corporate law eventually leads
to value maximization. In other words, is regulatory competition better
described as a`race-to-the-bottom' or as a`race-to-the-top'? This question
has been debated extensively in the US literature.18 Since this discussion is
likely to become increasingly relevant to Europe it is worth providing a brief
summary of the literature here.19

One should distinguish this process from legal transplantation, emulation or imitation. The
latter occurs when laws are changed in the absence of pressures on the legislature in
economic and political markets. See Sun and Pelkmans (1994); Woolcock (1996: 297-
298).
See, e.g., Ayres (1995: 545-550) (arguing that the absence of patent protection for legal
innovations could hinder the innovative aspirations of state legislatures).
Paradoxically, Delaware was the second mover. See supra foomote 9.
See Coffee (1999: 703) (arguing that corporations may prefer to locate in a popular
jurisdiction of incorporation for reasons that are simply based on its popularity, not the
inherent superiority of its law). 'Herd behaviour loosely refers to a situation in which
people imitate the actions of others and in so doing ignore, to some extent, their own
information and judgments regarding the merits of their decisions.' See Kahan and
Klausner (1996: 355).
See, e.g., Easterbrook and Fischel (1991: 212-213); Fisch (2000: 1063); Kahan and Kamar
(2001: 1212-1214); Romano (1985); Romano (1998: 365).
See Camey (1996) (arguing that US corporate law reveals a pattern of substantia!
uniformity, apparently resulting from a competition among the states for chartering
business, despite Delaware's dominant position).
See supra foomote 5.
See Bebchuk and Cohen (2002: 1); Daines (2001: 528 fn.l ).
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ia
is

16

n

is
19



4. Competitive Lawmaking in Federal Systems 75

2.1 Regulatory Competition: `Race-to-the-bottom' or
`Race-to-the-top'?

As management decides where to incorporate, it is generally agreed that
Delaware has produced corporate statutes that are attractive to incumbent
management. Cary, who started the debate on regulatory competition, argued
that in order to attract corporations, Delaware had systematically tilted its
corporate law to favour management at the expense of shareholders, creating
a race-to-the-bottom.20 Against this background, Cary viewed regulatory
competition as a means to achieve a sub-optimal level of regulations, and
proposed a federal corporate statute that set minimum standards in selected
areas of corporation law. Shortly after Cary's article was published, Winter
criticized the race-to-the-bottom thesis.Z' He argued that regulatory
competition is an effective means to discipline self-interested government
authorities, to promote innovation and supply optimal rules and regu(ations.
In this view, management chooses the state of incorporation to maximize
shareholder welfare. If this were not the case, corporations would raise less
money from investors, and the value of a firm's stock would decline relative
to stock in a similar firm incorporated in a state with value-maximizing laws,
thereby increasing the probability of the incumbent management being
displaced by a hostile takeover. In this view, regulatory competition induces
states to enact corporate rules that are beneficial to shareholders. The race-
to-the-bottom thesis offers no theoretical or empirical explanation of why
shareholder investors, who are generally risk-averse, voluntarily entrust their
money to managers who have no incentive to maximize their welfare or
invest in firms incorporated in Delaware.ZZ Conversely, empirical work by
Romano and Daines supports Winter's assessment by demonstrating that
Delaware law actually maximizes value;3 thereby undermining Cary's
position that shareholders are victimized by regulatory competition.24

zo See Cary (1974). `Professor Cary's critique of Delaware's permissive corporation sta[ute
is an application of the classic Berle and Means thesis that the separation of ownership and
control in large publicly held corporation eliminates the incentives of managers to act in
the best interests of the shareholders.' See Fischel (1982: 916).
See Winter (1977).
See Fischel (1982) (arguing that the 'nexus of contracts' theory of the firm emphasizes the
fundamental compatibility between manager and shareholder interests and suggests that
shareholders' welfare is maximized under a regime like Delaware's).
See Romano (1985: 265-273) (noting that in some situations, reincorporating is associated
wi[h positive abnormal re[ums for the shareholders and, a[ worst, is a zero net present
value transaction); Daines (2001) (examining the market valuation of 4,481 exchange
[raded firms from 1981 to 1996 and finding that Delaware firms are worth significantly
more than firms incorporated elsewhere).
See Easterbrook and Fischel (1991: 214-215). But see Bebchuk et al. (2002) (challenging
the assessment of the empirical evidence that allegedly supports the efficiency of

zi
zz
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Yet some commentators continue to point to possible shortcomings of the
competitive process that ensue from the divergence between the interests of
rnanagers and public shareholders.u In their view, the development of state
anti-takeover legislation perfectly exemplifies the shortcomings of
regulatory competition.2ó Because of the ability of firms' management to
capture state legislation, states (including Delaware) have developed anti-
takeover statutes and judicial decisions permitting the use of defensive
tactics that are overly protective of incumbent managers at the expense of
shareholders.Z' If the possibility of shareholder exit by tender to a hostile
offeror is severely threatened, market mechanisms cannot adequately align
the interests of managers and shareholders. By providing a constant and
credible risk of hostile acquisitions, the takeover market creates a powerful
incentive for managers to restrain from managerial self-dealing. Assuming
that the `market-for-corporate-control' is economically efficient in that it
increases firm value, regulatory competition has serious implications for the
race-to-the-top thesis.28 Consequently, according to this argument,
mandatory federal rules should at least ensure that the market for corporate
control remains active, robust and competitive.29

Notwithstanding the fact that proponents and opponents nowadays
acknowledge the lack of the `simple overwhelming solution' and shift `from

regulatory competition). Bebchuk et al. question the generality, robustness and magnitude
of the empirical evidence. In their view, correlation dces not imply causation. Ironically,
they ambiguously and enigmatically conclude that their findings lend support to federal
intervention.
See Bebchuk (1992). See also Bebchuk and Ferrell (1999) (referring to Bebchuk's eazlier
article): `According to that analysis, the issues with respect to which state competition will
work poorly are: (i) issues that are "significantly redistributive" (in that their effect on
managers' or controlling shareholders' private interests is not significant relative to their
effect on shareholder value), (ii) issues that directly affect the strength of market
discipline, and (iii) issues that implicate the interests of not only shareholders and
managers but also third parties as well.'
For a review of the large body of empirical work that confirms that anti-takeover statutes
have a harmful effec[ on shareholder value, see Romano (1993: 60-75).
See Bratton and McCahery (1995: 1887-1889) (arguing that for several reasons, no
interest group in the chartering state has a rent incentive linked to the shareholders'
interest in minimizing influence costs within the state lawmaking processes). See also
Romano (1987: 145-180) (concluding that anti-takeover laws are passed in response to
lobbying by large firms which may be takeover targets).
It gces beyond the scope of this book to address the pros and cons of the market-for-
corporate-control. We should note, though, that anti-takeover devices need not always
reduce shareholder welfare. Such devices may enable managers to protect shareholders
from coercive as well as inadequate tender offers, for example. Moreover, defensive
tactics may also help to assist a competitive auction for control, resulting in a higher price
for target company shareholders.
See Bebchuk (1992); Bebchuk and Ferrell (1999).
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sweeping presumptions to more nuanced theory',~ it is doubtful that US
business organization laws will be placed under federal jurisdiction in the
near future.31 Although it is conventional wisdom among US scholars that
regulatory competition produces a race-to-the-top with respect to some areas
of corporate law,32 it certainly has its flaws. First, states do not pursue
regulatory competition solely by offering rules that meet their clients' needs.
High-powered interest groups within a particular state induce the
competitive process because of considerable tangible benefits. It has been
argued that Delaware's corporation law is devised to maximize the amount
of work performed by lawyers who aïe members of the Delaware Bar.33 By
providing standards and ambiguous default rules rather than rules that are
clear in application, Delaware law enhances the amount of litigation in the
state.34 Delaware lawmakers thereby respond to the lobbying efforts of in-
state lawyers who are able to capture a considerable share of the
incorporating revenues, due to litigation-increasing standards.3s

Furthermore, since Delaware can rely on its dominant position in the
market for incorporations, it could allow itself to prevent the emergence of
optimal legal rules that would prevail in a perfectly competitive market.3ó
Finally, recent empirical research indicates that regulatory competition in the

30 See Esty and Geradin (2001: xxiv). Even proponents of the race-to-the-top thesis agree
that state anti-takeover regulation shows that regulatory competition is not always perfect.
See, e.g., Easterbrook and Fischel (1991: 222) (`(d)ces the "race for the top" survive the
adop[ion of anti-[akeover statutes? The answer depends on how the [hesis is charac[erized.
]f the claim is that the competition among states for incorporations always produces the
optimal result, it stands refuted.').
Because there has been little support for mandatory federal rules, Bebchuk and Ferrell
have identified `a novel form of federal intervention in the regulation of takeovers -
"choice-enhancing intervention" - that can address these shortcomings' (i.e., the
shortcomings of regulatory competition). See Bebchuk and Ferrell (2001: 113).
Cf. Bebchuk and Ferrell (1999: 1171) (`in some areas of corporate law, because managers'
and shareholders' interests are sufficiently aligned due to various mazket forces, the rules
that managers would like states to adopt aze those that maximize shareholder value.').
See Macey and Milter (1987: 491-498). See also Ribstein (1994: 1007-1012).
See Bratton and McCahery (1995: 1898-1900). See also Kahan and Kamar (2001: 1217)
('the structure of Delaware's corporate law generates a heightened level of litigation'.).
For an overview of the characteristics of Delaware law, see Fisch (2000: 1074).
In fact, in-state lawyers play an important role in drafting the corporate statute in
Delaware. See Bratton and McCahery (1995: 1887-1888); Ribstein (2002a: 32).
See Kahan and Kamar (2001: 1252) (arguing that price discrimination, which entails
charging different prices to different consumers according to their willingness to pay,
affects through litigation-incentive law the very quality of the product that Delawaze is
selling). See also Ayres (1995) (arguing that supply-side inefficiencies may lead to
excessive innovation by either the trailing states or the dominant competitor); Sun and
Pelkmans (1994) (viewing the national regulatory drift as a disadvantage of jurisdictional
competition).
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context of corporate law is imperfect as not only the product quality, but also
the location of the `seller' plays a pivotal role. It appears that since firms
display a marked home preference with respect to business forms, states are
more successful in retaining in-state firms than attracting out-of-state
business formations.37 Thus, Delawaze closely resembles a monopolistic
`seller' possessing market power and competitive advantages that other
jurisdictions cannot replicate.38 The increasing return mechanisms act as
substantial bamers to other states wishing to enter the market for out-of-state
business formations.

Nevertheless, the shortcomings of regulatory competition are hardly a
ringing endorsement of centralized lawmaking. Regulatory competition may
not automatically yield an efficient outcome, but its legal product is arguably
superior to what a centralized regime would produce. Even though it might
be argued that the absence of competitive conditions gives domestic special
interest groups less power to influence national lawmaking,39 a centralized
legislature in a federal regime is likely to be the object of the same or more
intensive lobbying.~ In addition, that path-dependence factors will
miraculously dissipate under a centralized regime is simply not plausible.
Then again, the presence of conditions conducive to regulatory competition
gives a state legislature at [east some incentive to be responsive to changing
needs and conditions of the business envíronment. Not doing so could
arguably detract from the state's leading position.

To illustrate the point, let us suppose that regulatory competition induces
state legislatures to benefit special interest groups, and local Bar members in
particular. As we have seen, the Bar has an incentive to lobby for arbitrary

37 See Bebchuk and Cohen (2002) (`[fJirms display substantial "home-state bias" in favor of
incorporating in the state in which they are located, and states thus enjoy a significant
"home-state advantage" in competing for the firms located in them'.).
See supra footnote 14-16 and accompanying text.
Cf. O'Hara (2000: 1579-1588) (demonstrating that in some cases, choice-of-law clauses
enhance interest group incentives to seek regulatory wealth transfers while simultaneously
dampening opposition to the proposed laws).
See, e.g., Romano (2001: 537). It is suggested that a centralized legislature is less prone to
lobbying efforts of private interests than a decentralized legislature, because `jurisdictional
integration' reduces the power of private interests. See Olson (1982: 125-127). However,
since decentralization increases citizens' political participation, it could very well be
argued that interest groups exert more influence when the lawmaking process is
centralized. Cf. Inman and Rubinfeld (2000). In other words, `decentralization narrows the
variance in the distribution of preferences, reduces the likelihood of bundled preferences,
and ameliorates some problems of asymmetric information.' See Bratton and McCahery
(1997: 215). Supporters of federal intervention in the field of business organization laws
should consider the European experience of centralized lawmaking before jumping to the
conclusion that the imperfection of regulatory competition warrants mandatory federal
rules.
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amendments that give rise to judicial clarification. The leading state is likely
to respond to the lobbying efforts as statutory modification and updates
make it more difficult for other states to develop copycat legislation.a' Yet
interest groups appear to play a seemingly innocuous role when competitive
forces from outside the legal system are present. It is therefore reasonable to
infer that regulatory competition results in laws that are more public-
regarding.'Z Even in the case of the enactment of anti-takeover legislation in
Delaware, which suggests a stronger negative participation of the organized
Bar in a competitive lawmaking process,43 it is vital to note that Delaware's
takeover statute has not been an innovative step, but rather a reluctant
reaction to contemporary developments.~ Interest groups' gain from
inefficient legal procedures, and increasing litigation is arguably constrained
by jurisdictional competition, which appears to provide a safety valve
against harmful laws.45 The recent history of state takeover laws
demonstrates the merits of state competition. That some jurisdictions have
no or only mild anti-takeover regulation restricts how far other jurisdictions
can go, as well as the influence of interest groups, especially when the
milder laws are in leading states. That said, the moderation in lobbying
efforts varies from one type of law to another. Because firm participants
adopt business organization laws ex ante, the presence of competitive forces
may well predict that lawyers' involvement in this field will produce a more
efficient outcome.~ There is extensive evidence that, due to regulatory
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See Ayres (1995: 558-559).
See Carney (1997) (comparing the developments in corporation law in the United States
and Europe); Kobayashi and Ribstein (1999) (arguing that regulatory competition improve
state rules and regulations by reducing interest group incentives to promo[e inefficient
laws).
See Bratton and McCahery (1995: 1887) (`the organized bar in the chartering state can be
expected to act as an effective advocate for the management interest, without forcíng
management to organize a trade association to enter into a formal lobbying relationship.').
Ayres (1995: 555-556) views Delaware's anti-takeover legislation as a response to other
states' initiatives. 'After 26 other states (including all of its closest rivals) had passed anti-
takeover legislation, Delaware had a strong incentive to cover. As long as corporations
demand anti-takeover legislation, Delaware, by covering, can reduce or eliminate a reason
for these corporations to migrate from the state. Delaware may be moving in an inefficient
direction by adopting anti-takeover legislation, but because so many of its rivals have
already moved in this direction, Delaware reduces the chance of giving up part of its
dominance by following suit.' See also Romano (1993: 858; 2001: 529-537) (noting that
Delaware has persistently lagged behind other states with regard to the takeover statute).
See Romano (1993: 862). See also Ribstein (2002a: 47-48).
See Ribstein (2001: 826) (arguing that in a federal regime that allows for regulatory
competition, interest groups push for rules that make their jurisdictions inviting to
interstate firms, or at least do not repel them,).
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competition, lawyers push for cost-effective innovations and the
development of rules that meet firms' specific needs.47

2.2 Regulatory Competition and Closely Held Business
Forms

The recent development of closely held business forms appears to be
consistent with the assertion that even imperfect regulatory competition is an
effective means to bring about more efficient laws. To be sure, closely held
firms usually employ local business forms. They are mostly organized
according to the business organization laws of the state in which they have
their principal place of business.`s For many closely held firms, the relatively
high costs of operating outside the formation state may exceed the benefits
of organizing under a more efficient foreign business fonm.49 They must
usually pay charter fees and franchise taxes to the formation state - not only
for organizing within that state, but also for maintaining the entity status. In
addition, they must pay (sometimes overlapping) taxes to the local state for
the privilege of doing business there. More importantly, local business
lawyers may be loath to give legal advice on the laws of other states.
Generally, closely held firms, which are naturally hesitant to obtain legal
services, have no alternative but to employ a domestic business form. This
seems especially true of small and informal partnerships, as the participants
may have no real expectations concerning the applicable law.so In addition,

47 See Ribstein ( 2002a) (arguing that state lawyer licensing laws which exclude lawyers from
some of the benefits of practising under the law of a state in which they are not licensed
help to overcome possible free-rider problems).
However, in the United States, `many closely held businesses operate in multiple states,
operate in states other than the state of organization, or are owned by persons domiciled in
more than one state.' See Johnson ( 1997: 255).
See Ribstein ( 1992b: 266).
Cf. AL[ (1971) ~294, Comment b. The Restatement (Second) of Conflicts ~294 provides:
`The rights and duties owed by partners to each other are determined by the local !aw of
the state which, with respect to the particular issue, has the most significant relationship to
the partners and the transaction under the principles stated in ~6.' Comment b to ~294
states that the justified expectations of the parties and implementation of the relevant
policies of the state with the dominant interest should determine a particular partnership
issue. If the partners have contracted for the application of the local law of a state, that
local law will be applied ( subject to certain qualifications stated in the rule of ~ 187).
Furthermore, the expectations of the partners will not be disappointed by the application of
the local law rule of a state that would void their contract, unless the interest of the state
prevails.
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the business organization laws for partnerships used to be remarkably
uniform, making choice-of-law decisions largely irrelevant.51

The weak financial incentives for states to compete for closely held firms
suggest that competitive lawmaking has no influence on the evolution of
partnership-type business forms.52 Until fairly recently, state legislatures did
not exert themselves in researching and drafting closely held business
organization laws. However, recent empirical research seems to indicate that
jurisdictional competition has gained a foothold in this area of the law as
well.s' The limited liability company (LLC) bandwagon that rolled across the
United States in the early 1990s indicates that most states are responsive to
competitive forces in the drafting and enactment of these business
organization lawssa Increasingly, states have supply-side incentives to take a
proactive attitude toward legislative innovations in the field of organization
laws, so as to capture and retain closely held firms. For instance, new
entrepreneurial ventures are more mobile than large publicly held

si For instance, the Uniform Partnership Act had been adopted in 50 of the 51 US
jurisdictions, although there were variations in the wording of the Act.
See Ayres (1992: 376-378) (arguing that state legislatures do not compete for close
cotporation charters and therefore show a greater legislative inertia in correcting flawed
close corporation rules); Bratton and McCahery (1997: 675) (arguing that because
Delaware gears its franchise tax rates to the size of the chartered firm, the resulting
revenue figures for closely held business forms are only a minor portion of the state's
revenue draw). Cf. Posner and Scott (1980: 111) (suggesting that Delaware tailored its
laws to the needs of large public corporations, given the benefits of specialization in a
competitive environment and the higher cost of a Delaware incorporation for small,
closely held firms).
It appears firm participants in partnership-type business forms had no expectations
concerning the applicable law, as there has long been a high degree of uniformity is state
partnership law. Yet uniformity has broken down with regard to traditional partnership
forms, and has never existed with respect to the limited fiabiliry partnership and limited
liability company forms, thereby increasing the importance of choice-of-law issues. In
fact, state legislatures increasingly provide explicitly for statutory enforcement of
formation state law for new entities, such as LLPs (limited liability partnerships) and
LLCs. The Revised Uniform Partnership Act (RUPA) ~ 106(a) replaces the complex
Restatement (Second) ofConflicts ~294 stating ihat subject to contrary agreement the law
of the place of the chief executive office is applicable to relations among the partners and
between the partners and the partnership. See O'Hara and Ribstein (2000: 1204-1205). Cf.
Johnson (1997) (arguing that for the sake of predictability and certainty, the internal affairs
of partnership-type business entities should be governed by the laws of the jurisdiction in
which they are formed; unregistered general partnerships should be governed by the law of
the state of their principal place of business instead of the chief executive office). But see
Vestal (1994a: 256) (arguing that the Restatement (Second) rule meets the goals
underlying the choice-of-law rules better than the RUPA, which allegedly sacrifices the
last vestiges of fiduciary-based partnership law).
See chapter 5 footnotes 76-85 and accompanying text. See also Goforth (1995: 1271-
1272); Macey (1995: 447).
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corporations in terms of the low decision-making costs of changing their
state of organization in response to inefficient legal rules. Hence, smaller
states that have acknowledged Delaware's supremacy with regard to
corporate law may want to shift to another playing field not dominated by
Delawaze.ss By focusing on closely held business forms, these states rnay be
able to `skim a little cream' from Delaware.~

Still, Delaware dces seem to have non-financial supply-side incentives to
keep up with legislative innovations in the field of business organization
laws in general. First and foremost, Delaware has to live up to its reputation
of having a good business climate.57 Not doing so could have a bad spillover
effect on its public corporation business.sa Conversely, publicly held firms
could infer from its general preeminence in business organization laws that
Delaware should also be responsive to their particular concerns. Second,
even though the formation of partnership-type business forms would only
constitute a small percentage of the franchise tax draw, Delaware's
lawmakers have every reason to increase the share in the market for closely
held firms, including joint ventures and investment funds.s' As in corporate
law, Delaware periodically amends its partnership-type business forms to
keep them current and to maintain its national preeminence. Delaware has
increasingly become a major forum of choice for the organization of limited
liability companíes and limited partnerships, for instance~

Because states do not have a high-powered incentive to compete for
franchise fees, some US commentators conclude that the evolution of new
closely held business forms must be efficient. They point to a body of
evidence supporting the rationale that regulatory competition produces

55 See Goforth (1995: 1227) (noting that Nevada drafted LLC legislation as part of a
corporate law revision, which could enable the state to compete with Delaware for
corporate charters). See also Ribstein (2002a: 39).
See Kahan and Kamar (2002) (showing that Nevada and Maryland attract closely held
firms and investment fund incorporations respectively).
See Goforth (1995: 1234-1235) (noting that although the members of Delaware's drafting
committee realized that their state could not be a first mover in respect of LLC legislation,
they were determined that Delaware should not be the last state to recognize this new
business form).
See Romano (1992: 415); (1993: 25).
See Bratton and McCahery (1997: 677). Partnerships vary remarkably in size and
sophistication. `The more sophisticated and better funded partnerships resemble publicly
held corporations and are strong candidates to enter a market in partnership law.' See also
Vestal (1994a: 249).
As of December 31, 1995, there were more than 26,500 Delaware limited partnerships. As
for LLC formations, Delaware is second after California, with approximately 18,000 LLC
formations a year on average. See Ribstein and Kobayashi (2001: 135 Table 3); Ribstein
(2002a: 39 fn. 178).
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welfare-enhancing outcomes.b' It might be argued that Delaware's Limited
Partnership Act, like its corporate law statute, primarily accommodates the
needs of the managers - the general partners - who choose the place of
organization and, correspondingly, that it tends to be less protective of the
investors, the limited partners.ó2 However, since there is generally less or no
separation between ownership and control in closely held firms, an
inefficient trend in closely held business form legislatíon, like the anti-
takeover statutes and judicial decisions, is unlikely to occur.ó3 The LLC, for
instance, tends to evolve toward efficiency. First, by supplying the best
features of corporations and partnerships, it offers an innovative solution for
closely held firms locked into the less efficient corporation framework.~ The
combination of flexible management, corporate-type continuity and limited
liability presents clear advantages over both the traditional corporate and the
partnership forms for a wide range of closely held firms. The inherent
benefits of the LLC could help overcome disadvantageous increasing return
and herd behaviour effects.ó5 Second, even though regulatory competition
promotes diversity and experimentation, it appears that in the event of
uniformity being efficient, LLC statutes have evolved toward uniformity.~
The evidence, thus, suggests that the linking of the evolution of closely held
business forms to regulatory competition generally should constitute a race-
to-the-top.

Yet critics have questioned the efficiency of this `product of regulatory
competition'.67 Proponents contend that, by virtue of their organizational
structure, the new business forms create the conditions for opportunism,
which may harm minority participants.`~ More importantly, critics are
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See Ribstein (1995a); (2001); Ribstein and Kobayashi (2001).
Cf. Bromberg and Ribstein (1999: ~ 12.25(c)) (noting that as California is more restrictive
with regards to management, it is usually avoided as a place of organization, except for
limited partnerships with substantial operations in that state).
Cf. Miller (1992: 407) (arguing that developments in public corporations could be
inefficient due to high agency costs, which can be imposed on persons residing out of
state).
Despite the existence of separate close corporation laws, closely held firms have generally
failed to incorporate under specialized legislation. The LLC statutes, which offer a better
fit for closely held firms, have the potential to ]ure these firms away from the corporation
network. See Wortman (1995).
But see Ribstein and Kobayashi (2001: 118-119) (noting that empirical data suggests that
LLCs have been replacing partnerships rather than corporations).
See Kobayashi and Ribstein (1996: 468-469) (arguing that uniformity is efficient in
transactions involving third-party creditors who deal with many different firms and
therefore face high potential information costs for sorting out the rules applicable to each
firm).
See, e.g., Callison (2001b); Freedman (2000).
See Callison and Vestal (2001: 275) (arguing that it would erroneous to assume that the
popularity of the LLC form means that there are not significant variations in the LLC
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concerned about third parties. They argue that limited liability is not wholly
efficient in the context of closely held firms. In their view, the proliferation
of LLC statutes is only an indication of the legislatures' responsiveness to
the business lawyers, who supported the L.LC so as to increase fee revenues,
and other special interest groups ~ In the light of the rapid enactment of new
statutes by rivals, numerous state legislatures promulgated LLC legislation
almost without hesitation, thereby failing to consider public welfare
aspects.'a When other interest groups (e.g., trial lawyers) opposed the
expansion of limited liability beyond the realm of corporations, because of
the possibility of creditors being detrimentally affected, they were generally
no match for their opponents." The upshot is that even if a variety of legal
restraints, such as mandatory insurance and minimum capital requirements,
are necessary to avoid the adverse consequences of expanding limited
liability, legislatures are politically blocked by a sub-optimal trend in a
competitive federal system.'Z Furthermore, to the extent that the extension of
limited liability to partnership-type business forms is a piece of interest
group legislation, courts are unlikely to respond with a coherent set of
principles to guide judicial veil piercing, which could limit the effects of

statutes, and that there are unresolved questions concerning the form's swcture). Cf.
O'Kelley (1992b: 232 fn 60) (explaining that despite equal control rights, the partner who
has a larger, current team-specific investment could be viewed as a`majority' partner).
See Bratton and McCahery (1997: 664, 682-684); Callison (2001b: 961); Goforth (1995:
1272-1274) ( noting that in many states, professional firms, and especially Certified Public
Accountants' groups, supported LLC legislation so as to take advantage of the limited
liability protection themselves).
Some critics of the `race-to-the-bottom' view regulatory competition as a strategic game.
They argue that competition among jurisdictions results in a prisoners' dilemma game in
which asymmetric information induces rationally motivated, self-interested behaviour,
which, in tum, leads to socially sub-optimal results. See Langille (1996: 482-484).
However, this view has been decisively rejected. See Bratton and McCahery (1997: 217-
219); Revesz (1992). Revesz (1992: 1248-1249) mainly focuses on the environmental
race-to-the-bottom in which `states must engage in a trade-off between the benefits of
attracting industrial activity and the costs that such activity imposes on in-state breathers.'
He argues rightly that the environmental story differs fundamentally from the corporate
race-to-the-bottom, in that the competition for corporate charters in the United States
results in a principal-agent problem, and not in a trade-off between a state's interest in
attracting firms and in protecting their shareholders. Yet with regard to creditor protection,
the competition for business forms and the environmental race to the bottom would have
similar problems if a state that tries to create a desirable climate for in-state creditors loses
business formations to other states.
See Goforth (1995: 1274-1281).
Cf. Bratton and McCahery (1997: 683).
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4. Competitive Lawmaking in Federal Systems 85

excessive risk-taking in certain cases by allowing creditors to reach the
personal assets of internal firm participants.73

Clearly, this has important implications for the efficiency of the
lawmaking process in the US federal system. If the costs of limited liability
are felt outside of the state providing the limited liability vehicle, a race-to-
the-bottom could occur." Yet it dces not necessarily lead to the conclusion
that the effects of regulatory competition on closely held business forms are
undesirable and inefficient. For instance, law and economics scholars are
divided about the merits of the e~ciency of limited liability.75 On the one
hand, proponents argue that limited liability fosters entrepreneurship,7ó
facilitates capital formation and protects firms against the troublesome
developments in liability law." The debate on the efficacy of limited liability
for partnership-type business forms traced the outlínes of the debate in
corporate law on the subject of the extent to which limited liability should be
restricted or curtailed.78 On the other hand, opponents have questioned the
efficiency presumption of limited liability for closely held firms. In this

73 See chapter 3 footnotes 180-182 and accompanying text. But see Macey (1995: 454) (`to
the extent that lobbying produces inefficient rules relating to limited liability companies,
the courts serve as an important antidote by providing an ex post balancing in which the
interests of groups unrepresented in the original lobbying process are given an effective
voice and a more sympathetic ear.').
See Bratton and McCahery (1997: 667).
Easterbrook and Fischel (1985: 93-97, 1991: 41-44) azgue that limited liability is efficient
since it tends to limit shazeholders' monitoring costs, facilitates the transfer of securities,
thereby insuring liquidity, and promotes the sufficient diversification of holdings, which
reduces risks overall. See also Woodwazd (1985: 610), who argues that the advantage of
limited liabiliry lies in accommodating the transferability of the firms' shares. In contrast,
Leebron (1991) and Hansmann and Kraakman (1991), who are concemed with mitigating
the risks created by limited liability for unintended creditors, identify a series of fatal
problems that call into question the efficiency of limited liability. In response to these
problems, they offer a pro rata theory in which unlimited liability does not adversely
impact the interests of shazeholders and the integrity of the financial system. The efficacy
of this pro rata theory has been challenged on grounds of practicality. See Grundfest
(1992); Alexander (1992).
See Presser (1992: 155-156) (noting that low-cost access to limited liability was
introduced in 19th-century New York to support and encourage small-scale
entrepreneurs). See also Klein and Zolt (1995: I029-1030). For a synthesis of the
literature, see Callison (2001b); Freedman (2000).
See, e.g., Oesterle (1995: 881) (noting that the perception that product liability and other
forms of tort actions against businesses have exceeded reasonable bounds, and the
inability of lawmakers to address the liability problem directly, have led to the
promulgation of new business forms). Professor Oesterle recognizes that easy, accessible
limited liability vehicies aze second-best resolutions, as they apply unevenly to the basic
problem. But see Fortney (1997) (showing how new limited liability vehicles in the United
States adversely affect incentives to assure quality lega! services).
See Ribstein (1991: 101-106).
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view, the efficiency presumption of limited liability for closely held firms is
under threat due to a series of interventions about its suitability in this
context. The basic argument here is that limited liability is thought to have
little impact on monitoring costs, liquidity, and risk diversification in firms
that often do not separate ownership from control, have no intention of
raising outside capital, and in which parties are often required to place all
their eggs in a single basket. In fact, limited liability introduces the prospect
of opportunistic behaviour, i.e., attempts by the participants to shift the risk
of business failure to outsiders.79 More recently, building on earlier analyses,
some have argued that limited liability should not be considered as part of
the essential role of business organization law, unlike conferring legal entity
status.~

Because there is little empirical evidence to support either the efficiency
or inefficiency of limited liability for closely held firms, this is a very
complex question to which there is no straightforward answer.a' Despite the
absence of evidence, most scholars find that the benefits of extending limited
liability to closely held forms outweigh the costs. It has been argued that the
rapid diffusion of limited liability within the United States contravenes the
argument that LLC statutes are inefficient. In reality, the ready acceptance of
tort limited liability by all 51 states shows that the pent-up demand for
limited liability was significant, and the absence of notable opposition by the
malpractice and tort law lobbies indicates that the perception of risks was not
so excessive as to justify expenditure to block adoption of this new form.82
Alternatively, the rapid adoption of LLC statutes merely reflected the
delayed, but necessary, response by businesses and legislatures to tort law
litigation movement, which had increased costs for parties overall.a3

Of course, the uncertainty surrounding the efficiency of limited liability
dces not lend support to those who seek to introduce federal regulations,

79 Indeed, limited liability creates an incentive for the business venturers to engage in overly
risky activities. See, e.g., Easterbrook and Fischel (1991: 49-61); Freedman (2000: 331-
332); Halpern et al. (1980).
See Hansmann and Kraakman (2000). Cf. Armour and Whincop (2001: 994-995).
See Bratton and McCahery (1997: 635) (arguing that the theoretical literature invites a
replication of the back-and-forth arguments). See also Callison (2001b: 980) (arguing that
even the theoretical bases for extending limited liability protection to partnership-type
business forms are uncertain and indeterminate).
See Ribstein (2001: 836).
For instance, in an era of excessive liability claims, professionals may refuse to provide
their services in overly risky situations. The fear of legal liability also results in
professionals taking more precautionary steps that have minimal expected benefits.
Professionals hope that the use of limited liability vehicles lightens the liability burden.
But see `Partners in pain', Economist (1994b: 64) (noting that in practice limited liability
vehicles are likened to no more than bomb shelters, and that a full-scale tort reform is
required to stop the bombs from falling).
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such as minimum capital requirements, to protect voluntary and involuntary
creditors to the firm. The reliance by some US states on these signalling
devices to balance the levels of risk-taking is deceptive.~ By their very
nature, these devices - which aze often poorly designed and outdated - tend
to impede innovation, entry and investment, and consequently create
unnecessary barriers to trade and social welfare.85 In any event, direct
creditors, which aze not the main beneficiaries of such legislation, are able to
bargain efficiently so as to avoid any risk that may arise in connection with
any contracts involving such firms.8ó More perversely perhaps, involuntary
creditors are often unable, to adequately protect themselves under these
devices, given their lack of information and bazgaining power. For some
type of firms, reputational barriers may well prove a more effective
constraint when embarking upon risky projects. We must also bear in mind
that firms will be much better off when they use limited liability vehicles
that are acceptable to customers, banks, employees and regulatory bodies in
the state in which they are geographically located.87 The conclusion is that

sa In almost all the states, regulatory competition has broken down anachronistic mandatory
capital requirements for corporations and LLCs. Most states in which minimum capital
requirements for limited liability vehicles were practically universal three decades ago
have sent these requirements into oblivion, since their protective effect was insufficient
and only discouraged entrepreneurship. lronically, the first LLP statutes were reluctant to
provide partners with fully fledged limited liability protection. The first versions of the
first LLP statute in Texas, for example, only shielded partners from liability claims created
by errors, omissions, negligence, incompetence, or malpractice committed by other
partners or by employees supervised by other partners. In addition, it required that an LLP
carry at least 5100,000 of liability insurance or provide 5100,000 of funds specifically
designated and segregated for the satisfaction of judgments against the partnership. Slowly
but surely, though, the idea of corporate-type limited liability for partnerships - liability
protection for both tort and contract claims without the minimum capital requirements -
seems to be accepted. See Bromberg and Ribstein (1998); Hamilton (1995); Ribstein
(2002b). The reasoned acceptance of LLPs is yet another indication of the efficíency of
easily accessible limited liability vehicles.
In Europe, the current debate on the regulation of closely held firms can be explained in
terms of a trade-off between the need for creditor protection in case of firm failure and the
commitment to supply legal rules that enable owners to maximize wealth. See, e.g.,
chapter 2 footnote 49 and accompanying text.
Closely held firms, although they aze organized as limited liability vehicles, frequently
extend liability to firm participants in the form of personai guarantees. Furthermore, since
participants in a closely held firm have a substantial proportion of their wealth tied up in
the firm, they are unlikely to take excessive risks. See Meyer (2002: 250) (noting that
empirical research in Germany shows that most participants in small closely held firms
cannot shield their personal liability in the case of bankruptcy). See also Booth (1994:
156). Thus seen, limited liability pro[ec[ion is perhaps illusory, but this illusiveness is no
reason to prevent entrepreneurs from flocking to limited liability forms. See Booth (1995:
562-563).
Cf. Ribstein (2001: 834).
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the market for limited liability forms is unlikely to increase the risks for most
parties, and in light of the degree of openness and competition in the market,
will ultimately produce business organization laws that pazties will prefer.88
LLCs, for instance, are still evolving business forms. In fact, it appeazs that
federal tax and regulatory constraints, rather than regulatory competition,
have a perverse effect on the evolution of these business forms in the United
States.89

3. THE EUROPEAN APPROACH: CENTRALIZED
RULEMAKING

3.1 Harmonization

The Treaty of Rome (1957), which established the European common
market, has not fostered corporate charter competition~ However, on the
basis of Article 44(3)(g) (ex 54(3)(g)) of the Treaty,91 EU lawmakers have
deliberately introduced mandatory harmonizing directives to establish a core
of uniform rules in the field of publicly held corporations.92 Harmonization
offers several advantages. It limits information costs for finms' participants
and it protects the interests of shareholders and creditors equally. Indeed,
European lawmakers expressing concern about the importance of mandatory
requirements as a mechanism to protect creditors and other interests in the
firm have justified harmonized rules as a means to avoid a race-to-the-
bottom.93 Regulators have been preoccupied by concerns about England or
the Netherlands becoming a European equivalent of Delawaze.94 This
argument is that such a race-to-the-bottom would result in business
organization law that is too lax from a social standpoint, thereby distorting
the entrepreneur's choice of location. According to this view, the mandatory

88 In this view, regulatory competition promises to foster the conditions for low-cost
solutions and innovative legal rules that otherwise would be blocked off by centralizing
regulations, such as minimum capital requirements. See Enriques and Macey (2001).
See Miller (2001); Ribstein (1995a: 432). See also chapter 2 footnotes 28-31 and
accompanying text.
See, e.g., Conrad (1991: 2151-2152 and 2162-2163); Romano (1993: 128-129); (1996:
127).
The Treaty of Amsterdam renumbered the articles of the Treaty. Article 54(3)(g) of the
Treaty of Rome is Article 44(3)(g) of the Treaty of Amsterdam.
A member state is obliged to amend its domestic laws in accord with the directives'
policy. See Article 249 (ex Article 189) (`A directive shall have general application. It
shall be binding in its entirety and directly applicable in all member states.').
See, e.g., Chamy (1991: 435-439); Conrad (1991: 1261).
See Romano (1996: 141); Raaijmakers (2002); Wouters (2000: 269).
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rules, such as minimum capital requirements, disclosure rules, and
accounting rules, play a fundamental role in the development of corporate
law in Europe'S This position is rhetorically powerful, because it relies on
the idea of uniformity to provide a basis for creditor protection, but it is
conceptually limited by the bazgaining prob[ems that creditors inevitably
face.

The feazs of a regulatory race-to-the-bottom stigmatized EU decision-
making, although with varying intensity over the years. The first-generation
directives reflected the views developed by the race-to-the-bottom
azgument.~ Rigid and complete `top-down' harmonization was high on the
agenda. Nevertheless, the rigid approach quickly showed its limitations.
Harmonization proved slow and ineffective.~ Member states regularly
vetced directive proposals under Article 100 of the EC Treaty (now Article
94), un[ess a politically acceptable consensus would be achieved 96 After the
`Cassis de Dijon' case,~ and with the Commission's 1985 White Paper as
accepted in a Council Resolution of the same yeaz, the European Union tried
to respond to calls for greater flexibility.'oo Minimum harmonization and
mutual recognition formed the so-called `new approach' to harmonization.'o'
The following yeaz, the Single European Act (SEA) attempted to resolve
possible veto blockages at Council level by providing for a consultation
procedure and qualified majority voting.'o2

9s Under EU law, mandatory rules are designed to protect third parties from externalities.
They are also intended to protect contracting parties facing strategic or information
problems that would prevent them from reaching optimal contracts. See, e.g., Dine (2000:
75-80).

~ See Deakin (2001: 192).
97 See Woolcock ( 1996: 292). In the words of the European Commission ( 1985: 18): `relying

on a strategy based totally on harmonization would be overregulatory, would take a long
time to implement, would be inflexible and could stifle innovation.'

9a See Inman and Rubinfeld ( 1998: 548) ( describing the initial steps toward the economic
union as decentralized federalism).

~ See Case 120178 Rewe Zentral AG v Bundesmonopolverwaltung fiir Branntwein ( 'Cassis
de Dijon'] [1979] ECR 1979. In this famous ruling the ECJ states that ` [t]here is therefore
no valid reason why, provided that they have been lawfully produced and marketed in one
of the member states, alcoholic beverages should not be introduced into any other member
state; the sale of such products may not be subject to a legal prohibition on the marketing
of beverages with an alcohol content lower than the limit set by the national rules.'

'oo See European Commission ( 1985).
'o' See Majone ( 1993: 1-3) ( `[t]he immediate reason for introducing this new strategy was to

reduce the burden on the Commission in harmonizing national rules.').
'oZ See Inman and Rubinfeld ( 1998: 549) ( `[b]orn in part from the frustration over the slow

pace of integration of the advantages such reforms might have in combating Europe's
declining economic fortunes (known as 'Eurosclerosis'), the ten members of the
Community put aside the Luxembourg Compromise and decentralized federalism and
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Between 1968 and 1989, an impressive number of directives have been
promulgated, removing a wide range of discrepancies between the Ewopean
member states' rules with respect to the protection of stakeholders in
general.103 Nevertheless, despite a more flexible approach (moving from the
provision of certain minimum standards to a framework model for
directives), promulgating directives remained much like running the
gauntlet.'oa The collapse in 2001 of the Thirteenth D'uective, on takeovers,
exemplifies the deeply rooted conflict among the member states over the
direction and pace of the directives. The further harmonization of business
organization laws, which are divergent, often old, and extensively dependent
on the traditions of each country, appears to be an unenviable task.'os

3.2 European Business Forms

Together with the difficulties of using national business forms for
cooperation between firms at the common market level,'o~ the setback with
respect to the harmonization programme has nurtwed the introduction of a
body of truly European business organization law on the basis of Article 308
(ex 235).'0' The Regulation of the Ewopean Economic Interest Grouping
(EEIG), which made it possible for firms from different member states to
develop certain joint activities without having to merge or to set up a jointly
owned subsidiary, was the first scion of genuine European business

adopted in 1986 the Single European Act (SEA) and a new institutional swcture closely
approximating tha[ of centralized federalism.'). Cf. Streit and Mussler (1998: 104-105).'03 The European Community has adopted an array of directives (First, Second, Third, Fourth,
Sixth, Seventh, Eight, Eleventh, Twelfth, and the Securities Directives), which regulate
disclosure and ultra vires, capital requirements of public corporations, mergers and
divisions of public corporations, corporations' annual and consolidated accounts, the
qualification of accountants, disclosure of branches, formation of single member
corporations, admissions to stock exchange listing, public offers of listed and unlisted
securities, acquisitions and sales of major holdings, and insider trading. See Edwards
(1999: 1-2).

'o' See Villiers (1998: 28-51) (distinguishing four generations of directives: the first
generation emphasized uniformity and prescription; the second generation supplied a set
of options which essentially represent the predominant approach in the member states; the
third generation explicitly left issues to the member states; and the fourth generation took
the process even further by adopting only a framework model). See also Deakin (2001:
192-195).

ios ~s process will be even more difficult, as the European Union is on the verge of opening
the door to new members states.

'ob See Moussis (1992: 488-489); Villiers (1998: 53-54).
'o~ Article 308 (ex 235) specifies two preconditions for unification: (1) action by the

Community should prove necessary to attain; (2) the powers provided in the Treaty are
insufficient. See Buxbaum and Hopt (1988: 210-212).
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organization law.10e Recently, after more than thirty years of negotiation and
bickering, the member states reached agreement on yet another truly genuine
European business form: the European Company (Societas Europea, or SE).
The SE statute, which is due to enter into force in 2004, gives firms
operating in two or more member states the option to form a European
company, meaning that they are able to move registered offices from one
country to another without the need to dissolve their firm in the first member
state and to formally establish it in the second one. According to this view, a
menu of European business forms could create a legal framework that helps
firms to set up and develop at a European level, to create an economic
environment through which firms can reach their full development in the
internal market, and, more crucially, to promote cooperation between firms
located in different regions of the European Union.'og

Against this background, an international group of business leaders,"o
brought together on the initiative of CREDA, the research centre of the Paris
Chamber of Commerce and Industry (CCIP), has proposed the introduction
of a European Private Company (EPC). In contrast to the European
Company or SE,"' the EPC focuses on closely held firms (predominantly
SMEs).12 Two additional reasons make the draft proposal a logical choice.
First, while EU regulators have pursued the harmonization of public
corporations and the protection of shareholders in order to achieve further
integration, there has been no real attempt to adopt a series of similar
measures for the benefit of closely held fin~ns.13 Second, close corporations

'og The EEIG is adopted in 1985 (Council Reg (EEC) 2137I85 on the European Economic
Interest Grouping (EEIG) [1985] OJ L199I1). The EE1G creates a European legislative
framework that provides existing firms with an easy and accessible vehicle for
restructuring across frontiers.

'o~ In the words of Frits Bolkestein, Commissioner for EU internal market affairs, the SE will
boost Europe's compe[itiveness. See European Commission (2001a).

110 Jeanne Boucourechliev, Robert Drury, Yves Guyon, Pe[er Hommelhoff, and Levinus
Timmerman, amongst others.

"' The European Company is in many respec[s a mirror image of the German public
corporation (Aktiengesellschaft).

12 The EEIG is too limited in scope. The activities of an EEIG must be related to the
economic activities of its members. Unlike a partnership or corporation, which generally
aspire to profits for itself, the nature of an EEIG is primarily aimed at facilitating or
developing the economic activities and own results of its members.

13 In general, Brussels lawmakers have focused on publicly held corporations and their
equivalents. See Raaijmakers (1994a). Over the last decade, they have adopted a series of
approaches to the development of close corporations, notably the Twelfth Directive on
single member companies and the EEIG. See Bisacre (1999: 89-90); Boucourechliev
(2001); Helms (1998: 31-32); Lutter (2000: 7-8). However, released on 4 November 2002,
the final Report of the High Level Group of Company Law Experts (2002c) stated that the
EPC, designed to meet the contracting needs of SMEs (particularly in respect of cross-
border joint ventures), is not considered a priority for the European Commission in light of
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are currently the most logical choice for many SMEs to structure their
business in Europe.""

3.3 Assessment of the European Approach

The law and economics perspective stands in contrast to the European
Community's approach to converting corporate law into truly uniform
European law.15 A lazge body of work has focused on the costs and benefits
of uniformity. Certainly, uniform rules have the advantage of simplicity and
lower administrative costs; and uniform rules are more appealing to the
extent that the benefits of regulation are the same for all firms. Yet uniform
rules lead to higher costs for different types of firms. If firms are
heterogeneous, efficient regulation calls for the provision of diverse menus
of rules in order to reduce the risk of sub-optimal uniformity. In the EU
context, the common thread in this body of work has been the effort to
demonstrate that harmonized rules are cumbersome and costly measures that
are not sufficient to regulate extemality problems.16 For instance, legal
capital rules aimed at protecting the welfaze of creditors (e.g., minimum
capital requirements and capital maintenance rules) are costly and haphazazd
restrictions, which interfere with private orderings."' Consequently, the
ability of private parties to obtain superior protection in the market

the concern to pass a Tenth and Fourteenth Directive on cross-border mergers and the
transfer of registered or head office.

"' See Romano (1993).
"s Cf. Edwards (1999: 1).
16 See, e.g., Cheffins (1997: 448) ('[c]orrespondingly, the changes that have taken place have

often made it more difficult for a resident of a member state to know what the situation is
with his own legislation while doing little to inform him about what the law is in other EU
countries.').

"' See Armour (2000). Cf. Freedman (2000: 335-338). The simplification of the Second (and
First) Company Law Directive is part of the fourth phase of the Simpler Legislation for the
Single Market (SLIM) initiative. In this respect, the Company Law SLIM Working Group
has reconsidered contribution in kind, nominal value, withdrawal of shares, acquisition of
own shares, financial assistance and pre-emptive rights. However, the SLIM Working
Group did not enter into the theoretical discussion about whether the legal capital
requirement should be maintained. See Wymeersch (2000b). The High Level Group of
Company Law Experts has added two more approaches to the reform of legal capital in
Europe: the US approach and a new European approach, which is based on the capital
maintenance rules of several jurisdictions. Both new systems entail elimination of legal
capital. See High Level Group of Company Law Experts (2002b: 24-25). In its final report
(High Level Group of Company Law Experts (2002c: 78-93)), the High Level Group
stated that the capital maintenance regime laid down in the second company law directive
should be simplified along the lines proposed by the SLIM working group. Moreover, it
suggested that the European Commission should review the feasibility of an altemative to
the capital formation and maintenance rules on the basis of solvency tests.
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demonstrates that, in certain circumstances, the EU mandatory framework
cannot be an efficient approach to limit externalities."g

Other harmonization costs reflect the institutional and legal problems that
characterize jurisdictions with monopolistic lawmakers. European business
organization law seems to be immune from the evolutionary pressures of
competitive lawmaking, largely due to the implementation of the directives,
which have given the substantive corporate law of the member states a
mandatory and petrified quality.19 The involvement of the European Union
in developing a harmonization programme has tended to restrict innovations
in business organization law in general. The harmonization process applies
mainly to public corporations,'ZO but both national and European lawmakers
tend to extend the directives' reach to other limited liability vehicles when
introducing policy reforms.12' Quite apart from the normative concerns of
employing a harmonization process to develop a system of uniform rules, the
imposition of mandatory rules - without the opportunity of opting out - will
have the effect of increasing the incidence of standardization in the field of
business organization laws, and may well lead to a number of legal and
institutional barriers to innovation.122 Consequently, given the `petrification
externality', the prospects for changing the main elements of business
organization law in Europe are rather slim. What is more, even if inember
states are willing to take initiatives for deregulation, the possibility of
undermining the directives could severely hamper such an operation.'Z'

Despite greater flexibility under the `new approach', standards imposed
remain fairly high. Market regulation proves inadequate to market
evolutions. Lacking solid foundations for legitimacy, the European Union
remains a forum for member states eager to impose or defend their own
legislative products, and hence their own regulatory policies and legal
doctrines.124 EU ordering continues to be subject to consensus, and to
compromise lawmaking.125 Fragmentation and the lack of a general concept
on the part of Brussels may be suggested as a best case scenario. However,

1e Cf Enriques and Macey (2001); Wymeersch (2000b: 4).
19 See Buxbaum and Hopt (1988: 232-243); Coffee (1999: 651); Raaijmakers (1994a);

Wouters (2000:267).
'ZO See, e.g., Bisacre (1999: 89-90); Halbhuber (2001: 1406).
'Z' See chapter 2 footnote 43 and accompanying text. See also Wouters (2000: 265-266).
'ZZ See, e.g., Wouters (2000: 264-267).
'Z3 Cf. Wouters (2001: 301-302).
124 Cf. Caruso (1997) (arguing that entrenched in legal formalism, obstinate in the defence of

the doctrinal coherence of their codes and unwilling to discuss the political merits of their
consolidated policies, European legal actors manage to slow down, and even at times to
halt, the process of private law integration); Halbhuber (2001: 1409-1411) (arguing that
domestic doctrinal structures appear to play an important mie in shaping the German
understanding of European business organization law materials).

iZS See Scharpf (1999).
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the harmonization process cannot be explained on efficiency grounds only,
but should be viewed as a response to pressures from several interest groups
wanting to protect the existing legal framework and frustrate regulatory
competition.126 For instance, the array of mandatory legal capital rules seems
to benefit several interest groups.127 Incumbent management may have
influenced the EU legislature to supply provisions that limit dividend
payments and shaze repurchases so as to obtain more leeway to reinvest
firm's profits. Accountants, who play a pivotal role in the required valuation,
also have a substantial interest in exerting influence on the legislative
outcome. Finally, lawyers benefit from guiding their clients through the
complicated harmonized rules.128 In this respect, the European approach does
not differ from that of the United States. Still, unlike in a regulatory
competition environment, the supply side of EU law dces not limit interest
groups in lobbying for overly complex tvles and institutions to the same
extent.'~

In reality, the supply side has been more than willing to proceed with
greater harmonization and centralization in response to the threat of
regulatory competition.'~ Arguably, the institutions that p[ay a crucial role in
European lawmaking - the European Commission and the European Court
of Justice - pursue market integration through coordination at the
supranational level, rather than letting one of the member states become the
Delaware of Europe. They may genuinely believe that regulatory
competition entails a race-to-the-bottom, which harms a balanced and stable
integrated economy. But it appears that the supranational lawmaking process
also causes substantial distortions, thereby destroying the member states'
confidence. Instead of maximizing social welfaze, European lawmaking
ins[itutions may be mainly preoccupied with their own interests, such as
increasing their powers and prestige by expanding their budget, personnel

'Z6 See Carney (1997: 317 and 329).
127 See Carney (1997: 324); Enriques and Macey (2001: 1202-1203).
'Zg See Halbhuber (2001: 1412). See also Enriques and Macey (2001: 1203) (`[I]awyers, who

play a critical role in influencing the shape of the European company law directives, and
benefit from them professionally, defend European legal capital rules. They do so both
because it is in their self-interest and because they often lack sophistication in finance and
economics and may honestly but erroneously believe that the legal capital rules are an
efficient tool for creditor protection. Furthermore, most European corporate lawyers have
invested significant human capital in becoming familiar with the legal capital rules.
Repealing these rules would destroy the value of that human capital.').

'~ See supra footnotes 45-47 and accompanying text. Commentators increasingly argue that
regulatory competition and harmonization should be seen as complements, rather than
substitutes. See, e.g., Sun and Pelkmans (1994); Deakin (2001). See chapter 6 for a
discussion of this concept.

'~ Cf. Breton and Ursprung (2002: 3).
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and functions.13' This attitude may very well have increased with the
adoption of the SEA in 1986, expanding the Union's power. The change in
decision-making procedures made the Commission bolder in its legislative
initiatives and more determined in advancing them.132

It is therefore no coincidence that the member states embraced the
subsídiarity principle in the 1992 Maastricht Treaty on the European
Union.13 With regard to azeas that aze not of the exclusive competence of the
European Union,'~ the subsidiarity principle embodied in Article 5 of the
Treaty commands the decision to locate competence at EU level or at
member state level. Rather than listing the competencies of the Union and
member states, the subsidiarity principle provides for an efficiency test to
determine competencies and, more crucially, to constrain the Commission's
executive power.13S Recently, though, the Commission responded by
proposing a new approach in governance and regulation at EU [evel that

13' See Van den Bergh ( 1998: 148-151) ( arguing that the economic theory of legislation gives
valuable insights into the legal harmonization process, which is characterized by a lack of
democratic legitimacy).

'3Z See Bermann ( 1994: 345). It appears that the SEA has prompted an increase in the number
and range of interests directly affected by EU policymaking. Not surprisingly, the volume
and number of interest groups attempting to influence EU lawmaking has increased
accordingly. See Mazey and Richardson ( 1993: 5-9).

133 Besides constraining the Commission's role through the subsidiarity principle, the
Maastricht Treaty also introduced the co-decision procedure, which would strengthen the
power of the European Parliament and, hence, increase the democratic legitimacy of
European legislation. As a consequence, the European Union's decision-making structure
closely resembles the constitutional form of democratic federalism in which central
government policies are agreed to by a simple majority of elected representatives from
lower-tier govemments. See Inman and Rubinfeld ( 1997: 50-53); ( 1998: 550). However,
even though the co-decision procedure is likely to force the Commission to consider the
view of the Parliament at an earlier stage in the decision-making process, the Commissíon
is still able to refuse a request by Parliament to initiate a proposal. See Villiers ( 1998: 72-
73 ).

'~ Areas within the exclusive competence of the Union are subject to the proportionality test.
Article 5~3 of the Treaty provides that 'any action by the Community shall not go beyond
what is necessary to achieve objectives of the Treaty'.

135 First of all, it has to be determined whether there is a power under the Treaty to take
action. The subsidiarity principle then determines whether and how the Community may
act. It must be shown that the objectives of the proposed action cannot be sufficiendy
achieved by the member states. The finding must then justify the further conclusion that in
view of the measure the objective can be better achieved at Community level. Eventually,
the proportionality test as defined in ~3 of Article 5 has to be satisfied. See Micklitz and
Weatherill ( 1997: 16). See also Bermann (1994: 334) ( `[t]he drafters' apparent purpose
was to reassure member state populations, and subcommunities within those populations,
the Community's seemingly inexorable march toward greater legal and political
integration would not needlessly trample their legitimate claims to democratic self-
govemance and cultural diversity.').
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would reinforce the principle of subsidiarity, but at the same time strengthen
the role of the European Commission as a political driving force.'~

However worthwhile the harmonization programme has been for
economic integration, the costly and distorted process resulted in a
patchwork quilt of mandatory rules on accounting standazds, capital
maintenance, disclosure standards, domestic tnergers and split-offs, firm
formations, and securities regulation.137 The gaps in the hazmonization
programme aze considerable.138 For instance, the vast majority of the
harmonization measures concern the protection of creditors and, to a lesser
extent, shareholders of publicly held corporations; partnership-type business
forms aze mostly left aside.'~ Since the number and variety of firms using
the public corporation form varies greatly among the member states, the
impact of the directives differs accordingly.'~ These gaps and distortions can
be traced back to the fundamental disagreements among member states with

'~ See European Commission (2001b). See Cygan (2002: 240) (`[tJhe main criticism against
the contents of the White Paper is that it promotes the institutional self-interest of the
Commission, at the expense of substantive concems of many EU citizens.'); Jcerges
(2002: 444) (`[w]hat the White Paper advocates here is strengthening of the "Community
method" in a so faz unknown rigidity. Primary legislation by Council and European
Parliament should be limited to laying down "essential elements, while providing greater
scope for implementing measures to complete the technical details of those proposals".
The implementation process should be wrenched from the grasp of the member states, as
at present exercised in regulatory and management committees. Instead, the Commission
itself is to become Europe's central executive power.').

'37 See supra footnote 103 and accompanying text.
138 Ironically, the directives do not cover `what could traditionally be seen as core areas of

company law'. See Carney (1997: 318) (arguing that the first generation directives are
likely to be representative of the dominant legal practices in the member states because
their adoption required unanimous consent of the member states); Cheffins (1997: 448)
('the EU has typically done little more than superimpose a series of ineasures on domestic
regulations already in place.'); Halbhuber (2001: 1406) (`[tlhe directives do not purport to
deal with crucial issues like fiduciary duties, exit, expulsion and redemption, transfer of
shares etc.' ).

139 To be sure, the Union's focus on publicly held firms is understandable, given the fact that
the activities of these firms often extend beyond the frontiers of national territories. Yet an
economic environment aims to help SMEs reach their full development in the intemal
market and promote cooperation between SMEs situated in different regions of the Union
warrants substantive harmonization efforts.

'~ See Edwards (1999: 12-13) ('[tJhe United Kingdom and Germany, for example, have
relatively small numbers of public compared to private companies, whereas in France and
Italy, in contrast, many small undertakings use the form of a public company. A similar
point arises conceming the use of the corporate form generally: because incorporating a
company in the United Kingdom is simple and swift, many very small businesses operate
as companies which on the continent would be more likely to choose to conduct business
as a sole trader or small partnership.'). See also Drury (2003) (giving some explanations
for the diversity between member states).
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regard to important issues,"' such as employee participation, the subsidiarity
principle and its presumption favouring decentralized regulation, and the
reluctance of inember states to implement the harmonized rules.12 Also,
having little legislative success with key aspects of the harmonization
agenda, the diversity in business organization law nonms in the various
member states is thought enough to create an additional structural barrier to
the European Union's economic integration efforts.13 At the national level,
there are noticeably few incentives for lawmakers to modify regulatory
design or reform inefficient rules because of legislative inertia and special
interest. Very generally, the differences in the normative arrangements
between the continental and common law systems partly explain the deeply
rooted conflict between the member states over the direction and pace of the
harmonization programme. These insights provide key clues as to why only
a relatively small number of EU-level initiatives have been heralded as
major breakthroughs in the field of business organization law.

To illustrate this point, consider the EEIG, which particularly focuses on
the internationalization of SMEs. Although its promulgation might suggest
that European lawmakers changed their policy from publicly held
corporations to partnership-type business forms, the first genuine European

14' See, e.g., Villiers (1998: 171-175) (giving a number of possible reasons for the difficulties
for the harmonization program, such as cultural and structural differences).

12 See Helms (1998: 31-32) (arguing that the subsidiarity principle restrains the
harmonization of closely held business forms, since approximately 9096 of these forms are
used by nationally operating firms); Wouters (2000: 275). Germany's reluctance to
implement Council Directive (EEC) 90I605 of 8 November 1990, extending the Fourth
and Seventh Directive to partnerships and limited partnerships with corporate general
partners, perfectly exemplifies this trend. These hybrid business forms were not within the
original scope of the Fourth and Seventh Directive. While some jurisdictions applied these
Directives voluntarily to hybrid 'limited liability vehicles', like the Netherlands, the
Commission took the view that it would run counter to the spirit and aims of the Fourth
and Seventh Directive to allow these vehicles not to be subject to Community rules. As we
will see in chapter 5, the limited partnership with a corporate general partner (GmbH 8c Co
KG) is particularly popular in Gerziany. Although the German government agreed on
further extension of the directives after the European lawmakers announced further
exemptions available to SMEs, it deferred implementing the amendment. Only after the
ECJ's judgment in Case C-272197 Commission v Germany the German government
changed the law according to the amending directive. See Edwards (1999: 124).

'a3 For instance, it is well understood that there are significant differences in the two main
systems of corporate govemance in the European Union. See Bergltff (1997: 97-99).
Continental governance systems recognize the claims of non-shareholders (stakeholders)
in the process of corporate govemance and consequently provide a comparatively weak
governance structure for monitoring and enforcement of minority shareholder rights. In
contrast, the United Kingdom's governance system is more attuned to the norms of
shareholder wealth maximization, stringent financial disclosure, and investor protection.
See La Porta et al. (1998). For an example regarding partnership law, see chapter 3
footnotes 71-88 and accompanying text.
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business form came into existence because it was not detrimental to national
doctrines and usages and hardly competed against national business forms.'aa
In reality, the EEIG's restricted objectives and references to national law
have resulted in a rather unpopular business form.'as The European Company
is yet another example of the member states' inertia in giving up their
autonomy. Most European lawyers have expressed scepticism about whether
the new law will lead to significant changes in corporate practice. For
example, the proposed statute excludes a large number of areas relevant to
businesses operating in two states, all of which continue to be governed by
national legislation.'~ Moreover, the failure of the European Statute to
address the problem of taxation will clearly undermine the number of firms
incorporating as European companies. Indeed, the compromise agreed by
ministers after more than 30 years received the unenthusiastic endorsement
of the European Parliament, although its disapproval would not have made
any difference - hence the lack of enthusiasm."'

Both European academics and practitioners agree that the harmonization
and centralization seems to have reached its limits. They have more than
once expressed scepticism about whether the current approach will lead to
extensive changes in corporate practice.'ag This scepticism, strengthened by

'~ Cf. Grundmann (1999: 645 fn. 36). In many important respects, the EEIG is very similar to
partnership in which the personal qualities of the partners tend to take precedence. One
could infer from the partnership resemblance that the unifornuty of partnership law is also
high on political agendas. However, nothing seems further from [he [ruth. The lack of
interest in partnership law is surprising, because uniformity is constan[ly becoming more
important, as the number of firms that not only carry on business in more than one state,
but also have among the members residents of different jurisdictions, increases. For an
overview of possible international aspects of partnerships, see Neu (1999: 1368). These
intemational aspects prodded the NCCUSL to promulgate the UPA in the United States in
1914. Paradoxically, the attempts to reach uniformity are exactly the opposite in the
United States. A Uniform Business Corporation Act was withdrawn by NCCUSL on the
theory that corporation law was not a subject upon which unifomuty among states was
necessary or desirable. See Hamilton (2000: 74); Leleux (1968: 160).

ias ~e EEIG is a mirror image of the French Groupement d'Interêt Economique, which has
proved to be a popular business in the French business community. However, the
Groupement d7nterêt Economique appears to owe its existence to limitation of the French
partnership form. See Lutter (1996: 67) (arguing that from a German perspective, the
promulgation of the EEIG is a mistake). See also Wouters (2000: 261).

'~ See Springael (2002) (arguing that the European Company is not a uniform company type,
as originally intended, but instead a`national European Company'); Hampton (2002: 1)
(arguing that without an EU-wide regime for tax, freedom of movement between countries
and a single corporate form, it offers little that cannot be achieved already).

'a~ See Hampton (2001: 8).
iaa See Raaijmakers (1994a). See also Wouters (2000: 291) (arguing that because the success

depends on the quality of and gaps in the statutes, he dces not expect much from the
European Company).
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the Ewopean Court of Justice's (ECJ) recent judgement in the Centros and
Uberseering cases,"' has rekindled the discussion about whether the
European Union is using the right methods and tools for the integration of
business organization law.

4. CONCLUSION

The traditional model of legal evolution states that external pressures will
eventually result in the production of a set of legal rules that most parties
would prefer. In theory, the `evolution toward efficiency' model, which
assumes that both supply- and demand-side considerations will operate
effectively, provides an explanation for the comparative analysis of the
development of partnership law structures. Chapter 3 argued that this view is
erroneous in practice. The evidence shows that lawmakers are not motivated
by public-regarding concerns, and that in spite of external pressures,
lawmaking processes are blocked by dominant interest groups and other
path-dependent forces.

If we look at an island's lawmaking process, the production of legal rules
may fall short of the optimal required level due to role played by lawyers,
intermediaries and organized groups. To the extent that law reform efforts
are undertaken by government committees and private lawmaking bodies,
foreign legal rules will be borrowed and adapted to a jurisdiction's doctrines
and principles. The divergence in legal rules and institutions reflects not so
much the differential needs of businesses as the institutional and legal
traditions. Even if exogenous events should occur, a jurisdiction's
lawmaking process is unlike to react positively to these new pressures. In
addition, the standardization process, which creates both positive and
negative externalities, accounts for lawmakers' preference for the dominant
legal rule. Generally, then, even if we assume that lawmakers embrace the
law-as-product view, considerable economic barriers remain, such as high
switching costs, that prevent the creation of more efficient legal business
forms.

Prior to the establishment of the European Union, Europe was
characterized as a group of island jurisdictions. In these circumstances, the
European Union set out immediately to produce a corporate law system that
could encourage the social and economic integration of the member states
and prevent a race-to-the-bottom. Yet the first- and second-generation
directives, with their root and branch approach to legal harmonization, were
largely ineffectual in the creation of a common legal environment attractive

19 See chapter 6 footnotes 14-46 and accompanying text.
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to businesses. The European policymakers created an impressive number of
directives that tended, unfortunately, to introduce more legal complexity and
little harmonization on the ground. As with the United States, the
introduction of federal level business forms is unlikely to offer a popular
alternative for most types of firms. This chapter has shown that the US
approach of competitive lawmaking should be emulated as a means to ensure
the steady supply of innovative and cost effective legal rules and
institutions.'~ It may be that the harmonization process of EU corporation
law has reached its inevitable terminus point and a new direction is required
to achieve the aims of European economic integration. It follows, perhaps,
that the ECJ's recent judgments in Centros and Uberseering could, along
with the pressure from the introduction of the Euro, induce the European
Union to embark on a new, market-based approach to the process of business
organization lawmaking.'S'

Yet while some argue that the US system is particularly well-adapted to
create flexible and optimal business forms, there is much recent evidence
that shows that the state lawmaking process is more responsive to organized
interest groups, particularly the state bar and incumbent firms, than to the
demands for rules that may be optimal. Also, Delawaze, the dominant
supplier of legal business forms, has few incentives, in view of the absence
of competition from follower states. For similaz reasons, the banrier to legal
evolution is explained by reference to the lawmakers' choices to direct
resources to the production of legislation benefiting constituents.

Yet the recent developments of business organization laws in the United
States indicate that the US lawmaking system can succeed in eroding

'~ See Charny (1991: 441) (`decentralization permits localized experimentation and reduces
the impact of errors in the rulemaking of any one jurisdiction. For many types of rules,
decisionmakers may be uncertain what the best rule is. For that reason, it is arguably good
to have many jurisdictions pmmulgating rules. From experience we can leam which rule is
best; and the impact of a mistake by any one rulemaker is limited to the jurisdiction in
which its decisions are authoritative.'). Cf. Rce (1996: 643) (showing that regulatory
competition will lead to more optimal rules, by drawing an analogy between state
competition and natural selection); West (2001: 600) (arguing that if change by
endogenous means is desired, jurisdictional competition should be considered to
encourage legal change).

15' Cf. Ribstein (2001: 854) (`enforcíng jurisdictional choice can have profound benefits for
the evolution of business law. Because humans cannot accurately foresee and provide for
the future, a market-oriented evolutionary process is preferable to government-imposed
rules. Markets, not govemments, have the wisdom necessary to guide firms in an uncertain
world. 7hus, policymakers should be wary of top-down planning and the hegemony of
theory tested in the markets. Policy reform should focus on the mechanisms of legal
evolutions and markets for law rather than on the substantive provisions of business law.
These lessons have important implications for Europe as it enters the post-Centros age.').
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ine~cient constraints.`SZ It is largely a matter of mindset. By reference to
criteria of economic e~ciency, regulatory competition allows - and indeed
invites - legislatures to keep up with legislative innovations.153 In reality,
business forms are for sale. Consequently, state legislatures should take
firms' social and economic preferences into account. We shall see in the next
chapter whether the partnership lawmaking process, which has recently
undergone substantial transformation on both sides of the Atlantic, reflects a
response to the various political and legal pressures analyzed above. The
developments provide some evidence of how regulatory competition can
lead to innovative business forms.

isZ Cf. Macey (1995: 454) ('[tjhe explosive growth of limited liability companies over the
past several years dces not mean that such firms are desirable or efficient. Rather, the
introduction of this new organizational form simply reflects that its proponents were more
effective in encouraging the form than were its detractors in lobbying against it. However,
this observation dces not require the conclusion that such firms are undesirable and
inefficient.' ).

is3 Cf. Moms and Stevenson (1997: 541) ('Jersey's legislative freedom, together with its
policy as an international financial centre on bringing innovative legal vehicles to the
market in order to meet the needs of international business, were the crucial ingredients in
the creation of its LLP legislation.').



Chapter 5

The Evolution of Closely Held Business Forms: A
Comparative View

1. INTRODUCTION

The purpose of this chapter is to analyze the evolution of closely held
business forms in the United States and the European Union. Its emphasis is
on elucidating lawmaking processes, and not on comparing legal rules and
doctrines. The aim therefore is to explain and assess the process by which
business forms have evolved, rather than to evaluate the content of
partnership law in several jurisdictions.' This chapter seeks to address the
questions of which parties are responsible for setting the agenda for the
reform of business organization law, and which considerations have been
instrumental in stimulating the recent instigation of new law reform
strategies. From a European perspective, it is particularly tempting to assess
the fundamental changes in partnership-type business forms that have
occurred in the United States over the past decade.Z

The analysis begins with the reception of the Roman partnership form in
the Middle Ages, and traces the evolution of partnership-type business forms
in the United States and Europe up to the first few years of the 21st century.
In contrast with the United States, where the evolution has been well

Tables 1 and 2(at the end of this chapter) provide an overview of the legal rules applicable
to new business forms in the United States and Europe.
It might be suggested that until recently the United States lagged behind Europe in
developing different forms of organization for closely held firms. See Booth (1997: 98).
Cf. Lamoreaux and Rosenthal (2001). The recent proliferation of partnership-type business
forms, reflecting dissatisfaction with the traditional business forms, has given the US the
lead in business organization law developments.
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publicized, developments in European jurisdictions are less easily accessible
due to inherent differences in doctrine and language.3 This seems especially
true of partnership-type business forms, which are viewed as a means of
organization for indigenous businesses. Moreover, in Europe business
organization law is too diverse, making it difficult to speak of genuine
European developments. For instance, and unlike the United Kingdom,
continental European jurisdictions tend to draw a distinction between civil
and commercial partnerships. This distinction, in turn, varies greatly from
country to country. While some countries treat certain firms as commercial
partnerships, others may treat them as civil partnerships. In addition, some
jurisdictions have established hybrid business forms (e.g., limited
partnerships with corporate general partners) which are not allowed to do
business in other European countries.' Consequently, and because what
matters here are partnership-type business forms in practice, this
comparative survey needs to be selective. Accordingly, this chapter confines
itself to jurisdictions in which partnership law or new partnership-type
business forms have recently attracted the attention of law reformers, such as
the United Kingdom, Germany and the Netherlands.s References to
supranational developments and relevant innovations in France are also
included, to give a more complete picture of developments within the
European Union.

The chapter proceeds as follows. Section 2 broadly describes
partnerships, contrasting traditional partnerships and new partnership-type
business forms with close corporations. It also explores the historical
principles of partnership law. Sections 3 and 4 discuss the recent
developments in closely held business forms in the United States and the
European jurisdictions mentioned above, which provide evidence confirming
the lawmaking theories set out in the previous chapters.

See chapter 3 footnotes 8-13 and accompanying text.
See Dorresteijn et al. (1995: 7-S).
The selection of jurisdictions in this book also corresponds roughly to the classification
comparative lawyers use to cover as many legal families as possible. Comparative legal
scholars typically classify countries into legal families. First, they draw a distinction
between civil law and common law. The common law family includes the law of England
and those modelled on English law, such as the United States. Legal scholars generally
identify three civil law families: French, German and Scandinavian. The sample in this
book covers three legal families. The UK and US are common law jurisdictions. The
Netherlands could be viewed a French-civil-law-country. Germany speaks for itself. Cf.
La Porta et al. (1998: 1117-1121).
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2. THE NATURE OF PARTNERSHIP-TYPE
BUSINESS FORMS

When trade started to revive in the Middle Ages, after a long economic
slowdown, mediaeval merchants began looking for a business organization
form that meshed with contemporary social and economic conditions. In the
light of the reception of Roman law,b which surpassed the rudimentary local
laws as a legal system, the Roman societas helped to fill the gap. The
mercantile courts and guilds that took cognizance of the Roman form viewed
it as a convenient and particularly flexible basis for business associations in
which partners own and control the business together, thereby sharing profits
and losses. It did not take long for the societas to become part of the
generally accepted Law Merchant, where it evolved into a legal
organizational form with entity-based features necessary to facilitate
commercial relationships with third parties, such as the doctrine of the
mutual agency of partners.'

As trade communities grew and trade among different regions expanded,
the mercantile class required a business form that could bring together scarce
capital and adventurous entrepreneurs willing to undertake difficult and
perilous overseas voyages.g The mediaeval general partnership, which was
ideally suited to small, often family-owned, commercial firms, did not
satisfy the requirements. In response to the influence of powerful interest
groups such as the nobles and the clergy, the Mercantile system began to
acknowledge another type of partnership: the commenda. The commenda,
which evolved from a loan contract into a partnership-type business form,
was intended to mobilize risk capital for short-term overseas commercial
ventures.9 This limited partnership-type business form offered investors
limited liability and anonymity, and thus made it possible for the special
interest groups to pour money into lucrative ventures without risking being
condemned for usury or violating inhibitions against engaging in trade.'o The
investors only risked losing their initial investment." The universality and

6

s
9
io

u

See Zimmermann (1996: 468-469). Cf. Sirks (1998: 356) (`Zhere are various Roman laws:
of the Republic, of the early Empire, of Byzantium, of the Middle Ages (the `modern
use'), of Germany of the nineteenth century (another `modern use') and the Roman
IawlCivil Law as foundations of the core of various private law codes. And still the
interaction continues so that we may say that Roman law is now in its third millennium.').
Limited liability issues did not matter much in a world without products liabiliry, punitive
damages, class actions and other twentieth century legal innovations.
Cf. Milgrom et al. (1990: 4-6).
See Berman (1983: 352).
See, e.g., Bromberg and Ribstein (1999: ~1.02); Callison (2001a: ~17.02); Raaijmakers
(2000a: ~ 1.32-?;1.39).
They had no claim against the merchant-adventurer for losses that were not his fault.
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uniformity of partnership law, which ensued from the rapid expansion of the
Law Merchant throughout the Western European regions, gave an important
impetus to commerce in the Middle Ages.'Z

In the 18th century, the codification measures, lazgely intended to severe
all ties with the past, prevailed in Continental Europe.'3 In the spirit of
revolution rather than evolution, judge-made law was viewed as suspicious
and a means of upholding the old regime." As a result, the lawmaking
authority shifted from judges to scholazs appointed as members of drafting
commissions. Even though judges retained their lawmaking influence in the
United Kingdom and the United States, the considerable use of partnerships
and the development of the common law of partnership also resulted in
demands for codification in common law jtirisdictions at the end of the 19th
century.15 Because the new lawmaking elite used different sources of
inspiration, the codes, often differed significantly in features dealing with
similar issues across jurisdictions, reflecting the ideas of the lawmakers.1ó In
this respect, consider the entity-aggregate dispute, discussed in chapter 3."

Although the principles of partnership law have been embedded in various
ways in different national codifications, most jurisdictions base their
partnership laws on the same fundamental principles and ideas.1e The
traditional general partnership forms are designed to cater for the needs and
circumstances of small firms with only a few owners, all of whom are
involved in the operation of the business. Typically, partnerships are the
basic form of business association in which more than one person is
involved. They have their origin in express or implied consensual
agreements to engage in an economic activity for profit." The partners are

Iz
13

See Berman (1983: 352-354).
See Schlesinger et aL (1998: 259) ( `codification meant not only national unifaction,
comprehensive revision, and intensive reswcturing of the whole body of private, criminal
and procedural law, but also the enactment of a new and authoritative text. In order to
accomplish all of these objectives of codification, it was imperative, in applying these
codes, to treat their provisions as the exclusive source of binding authority, subject only to
legislative amendment, and not to let the old law slink back under any pretence.').
See Cooter (1996: 1650-1651).
Unlike in continental Europe, the codifications in the United Kingdom and the United
States were largely declaratory of the existing law. Cf. s 46 of the Partnership Act 1890:
'The rules of Equity and Common Law applicable to partnership shall continue in force
except so far as they are inconsistent with the express provisions of this Act.'
See Schlesinger et al. (1998: 248-249) (discussing several sources of inspiration, for
instance, comparative studies of foreign countries and original solutions devised by the
draftsmen, either by way of free, intuitive invention, or by fashioning a novel combinatíon
of elements borrowed from several older sources).
See chapter 3 footnotes 72-89 and accompanying text.
See chapter 3 footnote 8 and accompanying text. See also Heenen (1975: 3 and 19-47).
In Germany, the civil partnership may exercise any activity for a non-profit purpose. See
~705 German Civil Code (Burgerliches Gesetzbuch (BGB)).
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personally liable for the firm's debts and, as a default, participate directly in
management and control, and may veto the admission of new owners.~ The
relationship is based on the highest level of trust and fraternity. Because
human capital (e.g., the knowledge and abilities of the owners) is often the
most valuable contribution to a partnership, the law traditionally provides for
dissolution upon dissociation of a partner.Z'

Generally, partners have personal liability as a consequence of the
obligations incurred by the partnership. As long as the business is in a low-
risk area, this need not be problematíc. When one or more partners (e.g.,
family members) prefer to be passive, contributing only financial or physical
capital, the limited partnership form offers a more appropriate vehicle across
jurisdictions. The liability protection of the limited partners reduces the need
to monitor the controlling partners, at a price. Limited partners have only
very restricted rights to participate in management. If they exceed these
restricted rights, they become personally liable for the firm's debts.ZZ The
limited partnership has another flaw in its design: the mandatory obligation
to have one or more general partners that are, by definition, unlimitedly
liable for the debts and obligations of the firm.Z'

When the corporate form was only available to certain types of businesses
because of the formal concession of a sovereign person or government,
partnerships were the prevailing form of organization. With the growth of
commercial and industrial activity in the 19th century, the pressure from
politically influential industrialists to abandon the specific governmental
approval of a corporate charter and to introduce fully fledged limited liability
for corporations grew steadily in most industrialized countries.Za In the

zo
zi
zz

See Ribstein (1998: 10).
Cf. chapter 8 footnotes 106-161 and accompanying text.
For instance, if a limited parmer takes part in the management of a limited partnership in
the United Kingdom, he will be liable for all debts and obligations of the firm incurred
while he takes part in the management as if he was a general partner. See s6(1) of the
Limited Partnerships Act 1907. Under German case law and doctrine, registered limíted
partners (see ~ 176 German Commercial Code (Handelsgesetzbuch (HGB)) of a German
limited partnership are to a great extent protected if they are involved in management.
They will be liable if they misuse their limited liability protection. See Schmidt (1997: ~53
IV 3). Under the Uniform Limited Partnership Act (1976) with 1985 Amendments, the
limited partners of an US partnership are also protected by the extensive safe harbour
provisions of ~303(b). Nevertheless, the rule inhibits several limited partner actions.
See ~161 German Commercial Code (Handelsgesetzbuch (HGB)); s4 Limited Partnerships
Act 1907; ~101(7) Uniform Limited Partnership Act (1976) with 1985 Amendments.
In order to circumvent the partnership liability regime as well as the almost insuperable
incorporation requirements, British (and to a lesser extent, American) fast-growing
cotnmercial businesses and their legal advisers resorted to other unincorporated business
forrns. The most notable altemative was the Joint Stock Company, which could be
classified as a hybrid between the parmership and the corporation. In order to obtain
limited liability for its members, a variety of devices were employed, such as contractual
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United States, the charter approval, which invited intensive lobbying,
became increasingly standardized. By 1890, all states had adopted statutes
providing for incorporation with limited liability by simple registration ~
The introduction of a relatively simple incorporation procedure in France in
1867 entailed the rapid proliferation of general incorporation statutes
throughout continental Europe, which already embraced the corporate
limited liability doctrine since the enactment of the Napoleonic Code de
Comrnerce in 1807.26

The principle of limited liability was acclaimed as an industrial
breakthrough by some, but it was stridently vilified by others. The
proponents usually pointed to the wealth-increasing role limited liability
corporations played in the economy. The defenders of unlimited liability
argued that limited liability would only entail wealth transfers from creditors
to shareholders, which could eventually lead to corporate inactivity.n They
alluded to the involvement of corporations in criminal activities, such as
pollution and swindling. Even though legislatures sometimes responded to
these suspicions and fears by tightening the rules to protect the creditors, it
seems that the ultimate triumph of limited liability came with the general
acceptance of the use of limited liability corporations by closely held firms.
Not only were business organizations with only a few members and without
publicly traded shares permitted to incorporate, but incorporation also
became possible in practice, since (to some extent) these organizations were
allowed to avoid the costly and cumbersome protective rules applicable to
public corporations.

Two legal methods of achieving the same goal - making limited liability
vehicles accessible to closely held firms - can be distinguished.28 First, a
new limited liability corporation that focuses on closely held firms could be
designed. For instance, Germany is renowned for the enactment of its close
corporation, the Gesellschaft mit beschrcinkter Haftung (GmbH), which
became effective on 19 May 1892. Although the GmbH was meant to serve
the needs of small and medium-sized enterprises (SMEs) composed of a few

clauses and insertion of the term `limited' after the firm's name. See, e.g., Blumberg
(1986: 577-588); Gower (1997: 24-27).
See Blumberg (1986: 587-595); Hamilton (1996: 186-190); (2000: 62-63). In the United
Kingdom, the Joint Stock Companies, Registration, Incorporation and Regulation Act
permitted general incorporation without preceding legislative action by the government in
1844. After the enactment of the 1962 Companies Act, the uncertainty about the limited
liability protection for publicly traded companies with merely passive investors
disappeazed almost completely.
For instance, the Akrienrechtsnovelle liberalized the Gem~an publicly held corporation
(Aktiengesellschaft) in 1870. See Schmidt (1997: ~261I).
See Halpern et al. (1980); Halpem (1998); Lowry (1999: 71-77).
Cf. Lutter (1998: 3-12).
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owners who were acquainted with one another and provided most of the
firm's capital themselves, it was modelled on the public corporation and its
capital-oriented structure.~ The German GmbH was the precursor of
separate close corporation statutes throughout the European continent.~

Around the same time, the lawmakers in England endeavoured to
introduce legislation based on the limited partnership fonm that already
played an important role in the continental European economy.31 This new
act was supposed to be the counterpart of the Companies Act (1862), which
purportedly only granted limited liability to enable passive shareholders to
invest in businesses without shouldering the burden of personal liability. A
decision of the House of Lords in Solomon v Solomon 8c Co. Ltd.32
overturned this assumption by clarifyíng that the Companies Act also
covered closely held firms in which no particular business risk was involved,
and which required no outside capita1.33 The English legislature recognized
the private company's specia] needs by exempting them from certain
requirements of publicity in the Companies Act of 1900 and 1907.~`

Thus, although corporate forms were initia]ly geared to publicly held
firms, most jurisdictions either provide for a more flexible close corporation
statute or allow firms to differ from the general corporation statute so as to
confer limited liability protection to closely held businesses. Commentators
who point to the success story ofthese close corporations in both Europe and
the United States view them as the only necessary link between partnerships
on the one hand and publicly held corporations on the other'S In their
opinion, close corporations can be tailored easily to the needs and wishes of
a wide variety of firms. However, as discussed in chapter 2, the participants
of a closely held firm that opts for the corporate form must pay a
considerable price for obtaining liability protection.~ Even in jurisdictions

29 Another group of proponents of a separate business form argued in favour of the
promulgation of a limited liabili[y partnership type of GmbH. See Lut[er (1998: 5) (`[oJne
group of proponents, led by Oechelhauser, favoured a strongly individualistic, i.e., a
personalized form of enterprise organization modelled on the partnership (offene
Nandelsgesellschaft). 7his model could be characterized as a limited partnership and
having no general partner.'). See also Schmidt (1997: ~33 II).
See Dorresteijn (1995: 20); Lutter (1998: 8); Raaijmakers (1994b: 77). It might be argued
that the spread of the close corporation form in Europe is an example of a successful legal
transplant. See Drury (2003). Yet, despite similarities there are differences in the legal
approaches regarding close corporations across jurisdictions, which can partly be
explained by different legal doctrines. See, e.g., De Kluiver (1995a: 40); Lutter (1998).
Cf. Gower (1997: 47-48)
[1897] AC 22, H.L.
For a critical assessment of this decision, see Kahn-Freund (1944).
See Gower (1997: 48).
See Lutter (1998: 182-183).
See chapter 2 footnotes 35-64 and accompanying text.
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where the actual costs of forming a corporation aze considered as rather
trivia1,37 the compliance with various technical and rigid statutory rules often
places costly burdens on small and medium-sized firms.3S Consider, for
instance, the lack of flexibility due to the formal nules which establish the
separation of ownership and control or the public disclosure of a finm's
annual accounts. An adverse corporate tax treatment just amounts to high
regulatory costs of limited liability. Cleazly, legally unsophisticated SMEs
suffer the most from sub-optimal regulations.

From a relatively early date, in response to the special wishes of larger
firms that had little appetite for incurring the extra costs of the incorporation
process, innovative lawmakers started modifying and mixing legal structures
so as to obtain the most cost-effective limited liability vehicle. Practitioners
viewed the traditional limited partnership form as a product that could be
traded in the market, as it could offer their clients a flexible limited liability
tax shelter. They solved the problem of the general partner's unlimited
liability by creating a hybrid business form between the limited partnership
and a corporation, which played the role of general partner.39 The restrictions
on the limited partners' rights to participate in management have
occasionally turned out to be advantageous both to the founders, who want
to retain control of the business in conjunction with limited liability
protection, and to passive investors who covet the pass-through taxation and
other favourable tax attributes. Despite the concems about legal
permissibility and the perverse influence of tax law on the limited
patmership, this hybrid vehicle has been a success story in many
jurisdictions. The German `GmbH ác Co KG', devised to combine the
benefits of partnership taxation with the possibility of evading onerous
corporate rules (such as the German co-detenmination act and other
cumbersome statutory audit and disclosure rules) is a good example.~ In
other industrialized jurisdictions too, this limited liability vehicle gained
popularity due to its hoped-for tax advantages and flexibility." It has been
most attractive not only to firms with small and dispersed passive investors,

37 For instance, the United Kingdom and Ireland do not impose minimum capital
requirements on private companies.
See, e.g., Ribstein ( 1992a: 418-422).
See Hamilton (1997); Mohr (1998: 189-198); Schmidt ( 1997: ~561).
Both the judiciary ( akeady in 1912) and the legislature have acknowledged the German
GmbH d~ Co KG. See Kessler and Schiffers ( 1999). After the adoption of the
Kapitalgesellschaften- und Co-Richtlinie-Gesetzes (KapCoRiLiG) the corporate statutory
audit and disclosure rules also apply to limited partnerships with a corporation as the sole
general partner. See, e.g., Theile ( 2000).
On the popularity of the Dutch `BV-CV' swcture, see Slagter (2001: III, I, 4). In the
United States, this structure emerged only shortly before 1970. See Bromberg and Ribstein
(1999: ~11.01(f)); Hamilton (1997: 7477).

38
39
ao

ai



5. Developments of PartnershipLaw: A Comparative View 111

but also to closely held firms engaged in businesses of which the assets
present valuation problems, or in which managers must make firm-specific
human capital investments.42 In the fields of ship and film production or
exploration, real estate developing and operation, venture capital funding,
and family businesses, this hybrid business form is especially popular.a3

Despite the popularity of the limited partnership with a corporate partner,
it is not always possible for closely held firms to use this form. Besides the
fact ihat this hybrid form is not recognized or is prohibited from engaging in
specific kinds of activities in some countries, the limited partnership and its
statutory `control rule' may not be optimal for firms in which the owners are
unwillíng to give up their control power. In addition, since this vehicle
comprises two business entities that must be organized and administered
separately, it is not a form that practitioners can always sell easily to their
clients, who have to go through the extra expense and effort of setting up an
intermediary corporation." Needless to say, limited parmerships with a
corporation as the sole general partner are incomplete responses to the search
for cheaply accessible limited liability vehicles.

Nevertheless, this experimentation and subsequent innovations have given
new momentum towards the reworkíng of traditional partnerships and the
design of new business forms in order to offer a menu that is essential to
meet the complex needs of firms in the modern business climate.45 It has

az For several non-tax rationales for the limited partnership structure, see chapter 8 footnotes
265-276 and accompanying text.
For a recent empirical survey on the popularity of the GmbH and GmbH 8c Co KG in
Germany, see Meyer (2002).
See Klein (2002: 22) (`[t]he possibility of using one or more special purpose vehicles
opens up a variety of multi-level structures to the creative mind, but needless to say,
engaging in this or other types of complex arrangements cannot be advísed until all fiscal
and other implications have been carefully analyzed and other options explored. Especially
when more than one jurisdiction is involved, the number of possible swctures to be
considered increase significantly, and so do the costs that might follow from getting it
wrong.' ).
The design of new business forms is not new. See also supra footnote 24. Firms that were
engaged in certain business activities from which corporations were legally excluded have
always attempted to organize with limited liability protection. For instance, in England and
the United States the business trust was developed by persons who wanted to combine
their capital for the purpose of engaging in certain business activities from which
corporations were barred by prohibitory statutes. This form gained its greatest popularity
in Massachusetts during the latter part of the 19th century. See Reuschlein and Gregory
(1990: 494-SO1). The limited partnership association is considered to be the LLC's
predecessor in the United States. Its emergence has been ascribed to the need of a simpler
altemative to the corporation. See Gazur and Goff (1991: 393-394). `The ongoing
revolution in small business structure is driven by the belief that limited liability should be
available to businesses without a tax penalty.' See Oesterle (1995: 881) (footnotes
omitted).
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been clear for some time that the close corporation is unlikely to maximize
the interests of closely held firms at all levels. In this chapter, the emergence
of revised and new partnership-type business forms is the subject of
discussion. Developments in close corporations will only be discussed in so
far as they illustrate the evolution of these partnership-type forms.~
Certainly, some will argue that due to the legal entity features such as
limited liability, many new business forms reflect the corporate approach
more than the partnership approach." Nevertheless, this book treats these
forms as a part of new partnership law. In most statutes, the internal
relationship between the business participants is heavily based on
partnership law with its extreme flexibility and contractual freedom, and is
usually influenced by the principle of intuitu personae. These new business
fonns are different from close corporations in which the notion of
government regulation rather than private ordering still dominates:~

3. THE UNITED STATES

3.1 Partnership Law Reform

The trend away from corporation law as a business form for closely held
firms is most obvious in the United States, where the relatively simple
landscape of partnership law has changed dramatically over the last decade.49

aó Although the line is blurry and many business forms do not fit exactly in one of the two
moulds, this chapter distinguishes between partnerships and corporations. This distinction
appears to be deeply ingrained in the legal thought of most industrialized countries. Even
in jurisdictions which show some overlap in the legal regulation of partnerships and
corporations, commentators use the distinction to help explain the different legal
treatment. For instance, even though close corporations have been creeping toward
partnership law, their statutes maintain a considerable amount of regulation ensuing from
the more institutional approach. See Dorresteijn et al. (1995: 7) Lutter (1990); Schlesinger
et al. (1998: 889); Schmidt (1997: 46-48).
For instance, the US LLC is `much more like a modified corporation than a modified
partnership.' See Klein and Zolt (1995: 1038). Yet even though it is suggested that the US
LLC originated from the German, and South and Central American closely held corporate
form (the Gesellschaft mit beschrdnkter Haftung (Gmbl~ and limitada), the US LLC is a
noncotporate - or unincorporated - business form. initially, it derived its essential
business characteristics from partnerships, and has the `corporate features' of limited
liability and, under some statutes, an option for centralized management. See Camey
(1995: 860-867). Cf. De Kluiver (1995: 23); Miller (1997: 395-396).
See Camey (1995: 860-867). See also Callison (2000: 114-115) (arguing that corporation
laws do not provide shareholders with the same freedom to vary from statutory provisions
than US LLC statutes).
Fonn the perspective of start-up firms, it is not surprising that the United States leads the
way with respect to innovative business forms, which allow firms easy access to limited
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Until recently, the Uniform Partnership Act (UPA) was the main statutory
basis of partriership law. In 1914, The National Conference of
Commissioners on Uniform State Laws (NCCUSL),~ spurred by the
promulgation of the English Partnership Act in 1890, adopted the UPA. This
Act codified much of the common law that had previously governed the
general partnership, with some modifications. Every state but Louisiana
enacted the UPA, usually with only few variations from its official form and
with few modifications over time.s' Consequently, the law of general
partnerships in the United States was both remarkably uniform and
essentially static.SZ

The Revised Uniform Partnership Act (RUPA), which was initially
promulgated in 1992 and subsequently revised in 1993, 1994, 1996 and
1997, made many profound improvements to the law of general partnerships.
The Revised Act is largely a series of default rules that govern the relations
among partners in situations they have not addressed in their partnership
agreement. RUPA also provides that a general partnership is an entity
distinct from its partners, a partnership creditor should seek exhaustion of
partnership assets before seeking a recovery from a partner's personal assets,
and distinguishes between buy-outs without dissolution and wind-ups.s' On
other issues, RUPA was more of a battleground for lawmaking elites
competing for legal hegemony.

For instance, on the one hand, law and economics scholars, who had
substantial influence in the revision process,sa convinced the uniform
lawmakers that RUPA should replace trust law's broad-based fiduciary duty
with a completely new `contractarian' articulation of the partners' rights and

liability. Policymakers in the United States consider the starting-up of own-businesses as
part of the American Dream. Business forms that shun formalities in the conduct of this
business help pursue this dream.
NCUSSL could be described as a non-profit private organization that has close ties to both
the states and the American Bar Association. See Patchel (1993: 88).
NCUSSL and the American Law Institute (ALI) promulgate uniform and model acts for
consideration by the states. Legislatures are urged to adopt uniform acts exactly as written,
to 'promote uniformity in the law among the states.' Model acts are designed to serve as
guideline legislation, which states can borrow from or adapt to suit their individual needs
and conditions. See the official website of NCCUSL at httpalwww.nccusl.org. Both a
uniform and model act differ from a European company law directive in that the latter is
binding for each member state to which it is addressed as to the result to be achieved,
European directives leave the choice of form and methods to the national authorities. See
Article 249 of the Treaty establishing the European Community. For an in-depth analysis
of uniform and model acts, see chapter 6 foomotes 108-160 and accompanying text.
Variations to the UPA as adopted by each state are explained in the statutory notes
following each section in ULA (1995) and additional supplement 2001.
See RUPA (1997) ~~ 201, 307(d), and Articles 6, 7, and 8 respectively. See also Hamilton
(2000: 14-16); Hillman et al. (1999: 3-8); Weidner and Larson (1993).
See, e.g., Vestal (1993); (1995a).
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duties.SS It was suggested that overly broad judicial language had left
practitioners uncertain about whether their negotiated agreements would be
voided.sb Furthermore, partners did not need to be disinterested trustees and
should therefore be able to limit the scope of the fiduciary duties - at least to
some extent. It seems that even though the lowering of fiduciary duties was
occurring gradually and punctuated,s' the contractarians58 have successfully
influenced the dynamics of norm-following behaviour applicable to the
partnership-type business forms by reducing the standard of performance
relating to the fiduciary standards within RUPA.59 On the other hand,
traditional legal scholars have shown genuine concerns for the attempt of
RUPA to transform the partnership's fiduciary relationship into a more
contractual one. While the proponents of the latter approach disagree with
restrictions to the contractual waivability of fiduciary duties, the
`fiduciarians' adhere to the belief that partners are altruistic trustees who
abnegate self-interest.~

The commentators' view of RUPA's flaws was soon reflected in the
various adjustments that enacting states have made on this moot point,
which, in turn, resulted in a breakdown in uniformity from traditional
partnership law as codified in UPA.61 It can be argued that the benefits of
uniformity are outweighed by other considerations. For instance, the

ss The courts have found in UPA ~21 a broad-based fiduciary duty, and a duty of loyalty in
particular. See Callison ( 1997a: 113-115); Dickerson ( 1995: ]001-1004). The scope of the
fiduciary duty in general partnerships is defined by the United States Supreme Court in
Latta v Kilbourn, l50 US 524 ( 1893). The opinion by ]udge Cardozo in Meinhard v
Salmon, 249 NY 458, 164 NE 545 ( 1928) articulates the broad fiduciary duty: [Co-
partners] `owe to one and another, while the enterprise continues, the duty of the finest
loyalty. Many forms of conduct permissible in a workday world for those acting at arm's
length are forbidden to those bound by fiduciary ties. A trustee is held to something
stricter than the morals of the marketplace. Not honesty alone, but the punctilio of an
honor the most sensitive, is then the standard of behaviour.'
See Weidner and Larson (1993: 23).
See Hillman ( 2000: 53); Talley ( 1999: 1007-]008).
For a `contractarian' view, see, e.g., Butler and Ribstein (1990); Easterbrook and Fischel
(1993); Hynes ( 1995); Ribstein ( 1990); (1993a).
See RUPA (1997) ~404(b)(1)-(3); ~404(d). See Dickerson ( 1997: 424). But see Ribstein
(1997: 588-589) (arguing that the restrictions in RUPA reflect the case law approach).
A lively academic discussion regazding fiduciary duties has ensued between
`contractarians' and 'fiduciarians' in the American literature. See Callison ( 1997a: 117-
119). For a `fiduciarian' view, see, e.g., Dickerson (1993); Vestal ( 1993), (1994a),
(1994b), ( 1995a) and (1995b).
Despite the fact that NCCUSL promotes uniformity in state law, the states that have
adopted RUPA in one form or another treat the uniform act more like a model act. Indeed,
RUPA has been adopted with substantial variations among the states. See Hiliman et al.
(1999); Keatinge (1997: 209); Vestal (1997: 517-528). See also ULA (1995). At the time
this book was written, thirty states have adopted RUPA.
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combination of non-uniformity and the explicit recognition of contractual
choice of law in RUPA,6Z which give firms considerable flexibility in
choosing their internal rules, could even lead to a process of legal evolution
toward more effective statutes.ó3 Yet others point to the costs of the
underrated detrimental effect of non-uniformity.~ They do not believe that
the state statutes eventually evolve toward uniformity.~

The breakdown in uniformity has also affected US limited partnership
law, besides general partnerships. Although most states have adopted the
Revised Uniform Limited Partnership Act (1976) with 1985 Amendments
(RULPA), many states have made substantial amendments to the official act,
thereby forfeiting the benefits of uniformity.~ The most critical source of
uniformity to limited partnerships, i.e., the implicit and explicit link in
limited partnership statutes to general partnerships,ó7 disappeared with the
states' enactment of non-uniform general partnership statutes. As a
consequence, for this and other reasons, commentators suggested de-linking
limited partnerships from general parmership law.óB This has resulted in the
appointment of a drafting committee by NCCUSL to prepare a`stand-alone'
Uniform Partnership Act (Re-RULPA); the committee finished its work in
August 2001.~

3.2 New Partnership-type Business Forms

Both the RUPA and Re-RULPA contain provisions to extend limited
liability to the general partners, thereby permitting the formation of an LLP

62
63
~
65

See RUPA (1997) ~106 in combination with ~103.
See Ribstein (1999c: 7); Ribstein (2001).
See Callison and Vestal (2001: 292).
Ribstein and Kobayashi claim that, if uniformity is efficient, the state statutes will evolve
toward uniformity. See Ribstein and Kobayashi (1996). See also chapter 4 footnote 66 and
accompanying text.
The fact that, unlike general partnership laws, limited partnership statutes have been
amended periodically shows the influence of special interest groups on the lawmaking
process. As pointed out above, form entrepreneurs viewed the limited partnership as a
means to attract clients.
See RULPA (1976) with the 1985 Amendments ~~ 101(7), 403, and 1105.
See Ribstein (1995b); Vestal (1995b).
The prefatory note to the Unifonn Limited Partnership Act (2001) (Re-RULPA) states that
`(t]he new Limited Partnership Act is a"stand alone" act, "de-linked" from both the
original general partnership act ("UPA") and the Revised Uniform Partnership Act
("RUPA"). To be able to stand alone, the Limited Partnership incorporates many
provisions from RUPA and some from the Uniform Limi[ed Liability Company Act
("ULLCA"). As a result, the new Act is far longer and more complex than its immediate
predecessor, the Revised Uniform Limited Partnership Act ("RULPA").'
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and LLLP respectively.70 The uniform acts did not precede state legislation
on this point; they merely reflected the developments in state legislation.71
Unlike the reform of traditional general partnership and limited partnership
law, the proliferation of these new partnership variations took place without
the impetus of a uniform act. For instance, the LLP emerged in Texas in
1991 to provide `peace of mind' insurance for innocent partners. Thereafter,
the LLP spread rapidly from two states in 1992 to all 50 states and the
District of Columbia by 2001.72 In the original Texan conception of the LLP,
general partners in professional firms were allowed to avoid joint and several
malpractice liabilities. As the LLP evolved, most states expanded the scope
of this business form by allowing non-professional firms to use the statute,73
and in some jurisdictions state lawmakers extended the concept to include
limited partnerships (LLLPs).7` In addition, most states expanded the original
shield of limited liability protection beyond malpractice or other torts oftheir
fellow partners to include all liabilities of the firm, whether based on tort,
contract or other basis.75

The advent of the LLC evinces a similar development. Because the
Uniform Limited Liability Company Act (1995) (ULLCA) has only been
promulgated after most states had developed their own statutes, iJLLCA has
not played a crucial role in the evolution of the LLC in most states.
Nevertheless, ULLCA has been drafted in response to concerns that diversity
in LLC statutes might cause serious problems, especially for interstate

70 See RUPA (1997) ~306 stating that except as provided in subsections ( b) and (c) - the
LLP provisions - all partners in a partnership are liable jointly and severally. Re-RULPA
permits LLLP election. However, the LLLP is not the default limited partnership.
Cf. Miller (1995: 867) (arguing that NCCUSL generally considers only legislation on
subjects or in areas where experience of early experimentation in the various states is
lazgely available).
See, e.g., Hamilton (2001: 1056-1058).
For instance, the intention of the original Texas LLP was to protect law and accounting
firms against a limited list of torts. Although an earlier bill limited the LLP form to
`professional' partnerships, the Texas legislature responded to the criticism it received and
extended the liability protection to all possible partnerships. See, e.g. Hamilton (1995:
1075-1077) (explaining that the Delaware and Texas LLP statutes initially required a
minimum amount of liability insurance for the protection of parties with negligence or
malpractice claims against the firm). To date, only a few states are restrictive in allowing
only professional partnerships to be LLPs. See Bromberg and Ribstein ( 1998: 4 and 243).
One should take note of the fact that even though LLP statutes authorize professional firms
to organize as LLPs, ethical rules and opinions promulgated by professional organizations
may prohibit professionals from adopting such business forms. See Bromberg and Ribstein
(1998: 243).
See, e.g., Callison (2001b: 953).
See, e.g., Bromberg and Ribstein (1998: 12-15); Callison ( 2001a: ?~30A.03); Hamilton
(1995).
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LLCs.76 NCCUSL apparently believes that individual states will ultimately
repeal the existing statutes in favour of the unifotm act. It is of course
doubtful whether ULLCA will be a success story, for state legislattu~es are
understandably reluctant to overhaul their relatively new statutes.n

In 1977, the first modern LLC statute was promulgated in Wyoming at
the behest of lawyers and accountants acting as a lobby group for an oil
company wishing to combine limited liability and pass-through tax
treatment.78 Before the Internal Revenue Services (IRS) generally secured
the favourable partnership taxation for this new business form, Florida was
the only other state that enacted LLC legislation, which it did in 1982 so as
to attract foreign investors, particularly from South and Central America.
However, the uncertainties with respect to the tax treatment of the new
business form severely hampered the rush to conduct business under this
new statute, and consequently did not lead to the expected upsurge of
economic activity in Florida.79

As late as 1988, the IRS clarified the tax treatment of the LLC by issuing
a ruling stating that the eligibility for partnership tax treatment is conditional
upon the business form's corporate features.~ If the LLC lacked two of the
four corporate characteristics considered by the IRS to be crucial (continuity

76 Before the promulgation of ULLCA, a committee of the American Bar Association
proposed a Prototype Limited Liability Company Act in 1992 (PLLCA). Although this
`model act' is open to variations by state legislatures, its concepts have been incorporated
in many state statutes. See Hamilton (1996: 133-134). See also Ribstein and Kobayashi
(1995) (providing a substantive analysis of ULLCA and PLLCA).
In 2000, only seven jurisdictions, which do not play a major role in the development of
business organization laws, adopted ULLCA: Alabama, Hawaii, Montana, South Carolina,
South Dakota, Vermont and West Virginia.
In 1975, lawyers and accountants advising Hamilton Brothers Oil Company devised the
`limited liability company', resembling the Panamanian limitadas. After a failed
legislative effort in Alaska, they lobbied successfully for enactment of the LLC statute in
Wyoming. In 1980 only, the IRS issued a favourable private letter ruling to Hamilton
Brothers Oil Company regarding its Wyoming LLC structure. See Hamilton (2001: ]059-
1060 (footnotes omitted)) ('[t]he decision to seek legislation first in the state of Alaska and
later in Wyoming was obviously not a random choice. Alaska and Wyoming are similar in
some respects. Both are among the least populated of the states. In Wyoming, the
population of its lazgest city is just under 54,000, and the population of the entire state is
under 500,000. Both Alaska and Wyoming are large, mountainous states with significant
natural gas and petroleum production and reserves. The Wyoming state legislature is
smaller than the Texas legislature. Its House of Representatives has 60 members and its
Senate 30 members. Members of the legislature could see no downside and a significant
potential up-side to the LLC proposal because it would tend to encourage oil and gas
development in the state.' ).
See Goforth (1995: 1201-1202); Keatinge et al. (1992: 383-384). One year after the
enactment, only two LLCs had been formed in Florida. See Goforth (1995: 1221-1222).
See Revenue Ruling 88-76, 1988-2 C.B. 360.
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of life, centralization of management, limited liability and free transferability
of interests), then the Treasury regulations would treat the LLC as a
partnership for tax purposes.g' After this ruling, other states jumped on the
LLC bandwagon, slowly and hesitantly at first. After 1990, LLC legislation
swept rapidly through the United States, largely because of competitive
pressures and domestic interest groups, especially legal practitioners who
expected additional clients and work from the LLC.aZ LLC provisions have
been adopted in all 51 US jurisdictions. The emergence of the LLC
improved the menu of business forms in several ways, for example, by
bundling together limited liability, a flexible governance structure and
preferential tax treatment. LLCs also require less ongoing paperwork than
corporations. The LLC provides an almost total shield against personal
liability without cumbersome formation and capital maintenance rules. As
for the consideration for the payment of shares, most LLC statutes provide
that contributions may be made to the firm in many different forms, such as
`tangible or intangible property or other benefits to the firm, including
money, promissory notes, services performed, or other agreements to
contribute cash or property, or contracts for services to be performed'.a3
These statutes provide extreme flexibility with respect to internal
organization. Although a legal entity, an LLC is best viewed as a contract
between the members of the firm. The operating agreement even overrides
the articles of organization in the even of a conflict. A great majority of LLC
statutes provide for decentralized management directly by the members,
unless otherwise provided. Predictably, the LLC will be the choíce of
business form for closely held firms, thereby creating a new network.aa

81 The test for determining entity classification was set out in section 301.7701-2 of the
Treasury regulations, known as the `Kintner regulations'. See chapter 2 footnote 30. These
regulations had a profound influence on the development of the early LLC statutes. See
Humphreys (1998: ?? 1.03) (`[aJ so-called `bulletproof statute was designed so that the
entity would be treated as a partnership for federal income tax purposes under the Prior
Regulations. Such a statute allows little choice for the practitioner. The LLC must be
formed in a particular fashion with particular rights and obligations for its members.').
Again, it appears that inefficient federal rules rather than regulatory competition caused
the flaws in LLC legislation. Cf. Callison (2001b: 980) (arguing that federal income tax
law and state business organization law influence one another).
See Bratton and McCahery (1997); Goforth (1995); Hamill (1989); (1996); (1998); Macey
(1995); Stover and Hamill (1999).
See ULLCA ~401.
Even though state legislatures recognized the inappropriateness of general corporation
laws for closely held firms and, as a result, started to offer separate, specialized legislation
to meet their needs, closely held firms generally failed to incorporate under this special
legislation. In contrast, the LLC is becoming very attractive in the United States - despite
the existence of older business forms that have created large 1'eaming and network effects
over the years. From an increasing returns perspective, this might be explained by the fact
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Nevertheless, in the light of the cumulative success of partnership reforms in
recent years, states today are continuing to experiment and to develop new
forms, a number of which are likely to emerge shortly.85

4. THE EUROPEAN UNION

4.1 United Kingdom

As noted in chapter 4,86 the ECJ's recent decisions in Centros and
Uberseering could very well encourage the development of competitive
lawmaking for entrepreneurs, SMEs, and other newly incorporating firms
within the European Union. As we will discuss in the next chapter, the
United Kingdom may stand to benefit from meeting the needs of businesses
by supplying them with a full range of business forms that can create value.ó7
First, this section focuses on the factors that led the United Kingdom to enact
a separate LLP statute into English law. The section will finish by discussing
other initiatives to reform business organization laws.

For many years, European policymakers have been concerned with
introducing new organizational forms intended to provide cost advantages
for entrepreneurs and small firms. The existing empirical evidence reveals
that few jurisdictions have rushed to supply flexible business forms that offer
cost-saving advantages for closely held firms. In this context, we have
recently witnessed a new UK initiative from the Department of Trade and
Industry (DTI) that involves the establishment of new partnership
arrangements that may entail economic benefits for individual firms.gg
Prompted by competition from offshore LLP statutes, particularly that of

that the LLC will most likely become the choice of business form for closely held firms.
Given the expected leaming and network benefits, closely held 6rms are eventually much
better off when they choose the LLC.
See Vestal (2001: 1019) ( `[m]ore new forms of life are on the horizon: limited liability
sole proprietorships and single member limited liability companies are being developed.
Additionally, discussions about wiping out all the different forms of Hrm life and creating
a single form in theír place are under way'). For a discussion about the single form, see
chapter 6 footnote 112 and accompanying text.
See chapter 4 footnote 149 and accompanying text.
See chapter 6 footnotes 70-73 and accompanying text.
See Freedman (2001: 898) (noting that LLP proposals, consultation, and implementation
were conducted by the DTI on a'fast track', separate of other law reform exercises). See
also Finch and Freedman (2002: 476) ( noting the the LLP 'was introduced in response to
pressures from large professional firms and was "fast-tracked" by two administrations
keen to be seen to respond to perceived business needs.').
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Jersey,B9 UK lawmakers recently promulgated a Limited Liability
Partnership Act~ The legislation introduces a vehicle that has legal
personality, a partnership governance structure, limited liability, and
partnership tax treatment.91 In drafting this legislation, DTI responded to the
pent-up demand from existing partnerships wishing to transfer to LLP
status.92 Although the LLP act was initially drafted to address the
professional liability concerns of large accounting and other service
providers in England, the statutory provisions, as enacted, cover all types of
businesses.93

Yet even if this vehicle represents a new policy direction in partnership
law, it cannot be viewed as creating a successful, low-cost solution for SMEs
- notwithstanding the flexibility and access to lower cost rules afforded by
the introduction of the Act.94 Among other considerations, firms that opt into
the LLP form aze required to comply with many of the provisions of Part VII
of the Companies Act concerning the preparation of audits and publication
of accounts; some provisions of the Companies Act relating to the
registration of chazges, the delivery of accounts, and the investigation of
companies and their affairs; and some provisions of the Insolvency Act
relating to voluntary agreements, administrative orders, and the winding-up
of the business95 As a consequence, with respect to some operating

89 Limited Liability (lersey) Law, 1996. Motivated by liability and tax considerations, British
accountants (in particulaz Ernst 8c Young and Price Waterhouse) provided a wholly crafted
statute to the lersey legislature, a largely passive and accessible body that decided to enact
the statute. Cf. supra footnote 78 (explaining the importance of highly accessible
legislatures for interest groups in the United States). In speedily adopting the LLP, Jersey
signalled its commitment to a comprehensive set of business forms for foreign
organizations. However, high switching costs and doubts about the prospective benefits of
incorporating as a Jersey LLP may explain Jersey's failure to capture a share of the UK
partnership market. See Freedman and Finch (1997: 414-415) (enumerating potentially
serious problems for 6rms intending to move to Jersey); Freedman (2001: 905-908). See
also Morris and Stevenson (1997); Payne (2000: 134).
The Limited Liability Partnerships Act 2000, The Limited Liability Partnerships
Regulations 2001, and Limited Liability Partnerships (Fees) (No. 2) Regulations 2001
came into force on April 6, 2001.
The Limited Liability Partnership Act Z000 and the Finance Act 2001 provide that LLPs
are classified as partnerships for tax purposes.
In its draft Regulatory Impact Assessment, the DTI made a'tentative estimate' that around
60,000 regulated firms might eventually become LLPs.
See Young (2000: 257).
See Freedman (2001).
I[ is important to note that the linkage to [he company law regime relating to creditor
protection is the trade-off for gaining access to limited liability. See Limited Liability
Partnership Regulations 2001, SI 2001I1090. See also Jones (2001: 12) (arguing that
defenders of the LLP regime have justified the decision to bring the LLP within the
existing Companies Act and [nsolvency Act as the price of achieving limited liability).
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formalities, the LLP resembles a corporation. In other respects, and chiefly
its decision-making rules, the LLP resembles a partnership. Yet the new LLP
makes it very costly for entrepreneurs and small firms in general to structure
their relationships through this type of business fotm. Even though the LLP
gives its internal participants limited liability, the disadvantages of the flimsy
statute, which requires firms to comply with corporate default rules,
outweigh the practical benefits of the legal form.~ Hence, unlike its US
namesake, the UK LLP is not a general partnership with límited liability. On
the contrary, like the US LLC, the UK LLP is a hybrid between a partnership
and a corporation. Both business forms are intended to allow firms to obtain
the benefits of limited liability while retaining the tax treatment of a
parmership.97 However, they are superficially more similar to a corporation,
in that many provisions of the statutes draw directly from the corporate
model.9a

In short, the United Kingdom has responded to the demands of a
particular class of firms (i.e., multinational professional service firms) that
possess the resources and capacity to draft a comprehensive operational
agreement that meets their special requirements. The outcome is that, while
the UK LLP extends limited liability to all types of firms, the effect of high
transaction costs wil] arguably limit its suitability for most SMEs. While
there were significant, unanticipated drawbacks during the pioneering stage
of the LLP statutes,99 the statutory framework may eventually evolve into a

96 See Comment Company Lawyer (2000: 96) (questioning whether LLPs should be viewed
as corporations or partnerships).
The LLP Act was designed princípally to help accountants escape personal liability.
Unlike the first LLP statutes in the United States, the English legislation provides a full
shield of limited liability.
The ULLCA draws many provisions from RUPA. However, many state statutes adopt a
more corporate approach. See supra footnote 47; Hamilton (2000: 25). As for the UK
LLP, it is likely that where there is no agreement and the Regula[ions do not help, the
default position is corporation law. This is reflected in section 1(5) of the LLPs Act 2000,
which states that, except as far as otherwise provided by this Act or any other enactment,
the law relating to partnerships dces not apply to a limited liabiliry partnership. See
Comment Company Lawyer (2000: 96) (noting that the international tax treatment of an
LLP by non-UK countries may not be transparent, because an LLP is not actually a
partnership at all but rather a body corporate); Freedman (2001: 899) (azguing that `LLP'
is a misnomer for the UK legal form, which is closer to a corporation).
The LLP lawmaking process has involved many of the pressures and barriers described in
chapters 3 and 4. The final result could be viewed as a compromise between the
preferences of powerful interest groups, lawmakers and political actors, who had to act
fast under pressure from the threat of regulatory competition. See also Freedman (2001:
905-908) (`[d]espite the reservations of the House of Commons Committee, the legislation
was dealt with by the Department of Trade and Industry and not put onto the wider
business law reform agenda, which would have delayed implementation beyond what
would have been acceptable to the professions.').
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more efficient regime. Assuming that a large number of firms convert to the
LLP form, the increasing use of the law should lead to the creation of more
beneficial statutory terms. If the LLP proves inflexible and ill-suited to
satisfy all the needs of small and medium-sized firms, lawmakers might - in
light of the government's policy to provide the most competitive legal forms
possible for commercial businesses seeking limited liability - eventually
take steps to adopt new legislation targeted to the needs of the class of firms
effectively barred from switching to the LLP form.'~ However, while the
prospects for new legislation depend on the success of the lobbying efforts
of organized interest groups in combination with the threat of external
competition, in the absence of a revenue-based incentive, it is far from clear
whether lawmakers will overhaul the LLP for the benefit of unorganized
small fums.

The LLP dces not form part of two other law reform initiatives, which
aim to provide the most competitive closely held business forms possible.'o'
First, the DTI's Company Law Review Steering Group addressed
amendments to the private company so as to meet the needs of small and
closely held businesses. Although the LIK private company is widely
considered as being flexible, allowing business participants to tinker with the
provisions of the Companies Act 1985, practitioners and owners of small
businesses have often felt the cumbersome nature of the Companies Act

'~ See Freedman (2001: 915) (`[t]hose now arguing that LLPs are suitable for small
businesses may bring pressure to bear for modifications and improvements of the LLP so
that they become the vehicle of choice for small firms in [he future.'). Despite i[s complex
and cumbersome quality, the earliest empirical evidence on registrations of LLPs,
compiled by lordans, shows that, in fact, SMEs are most attracted to this new limited
liability vehicle. Astonishingly, more than 75010 of the 600 or so LLPs registered since 6
April 2001 have been drawn from the wider business community. See News Digest (2001:
317). Allegedly, SMEs are attracted to the LLP, as this form has important advantages
over other business forms, such as the private company and the general partnership. For
instance, by forming an LLP a firm avoids paraphernalia associated with companies, while
obtaining credibility. Moreover, the LLP might be viewed as a focal point around which a
new network will arise. Cf. Freedman (2001: 907-908). That professional firms are
lagging behind other business firms could partly be explained by the reluctance of
professionals to disclose their financial details. See Freedman (2001: 903); Peel and
Eaglesham (2002). Nevertheless, the publication of the Statement of Recornmended
Practice for Accounting for LLPs is expected to increase the interest in the LLP even
more. As at 8 July 2002, 2580 LLPs had been registered in England and Wales.

'o' See DTI (1999: 58) (`[o]ur approach is that there is a clear case providing the most
competitive legal form possible for the typical small commercial business seeking limited
liability and transferable shazes. It is that case that we are addressing here. Other forms are
available including the unincorporated partnership with unlimited liability.').
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regime.'oZ Based on the `think small first' principle,'o' the Steering Group
recommended a simplification of internal procedures, in the fields of
decision-making procedures, corporate governance, and filing and disclosure
regulations.'~ It did not feel the need to create a new corporate vehicle for
small firms, as the `Limited Liability Partnership Act 2000' has made
available a new vehicle which may be especially beneficial for businesses
that seek limited liability while preserving the less formal internal
governance and decision-taking arrangements familiar to many owner-
managed businesses.~os

Another reform initiative is the Law Commission's review of partnership
law.'~ Inspired by the partnership reform process in the United States, the
Law Commissioner for England and Wales and the Scottish Law
Commission have begun to undertake fundamental revisions to traditional
partnership law, which should lead to the design of an improved and stable
unlimited liability vehicle for modern businesses. Particular reference is
made to independent legal personality, continuity of business irrespective of
changes of ownership, and a model partnership agreement.'~ Since recent
empirical research in the United Kingdom suggests that many businesses
have been incorporated for reasons other than limited liability,'~ partnership
law reform is important to establish an e~cient menu of business forms,
which will provide an adequate choice of legal vehicles for fu-ms at all
levels. In this view, general partnerships focus on small business firms that
may find the private company and LLP unduly burdensome.

'oZ See DTI (2001: 24) (`[i]n brief, company law fails small companies in two key respects -
it imposes excessive regulation and it is not transparent. The consequence of both is often
the same - routine non-compliance through regulatory fatigue or simple confusion.').

'03 The `think small first' principle means that the Companies Act should focus first on the
needs of small firms rather than public corporations, which require greater transparency
due to the dispersed ownership structure. In other words, the default rules should be
tailored to the needs of small firms rather than requiring these firms to opt out of
suboptimal provisions. See DTI (2000a: 221).

'~ For an overview of the recommendations, see DTI (2001: 24-25). See also Sheikh (2001a).
ios See DTI (2001: 25). Cf. Freedman (2001: 901) (noting that the Steering Group's statement

may be seen as something of a throwaway remark to distract critics who had hoped for
new corporate struc[ures).

'~ On 24 November 1997, the DTI requested the Law Commission and the Scottish Law
Commission to undertake jointly a review of partnership law. The terms of reference were:
To carry out a review of parmership law, with particular reference to independent legal
personality; continuity of business irrespective of changes of ownership; simplification of
solvent dissolution; a model partnership agreement; and to make recommendations. The
review is to be conducted under the present law ofpartnership, namely the Partnership Act
1890 and the Limited Partnerships Act 1907. For the relationship between DTI and the
Law Commission, see Freedman (1995).

'~ See Deards (2001).
'og See Hicks et al. (1995); Freedman (1994).
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Since the modernization of business organization laws is apparently
focused on increasing the competitiveness of indigenous businesses, and the
current business forms, including the LLP, appeaz to be able to retain and
even attract out-of-state businesses, there seems to be no need for the
legislature to undertake a new LLP initiative. The complacent attitude will
almost certain change if other jurisdictions develop business structures to
enhance their attractiveness as a location in which to do business. The fact
that there is a strong case for the review of the Limited Partnerships Act
1907, which did not prove very popular in business practice until the mid-
1980s, exemplifies the British legislature's concern with maintaining its
competitive position.109 Since venture capital investment funds were allowed
to use limited partnerships in the United Kingdom in 1987, this business
form has enjoyed an upsurge of popularity in the venture capital industry,
becoming the standard structure used by European venture capitalists."o
However, the UK's position is under threat of losing its prominent position
to other jurisdictions that have introduced or planned to design modern
legislation on limited partnerships."' It might be argued that the LLP could
be a useful vehicle for venture capital funding.12 Yet, as the UK legislature
and US lawmakers rightly acknowledge, sophisticated, manager-entrenched
investment funds are beyond the scope of the LLP.13 The threat of
competition in combination with the lobbying efforts of venture capitalists
and sophisticated investors will azguably make UK limited partnership law
more suitable for venture capital investment."' Consequently, limited
partnership law reform fits the government's objective of creating modern
business forms supporting a competitive economy perfectly.15

109 See Law Commission ( 2001: 5-6) (referring to the Myners (2001) report).
"o See Law Commission ( 2001: 2). See also chapter 2 footnote 12 and accompanying text.
"' Zhe loint Consultation Paper on the Limited Partnerships Act 1907 alludes to Bermuda,

the Cayman Islands, Delaware, Guemsey, Ireland, and lersey.
12 See lones (2001: 12).
13 See Law Commission (2001: 4). Cf. NCCUSL (2001: Prefatory Note).
"4 In this respect, the chairmen of the Law Commissions agree that `The limited partnership

is a very important vehicle in certain specialized fields, such as venture capital and
property development. It has flourished despite the obvious imperfections of the 1907 Act.
There is now strong pressure from those operating in this specialized field for
improvements to enable the law in the United Kingdom to continue to compete effectively
with foreign jurisdictions, such as Delaware and the Channel Islands, which have recently
overhauled their limited partnership statutes.' See Law Reform, News from the Law
Commissions, Limited Partnerships Act 1907 Consultation.

1's See chapter 8 footnotes 265-276 and accompanying text.
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4.2 Germany

New developments in Europe are not only restricted to Commonwealth
jurisdictions. Albeit bereft of competitive pressures, the German legislature
has made several amendments to its traditional partnership forms through the
revision of the Commercial Law in 1998.16 For instance, the German
legislature followed the recommendation of the Commission of the European
Communities that member states should introduce the continuity of
partnerships into their national laws."' In this view, the unsophisticated
entrepreneurs should not be victimized by inefficient fall-back provisions
that oblige them to dissolve their business (e.g., in the event of the
unforeseen death of any partner).' `a In all likelihood, continuity of the
business is the appropriate default rule. It may well reduce transaction costs,
because most partners will be spared the need to reach a private agreement
on this issue. In economic terms, the principle of continuity is closer to the
bargain the parties would have reached themselves if transaction costs were
zero.19

The revision of the Commercial Code dces not benefit partnerships
generally, however.'ZO It only applies to the commercial partnerships formed
and registered for commercial purposes, such as the general partnership and
the limited partnership.'Z' The law concerning the civil partnership,'ZZ which
dces not have commercial objects (e.g., agriculture, forestry, educational and
professional activities), dces not recognize the continuity of the partnership
as a legal principle. The death or bankruptcy of any partner causes the
dissolution of a German civil partnership when nothing to the contrary has
been agreed.

16 The German legislature has reformed several provisions of partnership law as part of the
Nandelsrechtsreformgesetzes in 1998. See Gustavus (1998); Ktigel (1997); Krebs (1996);
Schmidt (1998).

"' See European Commission (1994b).
18 See ~131(3) German Commercial Code (Handelsgesetzbuch (HGB)).
19 See Ribstein and Bromberg (1999: ~ 1.02) (noting that statutory provisions on continuity

are particularly useful, because at the time of formation the parties may underestimate the
possibility of negotiating an optimal solution for the problems conceming break-up). See
chapter 8 for an economic analysis of this issue.

uo See ~ 131(3) German Commercial Code (Handelsgesetzbuch (HGB)).
'21 Business participants who want to form a partnership for the purpose of conducting a trade

or business regulated by the commercial code must register as either a general partnership
(offene Handelsgesellschaft (oHG)) or a limited partnership (Kommanditgese[lschaft
(KG)), which are governed by the second book of the German Commercial Code.

~zz The German civil partnership (Gesellschaft des burglichen Rechts (GbR)) is govemed by
~~705 and further of the German Civil Code (Burgerliches Geserzbuch (BGB)). The rules
laid down in the civil code also apply to commercial partnerships to the extent that the
Commercial Code is silent.
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While there is no distinction between civil and commercial law in
Commonwealth countries, the principle has been deeply rooted in
continental European jurisdictions.'Z' In partnership law, it entails that
professional service firms are prohibited in principle from using a
commercial partnership. While the distinction may be explained by history
rather than by compelling logic, there are nevertheless several important
consequences attached to the commercial qualification of a partnership.'Z'
Most importantly, commercial partnerships are generally characterized as
legal entities either by code or by judicial usage. Typically, entity status can
be acquired officially by registration.'u But even when legal personality is
not explicitly conferred to commercial partnerships, which is the case in
Germany, there is a preponderance of entity-based features:126 the partnership
has its own rights and obligations; the partnership may sue and be sued in its
own name; and the partnership can hold title to property.

Yet the difference between civil and commercial partnerships is
gradually diminishing over time. Commercial law reform in Germany has
broadened the scope of general and limited partnerships to busínesses not
explicitly regulated by the commercial code.'Z' The only prerequisite is that
the partnership must be entered in the commercial register. Moreover, case
law and commentary increasingly attribute entity features to the `external'
civil partnership, which enters into legal relationships with third parties.128 In

'23 See supra footnotes 3-4 and accompanying text.
'z4 See Kessler and Schiffers (1999).
'u See Dorresteijn et al. (1995: 13-17).
'26 See ~ 124 German Commercial Code (Handelsgesetzbuch (HGB)). See also chapter 3

footnote 77 and accompanying text.
'Z' See ~ 105(2) German Commercial Code (Handelsgesetzbuch (HGB)). See also Schmidt

(1998: 62).
'ZB A variety of commentators have attributed legal personality to the so-called extemal civil

partnerships. See Gummert (1995); Mttller (1999). In continental European jurisdiction,
[he civil paztnership may appeaz in two forms. The intemal civil partnership is nothing
more than a contract between members. A partner may deal with third parties for the
common account of the members, but in his own name. The external civil paztnership, on
the other hand, enters into legal relationships with third parties. See Heenen (1975: 18).
Another internal association is the participation association, which `is nothing more than a
simple contract between the parties: it does not have any legal effects on third parties'. See
Heenen (1975: 182). Special legal provisions regulate the participation association. For
instance, ~~230-236 of the German Commercial Code govern the Stille Gesellschaft. See
Heenen (1975: 183) (`[i]n Germany, one chooses this form of business association in order
to avoid any liability to third parties or to hide the presence of the participator or to
conceal the fact that the business member needs outside funds.').
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fact, it might be argued that the German legislature has more or less
confirmed the entity status of the civil partnership.129

Despite the improvement, the question of whether the civil partnership
may sue and be sued in its own name is still open to dispute.'~ Furthermore,
despite the efforts to attribute entity features to partnerships, creditors
generally rnaintain their right to enforce their claim against the partnets
individually. Partly because of the acceleration of malpractice claims,
professionals organized as civil partnerships had to find another way to
structure their business with some kind of limited liability protection. In
order to meet their special needs, the German legislature promulgated a
professional limited liability partnership (Partnerschaftgesellschaft) in 1995
and made considerable improvements to this new partnership-type form in
1998.13` The German limited liability partnership offers the benefits of the
ability of the partnership to sue and be sued in its own name and adopts
techniques for the limitations of liabilities azising from contractual and tort
claims against the partnership.132 For instance, partners not directly involved
in a specific activity in which professional errors are committed are not
personally liable for debts and obligations azising from these errors.133

In response to British legislative initiatives, German academics do
recommend that domestic lawmakers become more involved in responsive
(i.e., competitive) lawmaking. Corresponding pressures have not sufficiently
emerged in practice to warrant German legislative attention to the

'Z9 See ~~ 190-191 German Business Transformation Act (Umwandlungsgesetz (UmwG)),
state that a fully fledged legal entity can be transformed into a civil partnership. See Raiser
(1994: 511).

'~ See Gummert (1995); Schmidt (1997: 1805-1818).
13' Initially, the Partnerschaftgesellschaft, which is regulated by the Gesetz uber

Partnerschaftsgesellschaften Angeh~riger Freier Beruje (PartGG), was not very popular.
See B~rwaldt (1999). Indeed, at the time of enactment, case law also paved the way for
professionals to incorporate. See BGH NJW I994. 786 and BayObLG NJW 1995, 199, and
generally Sommer (1995). Recently, the German legislature acknowledged professional
corporations such as the Anwalts-GmbH. See Knigge (1998); RtSmermann (1999a);
(1999b). Professionals have the choice of either selecting the Partnerschaftgesellschaftor
incorporating. Since both procedures appear to be costly and cumbersome to individuals
(for instance, the Partnerschaftgesellschaft statute is linked awkwardly to both [he civil
and commercial partnership rules (see B~rwaldt (1999)), they had often attempted to limit
their liability by publicly limiting the authority to act for the partnership and adding
`limited liability' (mit beschriinkter Haftung, mbf~, to the civil partnership's name. This
attempt to introduce limited liability into the partnership form was rejected by the German
Supreme Court (BGH v. 27.9.1999-11 ZR 371198). The Court stated that a partnership's
liability could not be limited by either a name extension or other indication. See Petersen
and Rothenfut~er (2000a); (2000b). Cf. Gummert (1995).

'32 See Seibert (1995).
'33 See ~8(2) Gesetz uber Partnerschaftsgesellschaften Angehóriger FreierBerufe (PartGG).



128 Chapter S

competitive pressures highlighted in the academic debate.'~ Nevertheless,
Germany's popular commercial partnership-type business form, the GmbH
á Co KG,13s which has already created considerable learning and network
effects in Gertnany,'~ has the potential to increase Germany's share of the
European venture capital industry. Furthermore, the limited partnerships
with shares (Kommanditgesellschaft auf Aktien (KGaA)), in which the
general partners have exclusive management control and the limited partners
may transfer their shares freely, appears to respond to the pent-up demand
for more easily tradable private equity investments.137 As interest in venture
capital funds already change hands increasingly in the secondary market, the
conversion to a combination of a limited partnership and public corporation,
which offers ready access to liquidity and market price, could be a viable
alternative. In order to be competitive, legal and fiscal complications
regarding these hybrid business forms should be minimized. Although
Germany has recently created laws and regulations clarifying the position of
these vehicles,138 more needs to be done to make them the standard structure
for European venture capital funds. For instance, consideration should be
given to codifying `safe harbour' provisions that state to what extent a
limited partner may participate in the control of the firm so as to improve
certainty and accessibility to foreign investors.19 The law should also be
more generous in liability protection for a limited partner, if the forrnation of
the limited partnership or the admission of the limited partner have not been
filed in the commercial register.'~

134 See chapter 6 footnote 76 and accompanying text.
'3s See Meyer (2002: 182). However, see supra footnote 40, which mentions the German law

which came into force on 9 March 2000 as a result of the extension of the Fourth and
Seventh Directives, subjecting this vehicle to the disclosure and audit requirements of
corporations, and thereby damaging its popularity.

'~ Cf. Weitnauer (2001).
137 This hybrid form was used frequently in the period when corporations existed by virtue of

a concession by the government. Currently, the KGaA is viewed as an intermediate
business form between the close corporation and public corporation. See Meyer (2002:
186-187).

138 For example, the enactment of the conversion code (Umwandlungsgesetz) in 1994
simplified [he procedure of converting from a GmbH or GmbH Bc Co KG to a GmbH 8c Co
KGaA. See Halasz et al. (2002). The popularity of the KGaA may íncrease with the
recognition of the German Supreme Court in 1997 (BGH v. 24.2.1997 -[I ZB l 1196,
BGHZ 134, 302) that a corporation could be the sole partner in a 1}mited partnership with
shares.

'39 Cf. Miller (1997) (arguing that in joint venture structures, the importance of flexibility in
fashioning remedies in close corporations must be balanced against the competing needs
for certainty, predictability and accountability in the administration of the law).

'~ The ~176(1) German Commercial Code (Handelsgesetzbuch (HGB)) states that a limi[ed
partner who agreed with the commencement of the business is unlimitedly liable for the
limited partnerships' debts and obligations incurred before the registration of the
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4.3 The Netherlands

The Netherlands is widely renowned for its business environment. The
possibility for multinational corporations to negotiate corporate tax breaks
with Dutch tax officials has made the Netherlands one of the most
competitive economies in Europe.'a' Given the competitive advantage due to
the discretionary tax regime, it is argued that Dutch policymakers should
encourage further competition by introducing cost-saving business forms to
foster the development of SMEs.142 Recent studies conducted by the Dutch
government and commercial organizations have identified structural barriers
to the economic growth of these firms.143 For the Netherlands to reach its full
potential, it should give priority to establishing a strong corporate
governance regime for publicly held corporations.'aa The relationship
between the organizational structure and firm performance suggests that the
legal framework of closely held business forms must also play a central role
in the development of a robust economy in the Netherlands. Surprisingly,
only a few projects intended to rethink the legal framework that regulates
these business forms have been initiated.'as

partnership in the commercial regis[er. ~176(2) provides Ihat a new limited partner is
unlimitedly liable for debts and obligations incurred after his admission and before the
amendment to the registration. For an explanation of ~ 176, see Schmidt (2002). A more
generous provision, which is arguably necessary in order to attract foreign investors, could
be found in the RULPA (1976) with the 1985 Amendments ~303. This article gives an
intended limited partner explicit protection from general partner liability if he erroneously
believed he was a limited partner and did not give a third party any reasons to believe - in
good faith - that he was actually a general partner at the time of a transaction. Re-RULPA
tt303 provides that a limited partner is not personally liable, even if the limited partner
participates in the management and control of the limited partnership.

'a' See Economist (2002c: 8). See also Bratton and McCahery (2001: 701) (arguing that the
Netherlands gained a reputation as the 'Delaware of Europe' due to its fiscal approach). In
the early 1970s, the flexible corporation law in the Netherlands - untouched by the
European harmonization Directives - had the potential to contribute to the attractiveness
of the business environment in the Netherlands. See Raaijmakers (2002: 692).

ia2 As in other OECD countries, SMEs play a pivotal role in the Netherlands. See OECD
(2000: 156-159). See also Economist (2002c: 8) (`the heart of the Dutch economy lies in
smaller businesses in such industries as food-processing, petrochemicals, engineering and
software. Agriculture remains surprisingly strong for such a small country.').

'a3 See, e.g., Alebeek er al. (1997).
'a' Indeed, a weak corporate govemance regime hinders innovation. See Alebeek e[ al.

(1997).
ias See, e.g., Centre for Law and Business (1999: 10 and 48).
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In 1998, a consultation paper on partnership law reform which addressed
three so-called bottlenecks in partnership law was published.'a~ It began the
question of whether a partnership should be viewed as an entity or a
contractual relationship. Next, particular reference was made to the limited
partnership with shares. Finally, the problem of personal liability for
partnerships' obligations, especially those of professionals that use to
organize as civil partnerships, was posed.

As for the entity-aggregate issue, Dutch lawmakers appear to struggle
with legal-doctrinal beliefs and interest group influence (i.e., the lawyers
who specialize in business formation - the notaries). The result is that legal
entity status requires an agreement that has been put before a notary public
and lodged with the Dutch Chamber of Commerce, thereby preserving the
option of a partnership without legal personality. Adventitiously, confusion
about the tax treatment of partnership entities could be avoided since
business participants ascertain the benefits of pass-through taxation by
opting for a partnership without legal personality.'a'

Despite this discussion paper, the limited partnership with shares
remained an under-researched theme. Here, lawmakers tend to adhere to the
legislature's decision in 1975 to prohibit limited partnerships with a share
capital. In this view, the limited partnership with shares should not be
reintroduced because the EU company law directives, which are applicable
to this hybrid vehicle,'aa would require elaborate and complex legislation.149
By blocking this initiative without further analysis, the Dutch law reformers
fails to consider that in a changing business environment, there might be a
market for this business form. The Dutch lawmaking elite, which drafts and
revises essentially all new legislation, embraces the traditional view that law
is an autonomous discipline and therefore tends to ignore transaction costs
arguments, thereby locking business organization law into a certain
evolutionary path.

Despite this inertia, Dutch lawmakers are prepared to dispose of the
obsolete distinction between civil and commercial partnerships. The Dutch
legislature had abolished the distinction between civil and commercial law

'ab See Maeijer ( 1998). In the Netherlands, the legislature decided to take up partnership law
reform in 1998, after silence reigned for more than 25 years. As early as 1972, Van der
Grinten drafted a new partnership law statute. See Raaijmakers ( 1999).

'a' See Essers (2002) ( arguing that many tax issues could be resolved by pursuing equality of
tax treatment, independent of the business form); Van Kempen ( 1999) (proposing
principles for a tax system that entails greater fiscal neutrality regarding legal business
forms). Cf. chapter 2 footnotes 28-34 and accompanying text.

'a~ See Edwards (1999: 17-19).
ia9 See Maeijer ( 1998) (`the aforementioned directive concems: the obligation to publish

annual report and accounts and other information, the legal validity of the partnership and
the nullity of the partnership').
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as early 1934, but path dependence factors made this distinction sticky in
partnership law. While the law has traditionally distinguished between
commercial partnerships and civil partnerships,`SO the reform efforts result in
the disappearance of the latter. At first glance, this is understandable. Based
on recent transformations in professional firms, it is submitted that the
distinction between commercial and civil business forms has receded in
importance. Professionals are increasingly driven by commercial concerns.15'
Yet the dissolution of the original distinction between the two forms will
probably not be acclaimed as a legal breakthrough. Traditionally, civil
parmerships subject professionals to a pro rata unlimited liability regime
based on and limited by the number of partners. In the new regime, the
professional partners are jointly and severally liable for wrongful acts and
breaches of trust, as well as for contractual and other obligations,'SZ which, in
turn, urges them to monitor the conduct and wealth of the partners even
more closely.153

Given the legal developments in the United States, the United Kingdom,
and Gertnany, it is only to be expected that the Netherlands will come to the
fore if sufficient pressures emerge to cause incumbent groups to lobby the
legislature for a set of rules that favours their interests. More specifically, an
upsurge of competitive lawmaking combined with the lobbying efforts of
lawyers and other professional interest groups arguably creates the necessary
incentive for the swift introduction of partnership forms that shield off
liability incurred by other partners.154 To date, traditional lawmakers have
refrained from recornmending the introduction of a limited liability
partnership form. This is surprising, since a quick glance at Dutch case law
shows that not only professional firms, but also many other closely held

~so A Dutch general partnership (vennootschap onderfirma (VOF)) and limited partnership
(commanditaire vennootschap (CV)), are traditionally govemed by the Dutch Commercial
Code (Wetboek van Koophandel (WvK)).

`s' See chapter 7 footnote 73 and accompanying text; chapter 8 footnotes 249-264 and
accompanying [ext.

is2 Asked to draft the new partnership legislation, Maeijer argues that the law regarding the
contract for services already implies that partners of a professional service firm are jointly
and severally liable for the firm's debts. See Maeijer (1998). But see Raaijmakers (1999:
31-33) (in contrast to Maeijer).

's3 These transaction costs increase with the size of the firm and the geographical spread of
the locations of professional activity. See Mathewson and Smart (1998: 140).

isa ~e Netherlands already has a polícy (the delay of the code of conduct on business
taxation by the Ecofin Council) and reputation in respect of tax competition. See Bratton
and McCahery (2001). Yet unlike England, the Netherlands dces not seem to have the
drive to use business organization law to facilitate enterptise and enhance its attractiveness
as a location in which to do business. In the next chapter, we will see that such a strategy
could be inefficient, despite the Netherlands' possible competitive advantages. See chapter
6 footnotes 51-55 and accompanying text.
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firms could benefit greatly from a genuine partnership-type limited liability
business form.'ss

4.4 France: Société par Actions Simplifiée (SAS)

The 1994 introduction of the Société par Actions Simplifiée (SAS) and its
subsequent modification in 1999 is an example of responsive lawmaking in a
civil law country.156 In recent years, the competition between states for real
inflows of capital has caused member states to adopt a variety of new
business forms designed to stem the outflow of taxable resources. The
pressure of competition from other member states, which are viewed as
having more suitable closely held business forms, stimulated French
lawmakers to adopt a new organization structure with significant cost
benefits for firms.'S' As conceived, the SAS creates the opportunity for
partners in a joint venture - and for other purposes - to adopt a legal
structure that is truly flexible in the organization and control of the firm.
This vehicle allows parties to choose the finm's decision-making structure
and the contents of its bylaws. The SAS holds out the potential to provide
cost-saving benefits that may attract new `incorporations', allowing France
to compete effectively with Germany, the Netherlands and the United
Kingdom. By making the corporate structure more adaptable to the business
needs of SMEs and allowing its shareholders to be both individuals and legal
entities, the French government would probably have increased the number
of new domestic businesses, and perhaps a small subsection of SMEs.
Regardless of whether business activity increases as a result of the adoption
of the SAS, critics argue that the complexity of the SAS may lead to severe
incomplete contracting, since the statute fails to supply a comprehensive
statutory template that the parties can fall back on when establishing the
distribution and allocation of powers and responsibilities.158 There are a
substantial number of issues that parties cannot contract for themselves ex
ante due to the absence of sufficient legal precedent to write joint venture
agreements.

~ss See Raaijmakers (2000b).
'sb Law no. 94-1 of 3 lanuary 1994 J.O.; Law no. 99-587 of 12 July 1999, J.O., 13 ]uly 1999,

p. 10396, D.S.L. 1999 p. 425, Art. 3. See, e.g., Guyon (1999).
's' See Lazarski and Lagarrigue (2000: ]06-107) (arguing that the French lawmakers

promulgated the SAS in part to compete with Dutch and English business forms, among
others).

'sg In contrast, forcing the majority to contract into clear rules as it reacts to the body of
judicial precedent saves costs overall. See Ayres (1992: 1403); Bratton er al. (1996: 183-
186).
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Furthermore, provisions in the French civil code relating to public
corporations apply to the SAS.159 It is clear that incorporation under the SAS
framework may be costly and problematic. Not only are the general
corporate law provisions complex and onerous, but management must also
take steps to draft bylaws to ensure that general corporate law provisions are
not applicable. It is also clear that the SAS might lead to some uncertainty.
Even if contract parties are willing to accept the challenge of drafting an
agreement for the SAS, transaction costs, information asymmetries and
strategic behaviour could prevent them from bargaining their way to an
optimal agreement. Consequently, even if the SAS can provide more
flexibility for closely held firms, the costs involved in complex legal drafting
to adapt the public corporation framework to the needs of these firms will
discourage them from incorporating under the SAS. If this is the case, the
difficulties in modifying the SAS to benefit small and medium-sized firms
could prove problematic. Indeed, French lawmakers have been slow to
revise the inefficient statutory provisions that have a costly impact on
smaller firms.'~ As with the LIK LLP, government lawmakers are likely to
achieve much more by developing a variety of legal rules that are directly
beneficial to closely held firms. By allowing SMEs to use the SAS
framework without the value of corresponding benefits for these enterprises,
French lawmakers, like their British counterparts, were apparently engaged
in window-dressing activities, thereby demonstrating that they are business-
friendly.1ó'

4.5 Developments at EU level

The preceding discussion of the difficulties in changing national business
organization law regimes to create a framework that meets the needs of
closely held firms leads to a general observation: the linkage of public
corporation law to closely held corporations is likely to be inefficient. States
seldom supply default rules that are optimal for the operation of closely held
firms. This raises the question of whether it is necessary from a cost-benefit
standpoint to propose the adoption of a common set of European rules for
these types of firms.

's9 See Lazarski and Lagarrigue (2000: 108) (noting that Article 1834 of the French civil code
states: 'The provisions of the present chapter apply to all companies, unless otherwise
provided for by law because of their form of object'.). Cf. Omar (2001: 193) (noting that
the overall flexibility of the SAS could be both useful and detrimental to shareholders and
that the use of the SAS is not without risk).

'~ The high awkward capita] requirements prevented firms from organizing under the SAS
statute. As a result, French lawmakers lowered the requirements in 1999. See L,azarski and
Lagarrigue (2000: 106).

16' See chapter 3 footnotes 183-184 and accompanying text.
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While the EU legislature has pursued the harmonization of public
corporations, there has been no real attempt to adopt a series of similar
measures for the benefit of closely held business forms.162 Over the past
decade, lawmakers in Brussels have adopted a series of approaches to the
development of common rules for closely held business forms, notably the
Twelfth Directive and the EEIG. Beginning in 1995, a group of European
business leaders and legal experts of different nationalities have been
attempting to develop an appropriate organizational structure for SMEs.163
The group has proposed the introduction of a European Private Company
(EPC) which is designed to be flexible enough to accommodate all types of
firms in different business situations.'~ In contrast to the European
Company, which is based on the German Aktiengesellschaft and therefore
mainly aimed at publicly held firms, the EPC has been designed to offer
closely held firms (principally SMEs wishing to develop on the European
market) a Europe-wide, simple and effective form that meets their specific
requirements.165 The draft EPC regulation is very concise, comprising only
38 articles. The draft EPC articles of association require that parties specify
the rights of the shazeholders, the organization and operation of the
company, and the powers of its governing bodies. These steps appear to
make the EPC a less complicated and a more flexible form of business
entity. For example, the draft EPC regulation offers substantial flexibility to
vary the firm's decision-making structure by providing, like the US LLC, the
opportunity to vary from a shareholder-managed governance structure to a
manager-managed structure. Usually most European close corporations are
viewed as owner-controlled firms; the new form may offer parties more
flexibility than other business forms.

The drafters have incorporated few mandatory rules into the EPC
regulation, which should suit the needs of different types of firms. At first
glance, the flexibility of the EPC structure, combined with limited liability,
would be sufficient to outweigh the absence of some defaults and the
utilization of certain d'uectives. Yei few believe that the new draft EPC
regulation can resolve the practical difficulties that prevent its immediate
adoption and implementation by the member states. Besides the resistance
from national groups, there is concern that the draft regulation holds out few
cost-saving benefits for small firms. The first problem is that despite the key
differences between close and public corporations, the draft EPC regulation,
which is designed to offer enterprises in the European Union a genuine
European corporate form, incorporates the Second Directive, which azguably

`62 See chapter 4 footnotes 110-114 and accompanying text.
'~ See chapter 4 footnote 110.
'~ See Helms (1998: 1-3).
'~ See also High Level Group of Company Law Experts (2002b: 38-39).
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presents an insuperable bamer.`~ Second, the draft EPC regulation supplies
few default rules that the parties can adopt off-the-rack.167 From the vantage
point of small firms, the costs involved in creating their own contract-based
rights are substantial, and parties will obviously have few incentives to
reorganize under the current draft EPC regulation. It should be possible for
the drafters to create default terms that enhance the private ordering by
making the law clear and predictable to parties governed by such terms.
Presumably, the number of firms that would be forced to incur the costs of
contracting azound the untailored default rules is very small. The above point
about the evolution of the draft EPC regulation suggests that the persistence
of inefficient terms may be due to the inability of the drafters to overcome
the `European corporation' law inertia, which prevents the promulgation of
new business forms tailored to meet the needs of small firrns.'~

5. CONCLUSION

The previous section argued that the needs of closely held firms are not
easily met through the adaptation of a European business form, emphasizing
the theoretical importance of making available a coherent set of standard
forms. European countries are not eager to adopt statutory innovations to
their business organization laws. Despite the increased pressures from SME
organizations and professionals, law reforms tend to be piecemeal and
reactionary, leading to the creation of inefficient legal codes and a paucity of
limited liability vehicles. As in the US, business forms should be viewed as
products that jurisdictions supply in response to the demands of firms, the
consumers of these laws. Unsurprisingly, new business forms may be

'~ See Schutte-Veenstra (2001: 322) (arguing that the system of minimum capital protection,
based on an outdated concept of nominal value of shares, provides little in the way of
protection for creditors and should be abandoned).

167 To be sure, Article 13 of the draft EPC Regulation refers to 'standard-form articles of
association which the shareholders~may expressly adopt wholly or in part.' However, these
rules are opt-in rules (model articles of association) that parties must adopt expressly
rather than default rules that will apply automatically. See chapter 8 footnote 242 and
accompanying text.

ibs On 21 March 2002, the European Economic and Social Committee adopted an Opinion in
which it calls for the creation of a European statute for SMEs. `It should be open and
easily accessible to both naturaland legal persons. It should be simple, flexible and reduce
red tape. Furthermore it should be a truly European business strucrure, i.e., it should not
be linked to national company law.' See CES info 03I2002, March 2002. Cf. Drury (2003)
(noting that because the drafters combined French, German, British, Dutch, and EU
concepts, the EPC stands a better chance of being accepted). But see chapter 4 footnote
1 l3 on the final Report of the High Level Group ofCompany Law Experts (2002c).
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necessary to modify the current framework, which seems to be inefficient
and burdensome for closely held firms of all kinds.

Chapters 3 and 4 discussed a number of explanations for the persistence
of inefficient rules for closely held firms in Europe. First, even if a given
business form would make closely held firms more efficient, it may not be in
the interest of most lobby groups (i.e., professional advisors and creditors) to
modify the law to allow more efficient business forms to emerge.
Predictably, legislatures respond by failing to adopt value-increasing
legislation from which they could derive valuable tax revenues and other
economic benefits. Lawmakers present a good case for adapting the existing,
sub-optimal regime to meet the needs of closely held firms. Second, there
are few incentives to introduce legal innovations. The standazdization of
provisions in corporate codes may account for the lock-in to the existing
mandatory framework. When increasing return benefits are present, the
value of the existing provisions increases. In most European member states,
the majority of closely held fu-ms are organized under the provisions of close
corporation codes. These codes not only create considerable learning
benefits, but firms also expect to obtain further benefits as new firms
incorporate under the same code. These benefits explain why firms have an
incentive to continue to use this legal regime. Newly formed firms are likely
to migrate to the business corporation statutes that confer larger benefits to
the user. Moreover, because the `standardized' corporate form offers
certainty, business lawyers, when advising clients about choice of business
form decisions, tend to recommend the close corporation - even if this is
sub-optimal.

The conclusion is that continuous use of the close corporation, even if not
ideally suited to a wide range of closely held firms, will serve to reduce the
incentives for lawmakers to innovate. Given the way in which lawmakers
have responded to date, the emergence of new legal innovations responsive
to the needs of closely held firms appears to be unlikely, especially in the
absence of fully-fledged competitive lawmaking. In most European
jurisdictions, the SME business community is not likely to play a featured
role in the evolution of business forms. The national lawmaking process is
led by politicians and civil servants who give high priority to the preferences
of large fums. Thus, unless national lawmakers find a compelling reason to
actively develop statutory changes, closely held firms are likely to be locked
into an inefficient framework.

The advent of competitive pressures from offshore jurisdictions, however,
has created some incentives for national policymakers to generate new
statutory measures. The recent enactment of the LLP statute in the United
Kingdom in order to stem the outflow of professional firms to Jersey, which
created an LLP statute in 1996, is an example of competitive lawmaking in



5. Developments of PartnershipLaw: A Comparative View 137

Europe. A further manifestation of this new pattern in regulatory competition
is the adoption by a number of European member states of new flexible
business organization statutes, such as the French SAS, designed to stimulate
the formation of joint venture enterprises. A second factor, coinciding with
these changes, is the renewed debate within the European Union about the
merits of regulatory competition, which could eventually give rise to a
market for business formations. Hence, if Europe succeeds in creating
conditions more conducive to regulatory competition, one could expect more
states to be involved, as in the United States, creating a variety of legal rules
that are beneficial to different types of closely held firms.

It is argued that the competitive lawmaking process in the United States
has several essential failures in the context of closely held business forms.
For instance, the state lawmakers seem to conduct their business experiments
without an underlying theory, thereby creating complexity and unpredictable
results.'~ In this view, the benefits of well-designed and theoretically
appropriate model business organization laws probably outweigh the
benefits of competitive lawmaking. Yet one must weigh up all the pros and
cons of jurisdictional competition. New partnership law, which resulted in an
increased choice of form in the United States, provided a kind of laboratory
for business organization law reform in which to test new regulatory
approaches. By doing so, new partnership law helped erode restrictions on
the formation and operation of business firms in general."o In this view, the
ultimate outcome of regulatory competition rather than the initial
experiments must be taken into account.

From a European vantage point, it does not matter which side one takes.
Obviously, there are substantial legal and cultural barriers to the near-term
development of a US-type market for business forms."' Consequently,
despite the pent-up demand for low cost business forms across Europe, it is
difficult to predict with certitude the circumstances that would lead to the
development of regulatory competition within the European context. The
next chapter will analyze the possibility of regulatory competition in the
European Union and predict whether a new approach proves to be more
satisfactory in the context of business organization law.1z

'~ See Callison and Vestal (2001); Vestal (2001).
'~o See Ribstein (2001: 828-829).
"' See Charny (1991: 456) (explaining the differences between the United States and the

European Union, i.e., between a system of federal states subordinate to a national authority
and bound by common his[ory, culture, language and economic system, and a system of
independent states attempting to create a set of common regulatory policies). See also
Bermann (1994: 449-450); L,eleux (1968: 172).

"Z See Ebke (2000: 658-659) (arguing that new approaches to corporate lawmaking in the
European Union are needed for the creation of business organization laws that respond to
the needs of a properly functioning single European market and the even greater
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Table 1. Comparison of `new' business structures ( United States)
Parmership (RUPA) LLC LP (Re-RULPA)

Legal Entity Entity Entity
Personality
Management Decentralized. Every

partner may take part
in management

Decentralized (default) Centralized

Formation Informal (two or
more partners)

Fiduciary Duties of loyalty and
Duries care. Obligation of

good faith and fair
dealing

Financial Equal sharing
Rights

Transferable Generally, no
Interests

Continuity of Continuation on buy-
Life out of dissociated

partner's interest
Limited Joint and several
Liability (limited by fiGng

statement)

Tamtion Pass-through
('check-the-box')

l centralized (opt-in)

PubGc filing with the
Secretary of State (one
or more members)
Infotmation right
Good faiih and fair
dealing

If no agreement,
sharing in proportion to
the partner's
contribution to capital
Yes, restrictions are
imposed by state laws,
securities laws and
LLC operating
agreement
Withdrawal does not
dissolve the LLC

Limited

Pass-through (`check-
the-box')

Chapter S

Pubhc filing with the Secretary of
State (two or more partners)

RUPA general partner duties
imported
Limited pari.ters: no fiduciary
duties; each limited partner is
obhged to 'dischazge duties . . . and
exercise rights consistently with the
obligatioo of good faith and fair
dealing'
Sharing in proportion to the
parmer's contributions to capital

Yes, restrictions aze imposed by
state laws, securities laws and LP
ageement

Withdrawal dces not dissolve the
LP, unless there is no general or
Gmited partner left
General partners: LLLP status
provides a full liability shield to all
general partners; if not an LLLP,
general partners are liable just as
under RUPA.
Limited partners: none, regardless
of whether the limited parmership
is an LLLP, `even if the limited
partner participates in the
management and control of the
limited partnership'.
Pass-through ('check-the-box')

challenges of a global economy). See also Raaijmakers (2000b: 207) (arguing that the
European Union should seriously consider model laws for promoting coherence in the area
of business organizations); Wouters (2000: 298) (noting that the idea of models laws has
not received enough a[tention so far); Wymeersch (2000a) (noting that Centros questions
the conventional harmonization measures).
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Table 2. Co~arison of 'new' business sttuctures (Europe)
LLP (UK)

Legal Enáty
Personality

Management Decentrelized.ln
absence of agreement
every parmer may take

part in management
Formation [ncorporaáon document

(two or more members)

Fiduciary No general duty of good
Duties faith. Specific duáes in

the regulaáons to
accountfor compeáng
acáviáes and use of
parmership property

Financial In absence of agreement
Righrs equal sharing rights

Transferable
Interests

Continuity of Change in membership
Life of inembers dces not

Limited
Liabilily
Taxation

lead to dissoluáon
Limited

Parmership

SAS
Enáty

Parties are free to decide on the
management stmcture.~~3 It is
compuLsory to have a "President".

SAS acquires legal personaliry

upon obtaining a registration

number from the Clerk of the

Commercial Court. Minimum
share capital: 38, l 12 euro (half of

which must be paid). (one or

more members)
Good faith. Articles of

associaáon could provide for
more detailed rules. The statute
provides special rules applying in

situaáons sought to take the

benefit of contracts with the SAS
If no agreement, sharing io

proporáon to the member's
contribuáon
Yes, restrictions aze imposed by

state laws, securiáes laws and

LLC operaáng agreement
Withdrawal dces not dissolve the

SAS

Limited (capital requirements)

Coiporate

139

EPC

Enáry

Opt in~~a
Model A:
decentralized
Model B: centraGzed
Public fiGng in one of
the member states and
fulfillment of capital
requirements (one or
more members)175

Informaáon rights

Opt-in (articles of
association)tlb

Opt-in

Opt-in

Opt-in

Limited (capital
requirements
National regime

173 Art. 262-6 Loi no 66-537 of 24 luly 1966 provides that the articles of incorporation
contain the rules for internal control and decision-making.

174 The draft for a Regulation includes standard-form articles of association: model A and B.
See supra footnote 167.

15 Another approach would require an "European element" for the formation of an EPC:
establishment in several member states or creation by shareholders from different member
states. See comments on article 1 of the draft Regulation. The High Level Group of
Company Law Experts (2002c: 113-119) acknowledges that when considering the
introduction of an EPC statute, the founders should not be required to come from several
member states. Nevertheless, the group is of the opinion that a minimum requirement
should be that an EPC has activities in more than one member state.

176 See chapter 8 footnote 242.



Chapter 6

The Evolution of Business Forms in Europe: A`New
Approach'

1. INTRODUCTION

Over the last decade, regulatory competition has become a noticeable
phenomenon in Europe.' In fact, despite important differences from
Delaware, the United Kingdom has recently taken steps to expand the menu
of business forms preferred by closely held firms.Z The combination of
interest group pressures and a suitable business organization law regime
confirms that conditions are favourable for regulatory competition. The
interest of government regulators in supplying new business forms in
response to the threat of competition posed by offshore jurisdictions for
business formations is further evidence of this.

Traditional European lawmakers remain agnostic about the virtues of
regulatory competition. They fear that competitive lawmaking is detrimental
to social welfare, and use the inconclusive US debate on
centralizedldecentralized lawmaking to justify the harmonization process.3 In

See Breton and Ursprung ( 2002: 1) ( arguing that the globalization of the Westem
European economies in the second half of the 20th century paved the way for an era of
unprecedented competition among European nation states).
See chapter 5.
Cf. Barnard ( 2000: 77). To determine whether a policymaking function should be
centralized or decentralized, Inman and Rubinfeld (1994: 147) propose three questions that
must be answered: 'First, does decentralizing policy-making to the level of the Member
States generate substantial economic spillovers between states? Second, if the answer is
yes, we then ask whether a market mechanism or negotiated exchanges ( i.e., Coasian
bargains) will overcome the potential inefficiencies from these policy spillovers. If the

141
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this view, the coordination and harmonization of economic policies should
take place at the supranational European level.' This raises the question of
whether harmonization projects (i.e., directives and genuine EU business
organization law) or a high degree of jurisdictional competition would lead
to the most optimal level of legal rules and institutions in the EU context. As
discussed in the previous chapters, to expect an answer that offers a`simple
overwhelming solution' would be futile. Even though the need for a greater
level of flexibility in respect of European lawmaking has been
acknowledged over the years, regulatory competition as a means of
achieving optimal standards via market forces remains controversial. Yet the
difficulties and problems in harmonizing business organization rules and
institutions have become increasingly clear. This chapter therefore turns
from the descriptive to the normative, and argues that for several reasons
Europe should think ahead and encourage the drive toward policies and
institutions that address the defects in competitive lawmaking for legal
business forms.s

A competitive environment for business formation has yet to develop in
Europe, due in part to the siège réel (`real seat' ) doctrine that governs in
most member states, and according to which a corporation is fully formed
and constituted in the jurisdiction where its headquarters are located 6 In
recent years, however, the combination of new decisions by the European
Court of Justice (ECJ) and legislative inertia in the European Union's
corporation law harmonization programme has stimulated the interest in the

answer here is no, we then turn to the possibility of centralized policy-making and ask,
finally, can a central government perform the policy function more efficiently than
individual Member States, recognizing that private politics, not social welfare, will be the
driving motive behind central govemment decisions? Only if the answer to this question is
yes can we recommend centralizing government policy-making.'
The reluctance of inember states to implement EU directives allegedly shows that the
member states are not capable of developing efficient business organization laws
themselves. See Ebke (1997) (discussing the view of proponents of harmonization
measures).
Cf. Rajan and Zingales (2001: 52) (`[b]etter yet to have jurisdictional separation and free
competition between the countries. This will result in competition in regulation between
countries, which almost invariably reduces the possibility of capture. In other words,
openness permits the forces of regulatory and political competition to be felt, while supra-
national organizations sometimes close down such competition.').
The Netherlands, the United Kingdom, Ireland, Denmark, Sweden and Finland recognize
the corporation created and governed by the laws of its state of incorporation, even if the
corporation operates primarily or exclusively in a different host state. Under the alternative
siège réel system, which prevails in the other member states, the laws of the host state are
applied if the actual centre of the corporation's ac[ivities has moved to the host state. See
Chamy (1991: 428-429) (quotation marks omitted). See also Ebke (2000: 636) (noting that
the majority of inember states have chosen the siège réel doctrine); Rammeloo (2001: 95-
236) (comparing `incorporation' coun[ries with siège réel countries); Romano (1996).

6
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role of competition among jurisdictions.' While the siège réel doctrine
continues to restrict firms' choice of foreign business forms,8 the ECJ's
examination of this doctrine (mainly in the Centros and Uberseering cases)
may encourage competitive lawmaking in the European Union in the near
term.9 Despite cultural, legal and economic barriers that prevent regulatory
competition, this approach may project a pattern of competitive lawmaking
in which one or more European member states emerge because of their size
and location, and which could in fact promote innovative business
organization law. For instance, under threat of moving their seats, powerful
interest groups may use small jurisdictions like Luxembourg to implement
coveted legislation in Europe.'o

The case for a more explicit consideration of regulatory competition is
further reinforced by the introduction of the subsidiarity principle, which has
strengthened the conviction that national lawmakers are better suited to
develop legal business form legislation." In this respect, European
policymakers may be forced to use regulatory competition as a strategy to
create an environment that helps small and medium-sized enterprises
(SMEs) to reach their full development in the European market. In addition,
the introduction of a single cunency in Europe and the development of
Europe's stock markets may act as a catalyst for competitive lawmaking. Of
course, these developments will not eliminate the calls for centralized
harmonization projects altogether, but they may well cause a shift in the
balance of political power away from those who favour centralized
lawmaking towards those who wish to stimulate regulatory competition.'Z

, Cf. Barnard and Deakin (2001: 47) (noting that regulatory competition may be one of the
most significant effects of ECJ's case law).
Ribstein (2001: 825) distinguishes `two forces of jurisdictional competition: "horizontal"
choice among jurisdictions, and "vertical" choice among [he various business forms
available in each jurisdiction.'
Like the ECJ ruling in Centros, the Advocate General's opinion in Case 208~00
(Uberseering) indicates that refusal to recognize a firm's corporate status is a
disproportionate sanction for the mere transfer of the real seat. On 5 Plovember 2002, the
ECJ ruled in Case 208I00 that article 43 and 48 of the EU Treaty preclude a member state
to deny the firm's legal capacity when the firm is incorporated in accordance with the law
of another member state.
Cf. Morris and Stevenson (1997: 542) (noting that some have suggested that the
accountancy profession in the United Kingdom has used the threat of registering offshore
as Jersey LLPs as a means of exertíng pressure on the government to introduce substantive
liability reforms).
Cf. Charny (1991: 440-441) (arguing that decentralization facilitates adaptation to local
conditions).
Gilson (2001: 354 fn 87) perfectly illustrates this point. He uses the Embarcadero
Freeway, which separated downtown San Francisco from the waterfront, as an example.
While many San Francisco residents wanted the freeway to be torn down, they were only

8

9

io

ii

iz



l~ Chapter 6

This chapter deepens the enquiry into the perspectives of jurisdictional
competition in the European Union. It grows out of the ongoing debate
among European lawmakers on further harmonization measures in the field
of business organization law, and argues that where competitive lawmaking
is unable to supply efficient provisions, model laws composed of voluntary
default rules may assist legislatures in the drafting process. For example, if a
privately based organization were to produce model laws, it could encourage
national lawmakers to innovate by supplying legal rules that are acceptable
to different interest groups. Furthermore, it is reasonably likely that such a
proposal could promote the emergence of an efficient menu of business
forms and foster the conditions for competitive lawmaking.

This chapter is divided into four sections. Section 1 provided a brief
introduction. Section 2 begins by setting out the role of European institutions
in encouraging regulatory competition. It further discusses the implications
of the introduction of regulatory competition within the European Union and
assesses the prospect of European lawmakers adopting and improving the
US lawmaking system. Section 3 recommends, in the absence of unfettered
jurisdictional competition, a model statute drafted by privately based
comrnittees, like a European Law Institute. Commentators are increasingly
considering the drafting of model laws and the fomiation of such an
institute.13 This chapter analyzes the pros and cons of this new drafting
approach through the lens of law and economics. Section 4 offers a brief
conclusion and sets the theme for Part II of the book.

2. REGULATORY COMPETITION

2.1 The European Union: The Challenge

It might be argued that the much-debated ECJ decision in the Centros case
encourages the development of competitive lawmaking within the European
Union." In the context of business organization laws, the ECJ's ruling
provides two important elements of regulatory competition: mutual

able to break the opponents' block after the 1989 earthquake inflicted sufficient damage
on the freeway.
See, e.g., Ebke (1997); (2000: 658-659); Raaijmakers (1994a: 238); (2000b); Wouters
(2000: 298).
For a review of the sorting literature, see Ebke (2000: 623) (observing that few ECJ
decisions have provoked as much scholarly debate as the Centros case, especially in
Germany); Wymeersch (2000a) (noting that the Centros case has provoked great waves of
unrest across the European Union).

13

14
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recognition and minimum standards.15 Certainly, the ECJ did not explicitly
rule the siège réel doctrine contrary to community law.1ó The ECJ focused
solely on the (secondary) establishment of a branch by an English private
company in Denmark," thereby explicitly refraining from contradicting the
Daily Mail case and the 1997 proposal for a Fourteenth Directive dealing
with the transfer of a firm's registered office or defacto head office.18 In the
Daily Mail case, the ECJ ruled that the right to transfer a firm's real seat to a
member state other than where it incorporated is not protected by Article 43
(ex 52) of the Treaty.19 It restricted firms' rights of primary establishment, on
the grounds that no agreement on the mutual recognition of companies or
firms within the meaning of Article 293 (ex 220) had been reached, and
hence denied the opportunity for firms to choose a favoured business
organization law regime.Zo

IS Thus seen, the Centros case is a further variation on the theme of the Cassis de Dijon case
(see chapter 4 footnote 99). See Bratton et al. (1996: 31-32); Streit and Mussler (1998:
102-103); Woolcock (1996: 294). Centros goes beyond Cassis de Dijon by applying a test
of market access, according to which all goods and persons should have substantive access
to other member states' markets irrespective of any form of discrimination. See Barnard
and Deakin (2001: 18).
See Ribstein (2001: 820) (arguing that Centros invites erosion of the siège réel doctrine).
However, many commentators have a different view, in `their desire to advance the law
and giving expression to deeply felt convictions as to what the freedom of establishment
under Articles 43 and 48 of the EC Treaty should entail'. See Ebke (2000: 629); Xanthaki
(2000: 2).
The secondary establishment alludes to the setting up of agencies, branches or
subsidiaries. If Centros had dealt directly with the primary establishment - a firm's right
to establish itself in a member state by transferring its real seat - the Danish Trade and
Companies Board would have questioned the existence or the legal status of Centros Ltd.
As Denmark follows the theory of incorporation, the legal status was naturally beyond
dispute in Danish courts. Cf. Ebke (2000: 631 and 636); Rammeloo (2001: 65-85).
Case 81187 The Queen v HM Treasury and Commissioners of Inland Revenue, ex p. Daily
Mail and General Trust plc [1988] ECR 5483. See Edwards (1999: 376-383).
In Daily Mail, the ECJ held that member states may impose `exit' taxes on firms that wish
to reincorporate, that is they may treat reincorporation as a`liquidation'.
See Daily Mail (~21-25). Article 293 (ex 220) of the Treaty provides that `Member States
shall, so far as necessary, enter into negotiations with each other with a view to securing
for the benefits of their nationals:

'the mutual recognition of companies or firms within the meaning of the second
paragraph of Article 48 (ex 58), the retention of legal personality in the event of their
seat from one country to another, and the possibility of inergers between companies or
firms governed by the laws of different countries.'
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So far, there has been one attempt to meet the obligation of Article 293: the 1968 Brussels
Convention on the Mutual Recognition of Companies and Legal Entities. As early as
1956, the Hague Conference on Private International Law drafted a treaty on the mutual
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The proposal of the Fourteenth Directive intends to reconcile the siège
réel and incorporation doctrines by providing that member states shall take
all measures necessary to allow firms to transfer their registered office or de
facto head office, together or separately, to another member state?'
According to Article 3 of the proposal, such a transfer involves a change in
the law applicable to the firm.22 The draft proposal understandably refrains
from eliminating the siège réel doctrine. The majority of inember states use
this doctrine to protect existing regulatory regimes, which in various
instances represent a capital asset of that state or regulate a controversial
issue.23 Germany's system of labour representation (unternehmerische
Mitbestimmung or co-determination) on the supervisory board of large
corporations is a marvellous example of such a capital investment in
regulation. If the European Union chooses to federalize choice-of-law
legislation, it tnay very well lose more political support than it would gain
from interfering. Moreover, drafting a proposal that lacks the member states'
support is clearly quite futile.

By expanding the scope of the term `branch', however, the ECJ has
reduced the difference between primary and secondary establishment to a
minimum, thereby accepting the principle of mutual recognition in the
context of business organization law.24 In fact, the English corporation

recognition of the legal personality of companies. Both attempts failed. See Rammeloo
(2001: 24-37).
For instance, a firm that initially incorporated in a siège rée! jurisdiction has to move both
its registered and central administration. See Dnuy (1999: 362-371).
The High Level Group of Company Law Experts (2002b: 33-34) argues that the change of
the goveming law is in many cases unnecessary and produces anomalies.
Macey ( 1990) identifies `three situations in which federal lawmakers will maximize
political support for themselves by relegating authority to state officials. The first is where
existing state law has created expropriable quasi-rents through the development of asset-
specific investment whose continued value depends on the perpetuation of such laws. The
second is when a single national rule, permitting new entry, would deprive local interest
groups of the advantage of an existing spatial monopoly. Finally, we have seen that federal
lawmakers, who often must act under conditions of uncertainry, sometimes will wish to
avoid the political fallout that accompanies particularly controversial decisions.'
See Ebke (2000: 633-637, 660) (noting that in the Centros case, the ECJ may have
expanded the scope of the term `branch' within the meaning of Article 43(1) of the
Treaty). The EC1 held that:
`It is contrary to Articles 52 and 58 of the EC Treaty for a Member State to refuse to
register a branch of a company formed in accordance with the law of another Member
State in which it has its registered office but in which it conducts no business where the
branch is intended to enable the company in question to carry on its entire business in the
State in which the branch is to be created, while avoiding the need to form a company
[here, thus evading application of the rules governing the formalities of companies which,
in that State, are more restrictive as regazds the paying up of a minimum share capital.'
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transferred its seat to Denmark.~ The ECJ recognized the right of a Danish
firm to incorporate in the United Kingdom without the intention of
conducting business operations in the state of incorporation. In this way,
Centros renewed the discussion about regulatory arbitrage in Europe.Zb Thus
seen, the case is a forerunner of a new approach to the evolution of business
organization law and will predictably yield some tangible results in this
field.Z' It already shows that firms can migrate to countries that offer intemal
processes and legal regimes that lower their costs regardless of where the
firm's assets, employees and investors are located.28

Centros also dealt with a necessary precondition for mutual recognition,
which at the same time is viewed by European commentators as the second
key element of regulatory competition, i.e., minimum essential
requirements.29 Experience within the European Union suggests that due to a
lack of mutual trust, the principle of mutual recognition may only work if
there is agreement on minimum standards to protect the general interest of
the stakeholders.30 In this respect, it is submitted that the ECJ is an active
participant ín European regulatory policy in the sense that it can determine
that the minimum standards in one member state are equivalent to those of
another.31 If a member state maintains higher standards, these measures must
be proportional and non-discriminatory.32 In Centros, the ECJ decided that it
is contrary to the Treaty for Denmark to refuse to register a branch of a firm

25 See Wymeersch (2000a) (suggesting that if a member state cannot deny access to a
corporation formed in accordance with the law of another member state, it is difficult to
explain why a member state could prevent such an incorporated firm from establishing
itself in the other member state); Xanthaki (2000: 7) (arguing that in the light of the
Centros intention to circumvent Danish corporation law, the ECJ's decision is unfair,
albeit basically legal).
Regulatory azbitrage 'is the action taken by market operators in selecting the best location
for investment or economic activity depending on the local regulatory environmen['. See
Woolcock (1996: 298).
Cf. Gilson (2001: 353) (arguing that from the perspective of an American, a narrow
interpretation of Centros seems like wishful thinking).
For instance, in Centros the ECJ permitted a Danish firm to incorporate in the Uníted
Kingdom so as to circumvent cumbersome Danish corporation law rules, especially those
on minimum capital. This trend is faz from new. In Segers (case 79~85 Segers v
Bedri„tfsvereniging voor Bank- en Verzekeringswezen, Groothande! en Vrije Beroepen
[1986] ECR 2375), the court already decided that under Article 43 (ex 52) a Dutch sole
proprietor could incorporate in England, because setting up a Dutch close corporation took
considerably longer - even if he intended to continue to operate wholly in the Netherlands.
See Majone (1993); Sun and Pelkmans (1994); Woolcock (1996: 305).
See infra footnotes 84-107 and accompanying text. Cf. Gatsios and Holmes (1998: 273)
(noting that repeated attempts to introduce mutual recognition of the registration of new
drugs failed because there is a lack of mutual trust regarding such procedures).
See Woolcock (1996: 294).
See Cenrros ~~31-38.

26

n

zs

29
30

31
32



148 Chapter 6

organized as a close corporation in the United Kingdom solely to evade the
application of the minimum capital requirements. Appazently, minimum
capital requirements are not essential requirements to protect the interests of
creditors of closely held firms.33 The court found that such creditors are
protected by the disclosure requirements applicable to close corporations on
the ground of the Fourth and Eleventh D'uectives on annual and consolidated
accounts.~` The ECJ argued furthermore that that it is possible to adopt
measures that are less restrictive and interfere less in fundamental freedoms.
In addition, the ECJ noted that the Danish authorities were not precluded
from entering into an agreement with the British authorities to overcome
potential efficiencies from a British firm doing business in Denmark only.

Even though regulatory competition may not be the aim of the ECJ's
intervention, the above analysis shows that Centros could very well usher in
a new era of competitive lawmaking with regard to business forms in
Europe. Of course, commentators may take refuge behind a phalanx of
obscure and convoluted statements in the ECJ's decision in order to defend
the siège réel doctrine.35 That said, the conclusion that Centros stimulates
regulatory competition is in line wíth the policy laid down by the European
Commission in the 1985 White Paper on Completing the Internal Market.
This new approach to lawmaking aims to limit harmonization efforts to the
essential minimum, and provides for mutual recognition of national
regulations.3ó

33 Most European member states view minimum capital as essential to obtaining limited
liability protection. However, these minimum capital requirements do not pass the four-
factor test. See Centros ~34: `it should be borne in mind that, according to the Court's case
law, national measures liable to hinder or make less attractive the exercise of fundamental
freedoms guazanteed by the Treaty must fulfil four conditions: they must be applied in a
non-discriminatory manner; they must be justified by imperative requirements in the
general interest; they must be suitable for securing the attainment of the objective which
they pursue; and they must not go beyond what is necessary in order to attain it.'

34 The ECJ seems to follow the Second Directive on the formation of publicly held
corporations and the maintenance and alteration of their capital. See Centros ~36. For a
short comment on the efficiency of capital maintenance rules, see chapter 4 footnotes 67-
89 and accompanying text. But see Rammeloo (2001: 78-79) (`[t)he precondition that
"national measures must be justified by imperative requirements in the general interest"
was not followed by any overall conclusion that capital requirements as such aze not suited
to protect company creditors.').

3s See Halbhuber (2001: 1409) (`German authors exhibited a certain bias in reading
judgments of the ECJ. They failed to see the contradiction between the Court's reasoning
in Segers and German Sitztheorie practice, and misread a confirmation of Sitztheorie into
Daily Mail, which dealt only with restrictions imposed by the member state of
incorporation.' ).

~ See chapter 4 foomote 100 and accompanying text. See Gatsion and Holmes (1998: 272);
Woolcock (1996: 289-290).
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It is only to be expected that the ECJ will continue along the path it set
about developing in Centros. The Centros decision constitutes the necessary
causal conditions for the further evolution of the regulatory competition
framework.37 The ECJ's judgement also affects litigation decisions and the
lawmaking process in general. In this respect, it is worth pointing to two
German cases, which were referred to the ECJ and which illustrate the
concept of path dependence in the ECJ lawmaking process.38 First, the local
court of Heidelberg (Amtsgericht Heidelberg) put to the ECJ the question of
whether the restriction on transferring the real seat of a German close
corporation (GmbH) to Spain without dissolution is allowed under Articles
43 and 48 of the Treaty.39 Unfortunately, the ECJ had to decide that it has a
lack of jurisdiction, in that the Heidelberg court referred the case in its
administrative capacity instead of its judicial capacity.

The second case, referred to the ECJ by the Seventh Chamber of the
German Supreme Court, involves a Dutch close corporation (Besloten
Vennootschap (BV)) which had moved its actual central of administration to
Gerinany.~ The main issue here is whether the ECJ will uphold the German
principles of case law, under which the Dutch corporation will be denied
legal entity status and, consequently, an action in a German court." In this
case, the Advocate General takes the view that since member states defer
negotiating the mutual recognition of firms under Article 293, the Dutch
corporation lacking the procedural right to bring an action does not comply
with Articles 43 and 48 of the Treaty.

The recent adoption of the Advocate General's opinion by the ECJ
obviously creates propitious circumstances for the introduction of
jurisdictional competition in Europe. Indeed, the ECJ ruled in its judgment
of 5 November 2002 that where a firm incorporated in accordance with the
law of a member state (A) in which it has its registered office, is deemed,

37 See Hathaway (2001: 645-650) (referring to the phenomenon of `sequencing path
dependence' in judicial lawmaking); Stone Sweet and McCown (2001: 7) (`[i]n any
specific legal domain, judicial rulings on cases that come first will exert influence on
subsequent litigation and judicial decisionmaking.').
As indicated above, it is not surprising that German lawmakers have been particulazly
active in analyzing and testing the Centros decision. See Ebke (2001: 624-625) (noting
that the stakes for Germany are high, since pressures of competitive lawmaking could
force Germany to reconsider its system of labour representation (unternehmerische
Mitbestimmung) on the supervisory board (Aufsichtsrat)).
According to the German siège réel principle, a corporation formed under German law and
registered in Germany is not allowed to transfer its real seat without dissolution.
Case C-208I00 Uberseering BV v NCC Nordic Construction Company Baumanagement
GmbH.
It is argued that the action was unnecessary because, under German law, the Dutch BV
should have been treated as a German commercial partnership, which can bring an action
in a German court, as seen in the previous chapter. See Ebke (2000: 653-654).
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under the law of another member state (B), to have moved its actual centre
of administration to member state B, Articles 43 EC and 48 EC preclude
member state B from denying the legal capacity and, consequently, the
capacity to bring legal proceedings before its national courts for the purpose
of enforcing rights under a contract with a firm established in member state
B. But even if one takes the view that the siège réel doctrine is not wholly
contrary to European Union law and decides that the matter must be dealt
with by future legislation or conventions,`Z European lawmakers will be on
the brink of embracing competitive lawmaking in the context of business
forms.43 To be sure, the Delawaze-like model, which allows firms to organize
as foreign business forms without moving the principal place of business,
will be blocked by the siège réel doctrine, and therefore will not come into
play.~ However, the four freedoms of the Treaty,45 the forces of
globalization, and the advent of the euro may induce some types of firms to
move to a jurisdiction govemed by a more attractive business organization
law regime, which will certainly persuade some jurisdictions to accept the
challenge of competitive lawmaking.~

2.2 Which Jurisdiction will Respond to the Challenge?

Thus, an important debate in Europe is whether a market for business forms
will ultimately emerge within the European Union, and if so, whether it will
be based on a Delaware-like model in which firms can freely select their
country of incorporation.47 In the face of mounting economic pressure to

az It should be noted that the EC] seems willing to rule in controversial cases and to solve
problems that have a tendency to linger on. For instance, the ECJ's ruling in cases C-
367I98, C-483199, and C-503199 (Commission v Portugal, Commission v France, and
Commission v Belgium), which will make it difficult for national govemments to protect
privatized firms from takeover bids, is expected to encourage agreement on the much-
delayed takeover directive.
If the ECJ dces not hold the siège réel doctrine inconsistent with the Treaty, it seems
highly unlikely that this doctrine will be abolished, given the fact that most member states
adhere to it.
See Bamard and Deakin (2001: 11) (calling the `Delaware effect' as described here
`selective regulatory migration').
The free movement of people, goods, services and capital.
This appears to be especially true of virtual firms that `exploit the Intemet's ability to
exchange information at very low cost in order to offer valuable services that would be
prohibitively expensive offline.' See Economist (2002a: 67-68) (discussing the successful
IPO in February 2002 or PayPal, an online payment start-up based in Silicon Valley).
See, e.g., Ebke (2000: 625-628) (explaining that competitive lawmaking has become a
dominant theme in European company law); Cheffins (1997: 421-451) (explaining the
potential role of the market for incorporations in deepening European economic
integration).
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reduce existing levels of regulation, the virtual absence of any lawmaking
behavíour that azguably resembles the charter competition in the United
States suggests that there are substantive legal and procedural barriers to the
establishment of jurisdictional competition in the European Union4B
Moreover, critics suggest that competition based on considerations of
business forms will only play a mazginal role in Europe. Firms (and their
participants) that stand to decide where to organize their business would set
a higher value on the tax rates they have to pay on capital income than on
available business forms.49 From the perspective of the jurisdictional
competition paradigm, it is therefore more likely that innovative jurisdictions
attempt to attract firms and capital by lowering their tax rates. Ireland and
the Netherlands present famous cases of successfully capitalizing on the tax
preferences of European and non-European business fimis.so

There is also some evidence that in economies that are integrating, such
as the European Union, competitive countries which have an excellent
infrastructure, established customer and supplier bases, accumulated
experience, and a well-trained workforce, bring about the clustering of
industry, high-end services, and foreign investment. This clustering process
creates forces that encourage spatial concentration, in that even more
industry, services and capital will move to these countries.51 In this view, the
clusters allow an attractive country or region to maintain its competitive
position, even if it provides rigid and cumbersome business organization
laws and higher tax rates.52 Nevertheless, the Centros and Uberseering cases
and the significant pent-up demand to organize a business by using a flexible
business form may very well result in a competitive jurisdiction being on its

48
49

See Scharpf (1999: 101-103).
See Wymeersch (2000a) (arguing that competi[ion is taking place on the basis of
differences in tax laws, labour laws and environmental laws in Europe; business forms are
not an essential component of regulatory competition). Cf. Ferran (2001: 2) (noting that
limited evidence considered in the context of the UK's company ]aw review supports the
view that fiscal, operational and macro-economic considerations rather than business
organization law are the major considerations in the decision whether or not to locate a
business in a given country).
See Bratton and McCahery (2001: 701).
The spatial concentration is at the heart of the economic geography worldview (economic
geography is the study of where economic activity takes place and why), which is
underpinned by the `new economic geography' synthesized by Fujita et al. (1999). See
also Crafts and Venables (2001) (arguing that the economic geography worldview is
fundamental to understanding comparative economic development in the context of
globalization). Examples abound of industrial clusters: Silicon Valley (a cluster of high-
tech firms), German printing equipment, Italian ceramic tiles, Japanese robotics and
American health care equipment. See Fujita et al. (1999: 284-285).
According to the 2001 Global Competitiveness Repon from the World Economic Forum,
Finland is the most competitive economy in the world, despite its rigid labour markets,
powerful unions and high tax rates. See Porter et aL (2001).
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guard against other jurisdictions trying to undermine its attractiveness.53 This
seems especially true in the period of the transition to internationalized
production, which is characterized by an increasing mobility of capital
service and industry. Under the influence of competitive market pressures, a
number of inember states are driven to institute reforms to their tax regimes
and business forms not only to stem the flow of firms migrating to other
countries, but also to gain a reputation for being a competitive jurisdiction
which satisfies the needs of a range of firms. The incentive effect of
regulatory competition is also present without firm mobility when firms can
observe government performance across jurisdictions and can sanction
political actors whose performance is inferior to that of other jurisdictions.sa
Furthermore, domestic lawyers who specialize in business formations have a
high-powered incentive to lobby for competitive business organization laws,
even if a jurisdiction has gained a reputation as an industrial cluster and a tax
haven.ss

Consequently, now that the debates about the blocking of corporate law
harmonization initiatives appear to be incapable of dealing with the
substantive conflicts and practical administrative concerns among member
states, scholars have argued that increased exposure to competitive market
pressures could alter the pattern of existing business form structures. One US
scholar has asserted that the recent impressive growth of continental
European stock markets could have a beneficial influence on regulatory
reform, reinforcing a shift toward increased levels of disclosure and investor
protection.sb For a number of reasons, the European Union has been
successful in its efforts to hanmonize securities laws. It is reasoned that in
view of the close relationship between securities regulation and public
corporation law, it should be possible by extension to replicate the success
with corporate law harmonization. Still, despite the increase in capital
market pressures, a strong coalition of interest groups and other path-
dependent forces has largely limited the ability of lawmakers to alter or
substantially modify inefficient rules in the European Union.

53 Cf. Baldwin and Krugman (2000) (arguing that levying a extremely high tax rate could
have catastrophic results for competitive countries; not only because capital will move
abroad, but also because that movement will undermine the attractiveness of the particular
jurisdiction in a massive and irreversible way).
Cf. Breton and Ursprung (2002: 4). Thus seen, large firms that made irreversible
investments and therefore cannot threaten to move their seat to another jurisdiction could
conceivably join other interests in a lobbying process. See also Bratton and McCahery
(1997b: 256-259) (discussing `yardstick competition models' that attempt to ameliorate
the Tiebout model's shortcomings by substituting the vote for mobility as the competitive
mechanism).
But see chapter 4 footnote 128 and accompanying text.
See Coffee (1999: 658-659).
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Scholars who have expressed concern about the barriers to legal
convergence have argued that the increased European cross-border
acquisition of firms operating in weakly protective governance systems by
firms with better access to external capital will have a positive effect for
investors, and may prompt corporate governance transformations 57 For some
commentators, it will be the decline of the governance and funding role of
the main banks, and the corresponding influx of institutional shareholders
from high quality corporate governance systems, that is likely to trigger a
disruption in ownership patterns and the stability of control-oriented
governance systems based on exclusionary relations between the main banks
and firms.58 The recent steep decline in the high-technology stock market
and the diminishing pace of initial public offerings (IPOs) will, if anything,
add to the already fonmidable pressures for governance reform. As a result,
the changing market relations will give way to increased competition and
formal convergence.59 The common thread in this diverse body of work has
been the effort to identify changes in capital market activity and regulation
with the convergence of corporate governance institutions.

The traditional European perspective on business organization laws stands
in contrast to the functional convergence model of legal change. Most
European scholars are not optimistic about the prospects for market-induced
reform of the institutional and legal infrastructure in the European Union,
notwithstanding the partial harmonization of securities regulation.
Fundamentally, the forces that encourage the development of higher
disclosure standards and investor protection have not had sufficient political
support to induce changes to the EU business organization law structure. The
recent inability of the EU Council of Ministers to adopt the Thirteenth
Directive on Takeovers is an obvious example of the ability of large
German-based corporations and family-owned firms, which benefit from the
current inefficient practices, to block transformational measures.~ Viewed in
this light, it would appear that despite the advent of a more flexible approach
to harmonization, the institutional environment of European decision-
making is ill-suited to the introduction of agency-reducing corporate law.b'

57
sa
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See Shleifer (2000: 135).
See Gordon (1998).
See Economist (2001a: 65-66). For a description of the difference between formal and
functional convergence, see chapter 3 footnote 14.
The German objectives to the Thirteenth Directive have been ignored by the High Level
Group of Company Law Experts (2002a), which recently recommended a substantially
similar approach to takeover regulation to that outlined in the moribund draft directive. ~
See Scharpf (1999: 74 and 80-82) (arguing that the existence of economic and institutional
differences between member states will make the agreement on common European
regulations difficult and sometimes even impossible). See also Economist (2001b)
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It should also be stressed that besides the existing institutional barriers at
the EU level, the development of business organization law has been
constrained by several other factors. First, formation costs in Europe make
firms immobile. As discussed, under the siège réel doctrine a firm is
regazded as fully formed and constituted in the jurisdiction in which its
headquartets are located. Even though the ECJ has azguably expanded the
reach of Centros in the iÍberseering case, a reorganization to a foreign
business form often triggers taxes on hidden reserves, effectively restricting
the demand for firms to opt into different national governance systems.ó2
Second, the absence of a common history, culture, language and economic
system obviously limits the ability of finms to organize under foreign
business organization legislation.ó3 The fact that the difference between legal
regimes limits the extent to which lawyers can practice outside their home
jtuisdictions reinforces the firms' preference for their home countries.~`
Third, European patterns of corporate regulation and equity capitalization do
not open up mazket opportunities for revenue-seeking jurisdictions. National
governance systems do not allow for much shareholder litigation, and some
systems restrict shazeholder voting rights.~ Fourth, Europe's normative
landscape is complex. Crucially, labour co-determination in Germany and
employee participation structures elsewhere create a bamer to a regulatory
system directed to the preferences of managers and shareholders.~ This
dampens the demand for responsive lawmaking in the European Union in
general. It is not surprising, therefore, that national lawmakers and
incumbent interest groups are happy with the current institutional
arrangement that impedes legal reforms aiming to improve the welfare of
firms.

However, even though the dynamics of European business organization
law have not changed fundamentally in more than thirty years, it follows
from the discussion in section 2 that recent developments in EU case law
could eventually set the stage for strong competition between jurisdictions in
furnishing firms with optimal rules. Proponents of regulatory competition
submit that Centros permits start-up firms to select the least costly legal
system. For example, a US commentator, in trying to explain the

(questioning whether national vetos hinder the decision-making process in the European
Union).
Cf. Gilson (2001: 356) ( noting that in Germany, a significant tax barrier would remain
despite Centros).
See, e.g., Charny (1991: 456); Ribstein (2001: 853). Transparency regarding the nature
and effects of the legislation is one of the preconditions for regulatory competition. See
Woolcock (1996: 302-303).
See Ribstein (2002a: 63-64).
See Centre for Law and Business ( 1998: 2-9).
See Wymeersch (1998: 1045).
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implications of the ECJ's judgement in regard to the introduction of
regulatory competition, argues that the Centros case creates a hybrid
mechanism of formal and functional convergence.ó7 He contends that the
mechanism is formal, in the sense that what is at issue is the selection of
binding rules of business organization law, but functional, in the sense that
as a result of the ECJ's decision, European law is sufficiently flexible to
allow at least newly formed firms to adapt their governance swctures in
response to changing economic conditions.~

In this view, start-up firr,ns can choose from among the number of
member states offering more optimal regulations and more favourable
conditions to long-term relational contracting.~ As noted above, the absence
of minimum share capital requirements is also an attraction for many small,
undercapitalized firms. As a consequence, the United Kingdom, which has
signalled its commitment to regulatory responsiveness by offering varied and
high-quality business organization laws,'o could be well-placed to establish
itself as the leading state for European business formations, like Delaware in
the United States. To be sure, charter fees and franchise taxes, which provide
a high-powered incentive for Delaware to enter the competition for business
forms, do not encourage the United Kingdom.71 However, the United
Kingdom could dominate firms' domicile choice as a side~ffect of its
aspiration to attract large volumes of business and risk capital. The United
Kingdom has a substantial body of case law and a highly respected judiciary
which could be an important advantage in this respect.72 The United
Kingdom also has a responsive legislature that may be motivated to develop
amendments to its business organization law regime in response to demands
in the marketplace. Another attractive feature that could have a considerable
effect on attracting migrating firms is that UK business organization law,
particularly close corporation law, is significantiy more flexible vis-à-vis
other European jurisdictions. Furthermore, the popularity of the United
Kingdom for closely held firms and financial intermediaries suggests that it

67
68
~

See Gilson (2001: 350-356).
See Gilson (2001: 352) ( quotation marks omitted).
See, e.g., Gilson (2001: 352) (arguing that Centros signals that venture capitalists and
entrepreneurs will shop around for the most favourable jurisdic[ion that offers board
control for the venture capitalists and exemption from employee participation rules).
See DTI ( 1999); (2000); ( 2001).
See Cheffins (1997: 435-440) ( noting that from a tax perspective - the UK dces not have
franchise tax and charter fees - regulatory competition is largely irrelevant for the United
Kingdom).
See, e.g., Black (1990) (explaining that Delaware's competitive success is due to its
specialized judiciary); Romano (1985) (explaining that businesses benefit from
Delaware's well-developed precedent); Cheffins (1997: 443) ( suggesting that the UK's
Chancery Division and a large stock of legal precedent could provide benefits for non-UK
firms incorporating in Britain).
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is willing to offer legal rules that may be attractive for these firms. To the
extent that the United Kingdom attracts a large number of new firms and is
seen as a jurisdiction in which a firm might keep its headquarters,73 UK
lawmakers azguably have incentives to promulgate legislation capable of
attracting firms incorporated in other member states.

Paradoxically, further harmonization could be the last resort for member
states to protect their present system against the competitive pressures of the
United Kingdom.74 Viewed in the context of deregulation, simplification of
laws and subsidiarity, however, there is not much prospect of the EU issuing
new directives and extending their scope to closely held business forms.'S
Indeed, recent evidence shows that a number of inember states which aze
highly vulnerable to the pressures of mazket competition, such as Germany,
may be driven to institute reforms to their business fon~ns so as to stem the
flow of firms migrating to the United Kingdom.7ó The above developments
suggest that the UK business organization law regime poses a competitive
threat to the EU member states and could be well-positioned to compete
successfully for out-of-state formations as this market fully develops. Even
though UK lawmakers lack a charter revenue motive to attract foreign
firms,n they will seek to provide legal rules that aze attractive to firms'
managers because British business lawyers and accountants will benefit from
increased fee revenues. Unlike their counterparts in the United States, the

73 See, e.g., Financial Times (2001: 17) (explaining that Deutsche Bank is facing increasing
pressure to move its corporate headquarters from Frankfurt to London).
See Ebke (2000: 625, 658) (arguing that the abolishment of the siège réel doctrine would
possibly revitalize the process of harmonization within the European Union); Halbhuber
(2001: 1413) (arguing that German lawyers could have an interest in driving
harmonization directives forward to preserve the regulatory approach of the existing legal
framework); Ribstein (2002a: 64) (arguing that European lawyers would have an incentive
to favour further harmonization, if they were unable to get a share of business outside their
home countries). But see Wymeersch (2000a) (azguing that the chance of inember states,
confronted with the threat of regulatory competition, preventing regulatory competition by
pleading for further harmonization is slim).
For instance, proposals to extend the Second Directive to close corporations will encounter
significant opposition, especially within the United Kingdom. Cf. Bisacre (1999: 90).
In response to the British Company Law Reforms, German academics have recommended
that the German legislature introduce substantive reforms to the Gesellschaft mit
beschrdnkter Haftung (GmbH). See Bachmann (2001) (suggesting that reform-minded
policymakers should abandon the unnecessary formalities and minimum capital
requirements that could act as a barrier to firms seeking limited liability protection,
thereby hastening the departure of domestic German firms to more responsive
jurisdictions, such as the United Kingdom). Cf. Frank and Wachter (2002) (noting that
France has become more attractive to SMEs and foreign investors, by deregulating the
capital maintenance rules for closely held corporations; among other things, the kinds of
consideration that may be used for the payment for shares have been expanded).
See supra footnote 71 and accompanying text.
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British Bar associations have yet to step in to solve collective action
problems regarding the drafting and enactment of beneficial legislation. Of
course, UK lawyers and accountants will be even more willing to undertake
the commitment to develop new business organization laws when they face
competition from other states to retain in-state firms.78 Yet, as discussed in
chapter 5, to the extent that British accountants have sufficient incentives to
externalize costs, they have aUeady mobilized to lobby lawmakers to enact
legislation that meets their demands and preferences.79

Although it is likely that the United Kingdom holds the strongest card in
the competition for business formations, other jurisdictions could also be
encouraged to enter the market for business forms. In particular, smaller
jurisdictions with sufficient resources may, supported by well-organized
interest groups, decide to act entrepreneurially themselves. They may be
motivated to help lift the curse on regulatory competition in Europe by
actively attempting to maximize chaztering revenues.BO If the future shows
that the most favourable jurisdiction dominates the domicile choice of firms,
as envisaged in Centros, increases in interest group pressure for competitive
lawmaking can be expected. As noted earlier, small jurisdictions like Ireland
or Luxembourg, would be likely candidates to enter the competitive
lawmaking environment for the supply of law as a product. As such, a
leading state could reap the benefits by coming forward with a menu of
business fotms ideally suited to the preferences of closely held firms across
the spectrum.81 If such a jurisdiction were among the early group of movers
to adopt competitive business forms, it could very well create a focal point,
leading a significant number of domestic and foreign firms to select from a
new generation of business forms. In turn, this could give such a country the
lead in business formations. While the best available evidence indicates that
the roadblocks to a market for competitive lawmaking within the European
Union are substantial, it might be azgued that smaller jurisdictions, highly

78
79

Bo

Cf. Bebchuk and Cohen (2002).
See chapter 5 foomotes 88-100 and accompanying text.
The double taxation treaties most European countries have entered into act as a
disincentive for jurisdictions to engage in regulatory competition. Cf. Cheffins (1997:
435). In addition, incorporation fees and franchise taxes are not easily obtainable in
Europe after the ECJ case of Ponente (case 71191 and 178191 Ponente Carni Spa [1993]
ECR 1947): `duties paid by way of fees or dues (...) may be payment collected by way of
consideration for transactions required by law in the public interest such as, for example,
the registration of capital companies. The amount of such duties, which may vary
according [o the legal form taken by the company, must be calculated on the basis of the
cost of the transaction, which may be assessed on a flat-rate basis.' See Rammeloo (2001:
18 and 271).
Jurisdictions which already have a policy and reputation with respect to tax competition,
may well have an incentive, supported by a number of organized interest groups, to take
up regulatory competition in the context of business forms.
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exposed to the international market, may have significant incentives to
compete for inward investment by offering competitive business
organization laws.

2.3 Regulatory Competition versus Harmonization

The question, then, is whether regulatory competition is a superior
alternative that can supersede top-down harmonization. To rephrase this,
could competitive lawmaking lead to a welfare optimum in Europe? The
answer to this question is arguably reflected in the development of the
lawmaking process within the European Union. By combining mutual
recognition and minimum standards, the European policymakers and
lawmakers have developed a framework for regulatory competition, which
induces member states to enter into a race-to-the-top.82 According to this
view, regulatory competition and minimum harmonization of the essential
requirements must be seen as complements rather than substitutes.83 The
demarcation between the two alternatives must be determined on a case-by-
case basis, according to the principle of subsidiarity.

If mutual recognition were viewed as the only precondition for regulatory
competition, a potential `lemons' problem could exist in the European
market-for-business-forms.~ To illustrate this point, let us suppose that
jurisdictions cannot reject firms organized under foreign business
organization laws to avoid more restrictive fonmation and operation
requirements. In that event, the lack of transparency in the European market
could lead to a competition to laxity, to the extent that firms have no
preferences with respect to the jurisdiction from which they buy their
`products'. When it is difficult for the participants and creditors of a firm to
obtain and compare information about the differences in quality between
business fonns from different member states and higher qualities imply
higher costs, it is submitted that only the lowest possible quality will survive
the competitive process.gs The fact that the European Union is planning to
open the door to new members reinforces the problem of firm participants'

82 See Gatsios and Holmes (1998: 273) (arguing that the principles of mutual recognition,
minimum requirements and subsidiarity provide a framework for regulatory competition
while reducing the scope for strategic regulation and the resulting race-to-the-bottom).
See chapter 4 footnote 129 and accompanying text.
The `market for lemons' hypothesis is developed by Akerlof (1970), who illustrated how
asymmetric information, which makes it different to distinguish good qualíty from bad,
can lead to a situation where only poor quality products (`lemons') become available in a
product market.
See Scharpf (1999: 92) (noting that asymmetric information among buyers and sellers and
the buyers' distrust of the information provided by the better-informed sellers could lead
to a market for lemons).
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ability to distinguish the quality of the different member states' products. In
order to give firms organizing under their business organization laws a
competitive advantage, member states have a tendency to undercut their
rivals' formation and operation requirements. This is especially true of small
member states, which are better able to externalize the costs of inefficient
business forms, as the firm participants mainly operate outside their
jurisdiction. Consequently, the argument goes, the European Union would be
expected to settle at a sub-optimal equilibrium if market failures were not
solved by centralized intervention.8ó If one takes this point, one could also
argue that the limited liability movement in the United States is a`lemon'
problem which could be imputed to market failures and the resulting
uncertainty. In this view, an island jurisdiction would not have extended
limited liability protection to partnership-type business forms or would have
imposed conditions on this protection.87 Opponents of regulatory competition
argue that the unconditional extension of limited liability ensues from the US
lawmaking process under which only the lowest possible quality survives,
since competitive legislatures forsake their public mission. However, as
discussed in chapter 3, generally lawmakers do not act as welfare
maximizers. Moreover, arguments offered in chapter 4, which questioned the
efficiency of capital maintenance rules, suggest that the US competitive
lawmaking process should be expected to produce more beneficial effects.88

To be sure, it is widely acknowledged that jurisdictional competition
suffers from several shortcomings which prevent the evolution of first-best
law,89 but competitive lawmaking arguably supports second-best efficiency

86 See Sinn (1997: 264-265 and 268-270) (arguing that if centralized lawmakers aim at
correcting market failures, it would not be efficient to subject laws to a market decision,
which, in tum, is likely to suffer from a market failure itself).
In this respect, one could refer to several early LLP statutes in the United States, which
manda[e that an LLP have insurance or funds designated to cover the firm's liabilities.
Although minimum capital requirements have been virtually eliminated for corporations
and Lt,Cs, Ihe development of the LLP `reflects the force of the political sentiment in
Texas and elsewhere that limiting traditional general partnership liability was a radical
change taking something of importance away from tort claimants.' See Hamilton (1996:
156).
See chapter 4 footnotes 67-89 and accompanying text. Cf. Apolte (2002) (`it must not be
forgotten that real-world governments usually do not act as welfare maximizers. Some
beneficial effects can thus be expected from competition.'). It is submitted that private
politics, not social welfare, are the driving force behind central government decisions. See,
e.g., Inman and Rubinfeld (1994: 147).
The Tiebout model of regulatory competition, which predicts that competitive markets will
settle at an efficient equilibrium, does not hold in the real world. Several shortcomings,
like asymmetric information or observability, denude the Tiebout model of predictive
capacity. See Bratton and McCahery (1997b); Inman and Rubinfeld (2000: 669).
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claims.~ How then will a race-to-the-bottom be prevented? In the case of the
European Union, one could point to the `minimum requirements' principle
as applied by the ECJ. This principle allows member states to restrain
foreign business fonns that do not conform to national rules from doing
business in its jurisdiction.91 In addition, a member state could choose to
apply its own corporation law to `pseudo-foreign corporations' ~ The Dutch
Pro-Forma Foreign Companies Act of 1998 is one example of a statute that
subjects these corporations to local creditor protection rules 93 However,
commentators have argued that the ECJ has mitigated the effect of this
principle by expanding the proportionality test, which limits the autonomy of
member states to impose minimum requirements, even if they serve social
purposes 94 The court-led deregulation approach requires the removal of
national measures that impede market access. As a consequence, a high
degree of uniformity will emerge, blocking innovation processes and
preventing the emergence of efficient regulatory solutions.

As an alternative, these commentators propose a centralized
harmonization of minimum standards that guarantees diversity while
encouraging innovative lawmaking at a member-state level. In this view,
regulatory competition leads to inefficiencies that market mechanisms and
negotiations between member states may not be able to overcome.
Harmonization directives promulgated by the central legislature should
therefore provide a`floor of rights' that invites member states to raise the
minimum standards and so fosters a race-to-the-top.95 However worthwhile
this idea is in theory, it remains to be seen whether the centralized approach
is needed to bolster the evolution of business forms in the real world. Before
accepting centralization, one should evaluate whether directives issued by

90 Cf. Laffont ( 1988: 167) (`[a] second-best world is one in which constraints respecting
either incentives or institutional context prevent the achievement of a first-best outcome.').
See Scharpf ( 1999: 96).
Pseudo-foreign corporations are firms that are incorporated in one state but conduct a
significant amount of their business in another state.
See Rammeloo (2001: 76-79). In the United States, California and New York apply some
provisions, including shareholder protection rules in particular, to pseudo-foreign
corporations. See Johnson (1997: 272-275); O'Hara and Ribstein (2000: 1206) ( `[n]ot
surprisingly. Pseudo-foreign restrictions aze limited to California and New York, which
have enough market power to avoid being punished by exit of the affected firms.').
See Barnard and Deakin (2001: 3á38); Deakin (2001: 203 and 216-217).
This approach is called `reflexive harmonization'. The approach relies on mutual learning
rather than competitive lawmaking. `The process by which states may observe and
emulate practices in jurisdictions to which they are closely related by trade and by
institutional connections is more akin to the concepts of "co-evolution" than to that of
regulatory competition. Co-evolution assumes that a variety of diverse systems can co-
exist within an environment, each one retaining its viability.' See Deakin (2001: 210). See
also Barnard and Deakin ( 2001: 40).

91
92

93

94
95
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the European legislature are the most adequate means to implement efficient
minimum standazds, or whether other mechanisms would prove more
effective.

As illustrated by the completion of the Thirteenth Directive, the
harmonization of minimum standards is a vulnerable and difficult process.
On the one hand, when a uniform set of rules is convenient and merely saves
the market transactors and firm participants the costs of having to develop
and learn a multiplicity of rules, the harmonization process will not meet
substantial resistance. In these instances, the content of the rules is less
important than their uniformity.9ó On the other hand, when rules that provide
`public goods' aze at issue,97 substantive conflicts between member states'
policies and concerted action by powerful lobby groups inevitably hamper
the harmonization process 98 If a directive eventually sees the light of day,
the unwillingness to compromise wil( lead to a product that accommodates
such different interests that it is likely to be convoluted and inefficient.

It seems to follow that the harmonization of rules that provide public
goods is no more than wishful academic thinking, and that alternative
methods of overcoming impediments to regulatory competition should be
analyzed. It is suggested that mechanisms of indirect quality detection, such
as the concept of reputation, may in many cases prevent a race-to-the-
bottom.~ In a world of imperfect information, reputation often operates as a
tool for assuring quality.'~ Let us assume that a`super-Delawaze' member
state has a reputation for attracting obscure firms that are only interested in
its advantageous tax and banking rules. Such a reputation suggests that the
legislature is not very particulaz about the in[erests of creditors and minority
participants. A firm which organizes under these laws would thus send the
wrong signal to the market, and so potential investors, suppliers and
customers would be reluctant to deal with such a finm. This appears to be
especially true in Europe, where offshore firms that are organized under the

96 See Charny (1991: 442-446) (using accounting rules as an example).
97 Rules that correct information problems among stakeholders, such as employees of a firm

or third-party transactors are important examples of `rules that provide public goods'. See
Charny (1991: 453-455) (arguing that a race-to-the-bottom is likely for these rules because
firms wiil endeavour to evade them).

98 See Chamy (1991: 448-455). Cf. Deakin (2001: 216); Mazey and Richardson (1993: 21)
(noting that the European Commission is relatively small and inexpert, and so highly
susceptible to interest group pressures); Villiers (1998: 79-84) (noting that in the field of
business organization law the Union of Industrial and Employers' Confiderations of
Europe (UNICE) is probably the most influential European-wide lobby group).

~ See, e.g., Apolte (2002).
'~ Cf. Shapiro (1983) (discussing the role of reputation in the competitive process).
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business organization law of potential Delaware-like member states are
looked at suspiciously.'o'

Yet reputation is perhaps only an imperfect mechanism for assuring
quality. If first-mover advantages, for instance, help to build up a reputation,
it could even serve as a barrier to the emergence of efficient legal rules.'~ In
this respect, the expansion of the Second Directive's minimum capital
requirements to closely held business forms could be viewed as a member
state's strategy of showing that it takes quality seriously, even though these
measures are increasingly questioned in the academic literature.103 What is
more, the reputation mechanism will probably not work if firms and their
controlling participants can enrich themselves substantially with inefficient
low-quality rules.

Of course, one could always hope that if the principle of mutual
recognition has come into effect in the area of business organization law, the
member states enter into an agreement with each other to overcome spillover
effects ensuing from competitive lawmaking pressures. Cooperation may be
a better strategy. Yet to expect a voluntary agreement between member
states which cotrects inefficiencies seems very optimistic, as it is doubtful
that member states are able to meet the necessary conditions for efficient
bargaining.'~ Asymmetric information between the participants in the
negotiations will often result in strategic behaviour dominating the
bargaining process. In addition, it is only to be expected that interest groups
will try to affect the outcome of the negotiations, which will not always lead
to efficiency, as discussed earlier. Finally, it may be difficult to enforce the
interstate agreements, when member states lack the ability to monitor and,

'o' If one takes this view, one could argue that European firms prefer minimum capital
requirement, so as to signal to investors and creditors that they are willing to comply with
cumbersome standards. Cf. Hertig (2001: 227) (arguing that the main EU financial centres
`have no interest in being perceived as having low listing standazds in an era where firms
are listing on the New York Stock Exchange (NYSE) primarily in order to signal to
investors that they are willing to comply with demanding quality standards').

'oZ Cf. Shapiro (1983: 678).
io3 See chapter 4 foomotes 84-86 and accompanying text.
'o' Inman and Rubinfeld (1997); (1998); (2000) argue that Coase, in his classic article, The

Problem of Social Cost (reprinted in Coase (1988)), `suggests that mazket failures created
by economic spillovers or the inefficient provision of public goods can be resolved by
successful bargaining between the affected parties to the exteni that the property rights of
the parties are well specified and the costs of bargaining are low.' The conditions under
which efficient bazgains may occur aze: (1) there are no resource costs associated with
reaching agreemenr (2) preferences over bargaining outcomes and the resources of
participants are common knowledge; (3) bargaining agents perfectly represent the
economic interests of their constituents; (4) all bargaining agreements are costlessly
enforceable. (S) The parties will agree to a division of the economic surplus from
bazgaining.
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more importantly, discipline defections effectively.'~ With a growing
number of inember states and a wide range of issues and conflicting
interests, it is difficult to coordinate cooperative behaviotu. While
negotiations be[ween member states would help identify mutually
advantageous solutions, it seems clear that in practice there are
insurmountable barriers to this approach.`~

Despite the fact that direct coordinated solutions are unlikely to remove
the interjurisdictional inefficiencies, it is nevertheless submitted that
cooperation between member states might be achieved through indirect
lawmaking methods and tools. In this view, the promulgation of uniform
laws or model laws, drafted by private lawmaking groups, will encourage
interstate cooperation.'~ The next section will analyze whether this `soft
law' approach could be a contributing factor in the introduction of efficient
business forms within the European Union.

3. UNIFORM LAWS, MODEL LAWS, AND THE
EVOLUTION OF BUSINESS FORMS

3.1 Uniform Laws: The US Experience

3.1.1 The Need for Uniform Laws

Regulatory competition is widely viewed as the genius of US business
organizational law.108 Regulatory competition creates a dynamic law that is
responsive to the varied needs of modern firms. In the regulatory
competition paradigm, business forms are viewed as products that are sold in
a market. As a consequence, the states devise innovative legal vehicles in
order to attract business, or at least keep up with recent trends in order to
retain in-state firms. This process is preferable to federal intervention, which

ios Enforcement remains the central problem for the European Union. See Woolcock (1996).
'~ Game theory provides some ideas about how to overcome the barriers. It might be inferred

from game theoretic analysis that the potential gains from cooperation between member
states eventually lead to an efficient equilibrium. Axelrod (1984) found that in an
indefinitely repeated game the optimal strategy for each player is titfor-tat, i.e.,
cooperation is repaid with cooperation, whereas the less efficient defection will be repaid
with defection. Member states, which repeat their game indefinitely, may therefore be
induced to cooperate with each other. That said, the problems surrounding monitoring and
enforcement arguably prevent the implementation of tit for-tat strategies and, hence,
cooperation.

'~ Cf. Bnlmayer (1995: chapter 4).
10e Cf. Romano (1993).
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wrongly assumes that a centralized legislature can anticipate what optimal
rules should be across time and across different firms.

If one reviews the recent developments and changes within the different
business fotms, one could contend that the basic issue remains how to
balance the benefits of legal evolution against the needs of the parties who
are implicated in the changes. A possible conclusion is that the benefits of
jurisdictional competition to facilitate market testing, variety and evolution
of law aze significant and, accordingly, that this approach is the best model
to facilitate the development of business organization laws.

Despite the rich and extensive literature on the beneficial aspects of new
partnership-type business forms in the United States, the amalgamation of
partnership and corporate features, which characterize the developments in
the law of partnerships, is not entirely free of difficulties. The question arises
whether the corporate principles, originally devised to separate ownership
from control, are appropriate to closely held firms.'~ For instance, due to the
combination of the personal liability protection of a corporation and the
simplicity of a partnership the LLC is understandably enjoying an upsurge of
popularity in the United States. Yet lighter regulation azguably makes this
business form more vulnerable to misuse for money laundering, bribery and
corruption, shielding assets from creditors, tax evasion, self-dealing, market
fraud and other illicit activities."o

New business forms may also be conceived as confusing and untidy, thus
increasing uncertainty, unpredictability and inefficiency. Some point to the
unwieldy morass of business forms that has emerged in the United States."'
They view the growth of alternative business fonms as overlapping,
repetitious and redundant, and suggest an all-purpose closely held business
entity, combining several sepazate business forms.12 Moreover, new forms
just would not make sense, since they offer little that could not yet be
achieved within the traditional menu of partnership and corporate forms."'

'~ This is also a vexed question in close corporation law, given the increasing popularity of
the partnership analogy. See, e.g., Mitchell (1989).

"o It appears that partnerships, in which all partners are unlimitedly liable for the firm's
debts, are not misused to the same extent as the limited liability vehicles. See OECD
(2001b) (explaining that while business forms play an essential role in the global
economic system, under certain conditions, vehicles with limited liability features may be
misused for illicit purposes).

"' See, e.g., Vestal (1997).
"Z Lawmakers in various US states are experimenting with this new idea. Several articles

have been published in which this idea of a`Unified Business Entity Code' (UBEC) has
been endorsed: Blackwell (1999); Keatinge (1998); Loewenstein (1997); Matheson and
Olson (1996); Oesterle and Gazur (1997).

13 See Bainbridge (2000b); Lutter (1998). Cf. Economist (1994a: 13-14) (noting that the
form of a business organization is becoming detached from the substance of how the fir.n
is run).
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Indeed, corporations may bear a strong supe~cial resemblance to
partnership-type firms."' In the event of businessmen failing to deviate from
the corporate rules and governance structure, courts arguably interfere by
looking at the context of the facts of a case.

Of course, it might be argued that a multiplication of business forms
would not transpire, as the expansion of partnership-like forms ultimately
entails the end of traditional partnership forms.15 For instance, the LLC in
the United States could replace the limited partnership, which requires at
least one personally liable partner, and usually furnishes the limited partners
only with narrow rights to participate in management. Yet the proposition
that new linuted liability vehicles eventually render the extant partnership
forms obsolete is deeply flawed.

As discussed in chapter 5, the new statutes are the logical result of a
lawmaking process shaped mostly by influential and well-organized lobby
groups.1ó Seen in this light, the contours of the new business statutes reflect
the preferences of those groups that had the strongest incentive to influence
legislative outcomes. In response to the lobbying efforts of powerful interest
groups, competitive lawmakers allegedly tend to freely `pick and mix' the
coveted partnership and corporate features without focusing on the
theoretical underpinnings and original target groups of the various forms."'
Despite the fact that an integrated approach is unquestionably more coherent,
fragmentation and a haphazard development of business forms usually
prevails. The reform of business organization laws is usually piecemeal. This
is regrettable but understandable as interest group politics and the
competitive pressures of not losing business activity to other jurisdictions
urge lawmakers into complex and inconsistent lawmaking. Clearly, such a

"' See chapter 2 footnote 55 and accompanying text.
15 See Vestal (1997: 513-517). Practitioners in the United States increasingly suggest that

only two business organization forms will survive: the corporation for publicly held firms,
and the LLC for all types of closely held firms.

16 See chapter 5 footnotes 72-85 and accompanying text.
"~ For example, although the US LLC was a new entity combining both partnership and

corporate features, it was propelled through legislatures by a force of accountants, tax
lawyers and business development lobbies. There was little scholarly debate over the
desirable contours of the legislation. tt is therefore submitted that the LLC statutes as a
group do not evidence an underlying theory of the LLC form. See Levmore (1992: 492);
Oesterle and Gazur (1997: ]O5; Callison and Vestal (2001: 271-275). See also Finch and
Freedman (2002: 511-512) (`[tjhe United Kingdom Government allowed itself to be
rushed into providing this vehicle for professional firms. The resultant legal form is,
however, a very English version and its availability to other types of firm was not
prompted by any desire to provide for small businesses so much as arguments about
parity. As the LLP is subjected to closer scrutiny, it looks less like a"clever Third Way"
or even a"sophisticated law reform" and more like a vehicle based on a confused design
and bolted together in haste.' (footnotes omitted)).
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routine would inevitably entail the lack of consistency, coherence and
simplicity."a Furthermore, even if the new business fortns offer a large
degree of freedom in organizing the relationship, they are often much more
complex in that they are explicitly or implicitly linked to other business
statutes.19 This complexity and the large degree of freedom do not pose
serious problems for the powerful interest groups and their legal advisors,
who tend to draft all-encompassing firm-type contracts. However, the flimsy
and open statutes contain traps for the unwary, which have fewer resources
to expend on lobbying legislatures, and are unsophisticated or cannot afford
good legal counsel and expert advice.

In this respect, firms that select an existing business vehicle reduce the
cost associated with their actual formation and the expected costs of errors in
formulation.'ZO Widely employed business forms also have the advantage of
expansive case law and standard agreements. The widespread recognition
and familiarity could confine professional advisers, such as lawyers and
accountants, to a more passive role, in that risk aversion on their part creates
a bias in favour of the standardized business form. Phenomena that lead to
excessive standardization (e.g., network and leaming effects, herd behaviour
and cognitive biases) may prevent existing and new firms from using a new
business form, and stimulate the use of the old one, even if sub-optimal.12'

More significantly, the traditional partnership forms could target firms
that are beyond the scope of the new partnership-like forms. The limited
partnership could still be most efficient for firms in certain specialized fields,
like real estate and venture capital funds, which prefer strong centralized,
strongly entrenched management and passive investors with little right to
exit.122 The articles of association or operating agreement of a close
corporation or LLC may reflect these provisions, but choosing a limited
partnership saves the costs of drafting and negotiating the standard terms and

"S See Hamilton (1996: 132) (noting that LLC statutes are often silent as to which default
rule should be applicable in the event that the LLC has not made a choice in its articles of
organization or operating agreement).

19 For instance, the German Partnerschaftgesellschaft statute consists of only eleven
sections, which contain confusing and obscure links to the civil and commercial
partnership. See B~rwaldt (1999). See also Lazarski and Lagarrigue (2000: 108) (arguing
that the large degree of freedom that the parties to a SAS enjoy in organizing their
relationships should not lull them into a false sense of security).

'Zo The lack of familiarity with new business forms may drive the choice of business form.
See, e.g., Keatinge (1997: 203).

'Z' See Klausner (1995); Kahan and Klausner (1996); Kahan and Klausner (1997). See also
chapter 7.

'ZZ See NCUSSL (2001: i). See also chapter 8 footnotes 265-276 and accompanying text.
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of protracted litigation ensuing from ambiguous contracts.123 What is more,
the allocation of corporate features in new partnership forms may have a
detrimental effect on the way participants want to structure their relationship,
which could also result in a survival of the more traditional partnership
forms. Arguably, limited liability diminishes the involvement of the
participants in the business.124 Finally, even if new partnership forms largely
replace the traditional partnership, the latter will survive as a residual
business form that accommodates firms without a customized agreement,
which may satisfy the needs of ordinary contracting parties.

Given the pitfalls in the evolution of closely held business forms in the
United States, commentators point to the importance of uniform legislation.
In this view, the benefits of uniform state business organization laws
probably outweigh the benefits of competitive lawmaking and firms'
flexibility in choosing an optimal jurisdiction.125 Uniform laws, which are
recommended for adoption in all states,126 may have several advantages.'27 If
they are widely adopted by the states, transaction and information costs will
be reduced. Uniform rules have the advantage of simplicity and lower
administrative costs. They are also more appealing to the extent that the
benefits of regulation are the same for all firms across the United States. As
a result, uniform laws help to encourage cooperation between firnms situated
in different states. In addition to immediate benefits for firm participants,
including investors and creditors, uniform laws are typically drafted with
great care by panels of experts, thereby offering consistency in lawmaking.
Finally, uniform laws have the potential to provide focal point solutions to
coordination problems among states.128 If uniform laws are viewed as being
drafted by a group of experts and academics that takes into account the
minimum needs of all of the states to an equal degree,129 these laws provide a
prominent solution for coordinating behaviour. A uniform law would
provide a focal point for each state's expectation of what other states expect
a particular state expect to be expected to do.'~ When more states have

'z3 See Ribstein (1999: 955-959). See also Law Commission (2001: 4) (arguing that the
limited partnership performs a different role from the LLP, which has recently been
introduced into the United Kingdom).

iza See Vestal (1997: 516) (`when supervision brings exposure to potential liability, partners
may avoid supervising others, to the overall detriment of the firm but to the benefit of the
individual.' ).

'z5 See Callison and Vestal (2001: 292).
'zb Cf. Patchel (1993: 136-138).
127 See Ribstein and Kobayashi (1996: 138-140).
'z8 See also Miller (1995: 865).
129 See Brilmayer (1993: chapter 4).
'~ See Schelling (1980: 57-58).
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adopted the uniform solution, it becomes harder for other states to stay
behind and attempt to attract firms by offering lax legislation.

3.1.2 A Critique of Uniform Laws

The above considerations suggest that uniform-law drafters promulgate well-
designed and theoretically appropriate legislation. Yet nothing seems further
from the truth. A closer look at the US uniform lawmaking process shows
that uniform laws reflect a strong status quo bias and the views of powerful
groups with an interest in influencing the work of uniform lawmakers. "' It
appears that the pressures and barriers which play a pivotal role in the legal
evolution of an island jurisdiction also dominate the uniform lawmaking
process."Z This section focuses on the National Conference of
Commissioners on Uniform State Laws (NCCUSL), which has a great
interest in promoting the uniformity of closely held business forms in the
United States.13

NCCUSL is a quasi-public body; state governors appoint its
commissioners. These commissioners are usually lawyers, judges or
academics.'~ They can be seen as an elite group that is especially interested
in the uniformity of the law. Because NCCUSL commissioners have the task
of producing a uniform act that will be implemented by legislatures
throughout the United States,135 its commissioners prefer to deal with

13' See Schwartz and Scott ( 1995) ( subjecting private lawmaking groups in the United States,
such as the ALI and NCCUSL, to close scrutiny).

'32 See chapter 3.
'33 See chapter 5 footnotes 50-51 and accompanying text. Another private lawmaking group

in the United States is the American Law Institute (ALI), a self-perpetuating organization
of lawyers, judges and academics, with the primary function of promulgating restatements
of law. See Schwartz and Scott (1995: 596).

'~ See Miller ( 1995: 865-866); Schwartz and Scott (1995: 601-602). Although ALI is a
private organization whose members choose new members and whose primary purpose is
to influence judges through its restatements of the law, to a large extent NCCUSL and ALI
suffer the same strong criticism. See, e.g., Macey ( 1993) (noting that ALI ` is now a very
public, democratic, quasi-legislative body subject to all the usual controversy and intrigue'
and, as a result, its products reflects ` the inelegant interest group consensus that is the
natural by-product of pluralist debate').

'3s Another flaw in the NCCUSL approach is the lack of expertise in the subject of some
projects, which result from the fact that drafting committees `are made up of
commissioners who are political appointees from the various states rather than individuals
selected for their deep substantive expertise in a particular area.' See Weidner (2001:
1042). Ribstein and Kobayashi ( 1995: 957) argue that the disincentive to become better
informed is inherent in the nature of uniform law production: `[I]n order to maximize
uniformity, NCCUSL must ensure that its drafters' incentives are aligned with the
organization's goal of uniformity. In other words, its drafters must have incentives to
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technical issues that general legal expertise can resolve rather than
controversial law reform that requires special expertise in a given subject.1ó
To the extent that legal doctrine dominates the lawmaking process,
NCCUSL arguably has a strong status quo bias.137 In addition, since the
success of a uniform law depends on its enactment by the states without
amendment,13B the commissioners have little incentive to instigate radical
reforms that the state legislatures are unlikely to enact. In other words, it is a
better strategy for commissioners to distil the common denominator of the
various state laws and to leave aside controversial subjects.

Because commissioners put pressure on state legislatures to enact a
uniform law without amendments,139 it is obvious that interest groups have
high-powered incentives to lobby at the uniform lawmaking level. Interest
groups run the risk of being stuck with a statute that may prove
disadvantageous to them. The `stickiness' of enacted uniform laws
reinforces their incentives to take action at the enactment stage of the
uniform law process.'~ Also, if interest groups aze successful at lobbying the
uniform lawmakers, their efforts may have a widespread effect.

Uniform lawmakers are especially susceptible to interest group
pressures."' Interest groups are often an important source of technical
information and understanding of business practice.142 In fact, commissioners

produce laws that will be adopted widely rather than laws that they happen to prefer for
other reasons.'

136 See Schwartz and Scott (1995: 603 footnoted omitted) (`[t]he ALI and NCCUSL take a
similar intellectual approach. Both groups purportedly prefer to deal with technical issues
that legal expertise can resolve, not matters whose resolution requires controversial value
choices or would be aided by social science or philosophical skills. Consequently, both
groups perceive themselves as doing technical (in the old-fashioned phrase "scientific")
work, not policy analysis, and both prefer national uniform solutions.').

'37 Cf. Weidner (2001: 1043) (`[a]t the dawn of multidisciplinary practice, it is interesting that

neither the accounting profession, nor the world of business or finance outside of law,

tends to be represented on business law reform projects.').
138 The whole idea behind the uniform law process is for the states all to enact the same law.

See Patchel (1993: 139).
139 See Patchel (1993: 139) (`this pressure to avoid amendment tends to translate into an

azgument that the state legislatures should rely on what the drafters of the proposed law
have done - to trust that their expertise and knowledge of the area have produced the
"best" solution to the problem - and not conduct a substantial, independent inquiry into
the appropriateness of the legislation.').

'~ It appeazs that state legislators are reluctant to make changes to an enacted uniform law.
See Kobayashi and Ribstein (1999: 278).

"' The pressure to finance reform procedures creates the opportunity for interest group
influence activities. See Patchel (1993: 89).

'4Z Reform-minded academics might constitute another source of information. However, if
their information differs from the interest group statements, commissioners tend to believe
the interest groups for three reasons: it is more costly for an interest group to participate in
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often solicit informal contacts with affected business groups not only to
make informed decisions, but also to check the project's viability.143 The
issue of interest group influence becomes more problematic when there are
two competing interest groups ( and a relatively uninformed legislator) that
are locked into a protracted struggle to determine the content of the uniform
law reform process. In response to conflicting demands, law commissioners
will tend either to adopt the status guo or to create vague rules. Neither
outcome is necessarily an optimal result.'~

Thus, in light of the infirmities of private uniform lawmaking procedures,
some argue that centralized lawmaking institutions, such as the United States
Congress, present a more effective alternative by offering minority interests
(and weakly organized groups that must seek interest group representation
from time to time in order to gain influence) a medium to participate in
agenda-setting and decision-making. `as Bu[ despite the possibilities for
participation by the `have nots', centralized institutions aze unlikely to create
consistent and coherent legal products.`~ Moreover, given the number of
interest groups involved in the process, it may be more difficult to generate
legislation that meet the problems at hand. Furthermore, even if NCCUSL is
able to promulgate a uniform act, NCCUSL seems to have difficulties
getting its products enacted.'a' The competition for business formations may
well have an important influence on how states enact uniform laws.'ag In the
context of business organization law, the costs of uniformity apparently
outweigh the benefits. Yet, private lawmaking products can have a
significant impact in the evolution of business forms.'a' The next section will

creating proposals than it is for a reformer; an interest group incurs a greater penalty for
lying; and the interest group's preferences commonly are closer to those of the average
commissioner. See Schwartz and Scott (1995: 628-629).

143 See Patchel (1993: 100); Ribstein and Kobayashi (1996: 143).
'~ Vague contract rules, for example, may be an efficient response to information problems

that contracting parties face. See, e.g., Triantis (2002).
ias See, e.g., Woodward (1999: 466).
'~ See chapter 4 footnotes 125 and accompanying text.
'a~ See, e.g., Schwartz and Scott (1995: 602). That is not to say that NCCUSL is entirely

unsuccessful. The NCCUSL and ALI jointly created commercial statute, the Uniform
Commercial Code (UCC), is very influential in the United States.

148 In the context of corporation law, which has been a means to attract business for many
decades, a proposal to promulgate a uniform act has never been successful. See Hamilton
(2000: 74). Now that contractual choice - and hence regulatory competition - is expanding
to partnership-rype business forms, uniform acts are also less successful in this azea of the
law. See chapter 5 footnote 61 and accompanying text.

1d9 The US legal context shows that model laws have played a more important role in creating
the conditions for a legislative proposal that emerges from a private organization (like
NCCUSL), to be adopted by state legislature that had no interest ex ante in adopting
uniform law. See Ribstein 8c Kobayashi (1995: 959). For example, as noted in chapter 5,
the PLLCA has been more successful than the ULLCA in promoting efficient uniformity
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evaluate an alternative to private lawmaking initiatives that focuses on the
production of model laws, which could be particularly relevant to the legal
environment within the European Union.

3.2 Model Laws: A Better Alternative for Europe

This section considers the role of model laws in promoting the adoption of
legal business forms within the European Union. As noted earlier, model
laws could provide a means to resolve coordination barriers which beset
lawmaking bodies in federal systems that suffer defection problems due to
information asymmetries and strong interest group pressures from national
groups.

The function of proposals based on model laws is to offer
unsophisticated (and often unmotivated) legislators with the information,
personnel, and scarce resources necessary to produce complex legal rules.
As we have seen in the United States, Bar associativns and other private
interest groups can draw on their own resources when participating in the
legislative drafting process.'SO Even though there are high costs associated
with participation in a law reform project, Bar association members tend to
place a high value on this service, partly because of the reputational benefits
associated with the creation of new law. In Delaware, for example, the top
corporate law firms will pool their common resources to amend the
corporation law statutes in order to satisfy their clients' needs for continuous
updating and their own career concerns to retain their most valued corporate
clients. Model law creates additional benefits: legislators can mitigate the
negative effects of new legislation by relying on the reputation of the model
law committee. In this respect, model law committees, which are perceived
as free of political ambition, provide the necessary legislative space crucial
to the enactment of potentially harmful legislation to certain interest groups.
Besides these benefits, model law has the capacity to shape the preferences
of lawmakers by providing information that allows them to avoid the worst
excesses of legislative herding, namely the adoption of laws in response to
the innovative actions of first-mover states. Finally, compared to uniform
law, model laws result in a different type of legal product.15' First, model
laws are for the most part drafted by disinterested lawmakers and experts,

because it provided legislators with a low-cost means to intemalize drafting costs and
evaluate different provisions.

'~ This book is not advocating an EU version of NCCUSL or the ALI, which suffer from
interest group distortions and other path dependence barriers (see chapter 3) that limit the
production of efficient legal standards. See the previous section.

15' See, Ribstein and Kobayashi (1995: 961-962) (cataloguing differences between uniform
and model law production).
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whose main concerns are reputational benefits and updating their legal
expertise.'SZ Whilst the bodies that make uniform law rely also on legal
experts for drafting purposes, the difference between the model law and
uniform law process lies with the expertise of the party responsible for the
final content of the proposed law. Second, the model drafting process, which
relies on technical input from experts rather than interest groups, is more
likely to produce coherent legislation that may reduce in the long run agency
costs. In contrast, the uniform lawmaking process, which relies on politically
oriented decision-makers to reach substantive compromises, more closely
tracks a political model of lawmaking. As a consequence, the legal rules
produced will tend to reflect the interest group comprises overall. Third,
since drafters of model law are motivated by other considerations than
uniformity, they will be less inclined to create value-decreasing statutes. The
inherent tendency of model laws to create competition between proposals
also creates a barrier to interest group influence on the model lawmaking
process. Together these factors ultimately contribute to the potential agency-
cost-reducing aspects of model law production.

In contrast, model laws in Europe have not been widely accepted,
despite their apparent positive benefits.153 Notwithstanding early efforts to
supplement the harmonization process with a form of voluntary
harmonization, member states have avoided the adoption of model acts. Two
reasons are offered: first, the model law process requires a common legal
tradition which is largely absent within the European Union; and second, the
soft-law method of harmonization entails a common organization to produce
the model rules, which is also absent.

Nonetheless, some suggest that the model laws could play an important
role in the EU harmonization process.154 To date, reforms have mostly
centred on efforts to link channels between the European Union and member
states to create recommendations that could provide the basis for

'S2 Reform-minded lawmakers may have more influence on the model lawmaking process.
Cf. supra footnotes 142.

's3 See Buxbaum and Hopt (1988: 230). However, proponents of the European Private
Company argue that its statute and model articles of association do not only offer a
flexible and simple structures that is particularly well-suited to the international
cooperative needs of SMEs, but also functions as a model act, which jurisdictions may use
to reform their close corporation law. See, e.g., Helms (1998); High Level Group of
Company Law Experts (2002c: 114-115).

154 See, e.g., High Level Group of Company Law Experts (2002b: 5-6). However, the report
of the High Level Group of Company Law Experts (2002c: 31-32) notes that there is some
hesitation with respect to the use of model laws, because considerable differences in legal
technique and substantive law would hamper the development of model laws in Europe.
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harmonization of private law.'ss Although repeated attempts have been made
to encotuage the development of a European Law Institute,156 the absence of
a Europe-wide organization of lawyers arguably impedes the emergence of
such a private lawmaking group and, as a consequence, the drafting of a
model business form legislation.l57 However, given the transformation
occurring in European lawmaking, there are strong reasons to believe that a
private legislature or associations of lawyers will eventually emerge, due to
increased pressures from businesses operating in a number of inember
states.'sa

If we accept the idea that model laws could enhance welfare by promoting
laws the most firms prefer, then the task of EU reform efforts should be to
create institutions that contribute to the production of minimum legal
standards.159 The working of standard-setting institutions, such as the
Delaware legislature (through the Corporate law Section of the Bar), are
viewed as successful because they produce legal standards that allow firms
to compare the legislation created by other jurisdictions. In contrast with
legal rules drafted by state lawmakers, the model laws created by these
groups facilitates the optimal production of rules that meet the needs of
distinct firms on the one hand, while introducing standards that reflect the
ever-changing dynamics of the environment in which firms operate on the
other. The process also serves to limit the effects of lock-in obsolescence
when the model law producing institutions are engaged in the continuous
revision of the model rules against the background of changing market
conditions."~ As we have seen, the analysis of model rules offers insights
into how standard-setting institutions might serve an important role in the

iss See Lando and Beale (1995). See also Buxbaum and Hopt (1988: 230-231) (noting that the
Lando project to develop `Principles of European contract law' could be extended to draft
model laws in the field of European company and capital market law).

isb See Ebke (2000: 658-59).
157 See Ebke (1997) As noted earlier, it should be recognized that lawyers' associations are

unlikely to undertake the task ofcreating model laws for the European Union unless there
exists an organizational form and corresponding incentives are in place.

'Sg Lawyers servicing multinational clients, and especially English lawyers attempting to
expand their practice across Europe, will eventually seek to reduce transaction costs
arising from differences in the }egal rules and institutions of diverse member states. Like
their US counterparts, they will undertake to internalize the drafting costs so as to create
model laws that meet their clients' preferences. Cf. Ribstein (2002a: 64). In order to
satisfy their clients' needs to operate internationally, multijurisdictional law firms could
very well pool their common resources to draft standardized model business organization
laws. By doing so, large law firms could overcome collective action problems. Indeed, the
possibility of free-riding appeazs to be a strong deterrent to single law firms reluctant to
deviate from cunent national standards.

'S9 The role of minimum standazds in limiting the effects of the `lemon' problem is discussed
in supra footnotes 84-88 and accompanying text.

'~ Klausner 8c Kahan (1996: 764).
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reform of modern business organization law. In addition, the standardization
of law should be viewed as working together with regulatory competition to
introduce the much-needed stimulus for legal innovation and change within
the European Union.

4. THE STUDY OF ~NEW PARTNERSHIP LAW':
PART II

This chapter has argued that the enactment of model laws complements and
amplifies regulatory competition in the context of the European Union. As a
matter of fact, the United States experience indicates that the emergence of
model laws and regulatory competition go hand in hand. With effective
implementation, such a system, which gives to member states substantial
autonomy and choice, while at the same time providing a safety net of
minimum standards, could serve as the basis for a predictable and e~cient
means of securing the steady evolution of business organization law in
Europe. While the focus of the earlier chapters has involved a discussion of
the lawmaking process itself, Part II will tum to the analysis of the various
economic and legal factors that influence the selection of closely held
business forms.

In the wake of the dynamic business environment in which closely held
firms operate, it is natural to demand a better understanding of these firms
and their special needs, and to assess and predict the effects of the various
reform projects. Within the United States, the evolution of the new business
fonns has awakened scholarly interest. Thinking about the burgeoning
developments in business forms across the United States has generated a
growing body of research on the function of the statutes, particularly with
respect to easy access to limited liability protection, the relationship between
fiduciary duties and governance structure, and dissociation and dissolution
aspects.

In Europe, despite the need for critical academic research of the
theoretical contours of partnership law, partnership-type business forms are
still very much orphaned as a research topic.1ó' What little research there is
focuses on the form and chazacter of the legal instruments so as to address
the key problems in closely held fums. Albeit bereft of law and economics
analysis of the firm, most scholarly interest lies in determining whether

16' While the law governing publicly held corporations is increasingly perceived as an
important building block in the organization of well-functioning economic systems,
resulting in an exponential increase of academic attention in recent years, partnership-type
business organization forms have attracted relatively little economically oriented academic
attention. See chapter 2. Cf. Foster (2000: 575).
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lawmakers should create a limited liability vehicle tailored for smaller
businesses.162 For those commentators sceptical of the efficiency justification
for extending limited liability to small firms, issues about the degree to
which it is possible for closely held firms to select an optimal business
statute arise.163 A recurring theme in the literature concerns the role of
mandatory rules in business organization laws. In contrast to the United
States, the trend in European business organization law has been to dismiss
the benefits associated with the enabling approach too quickly, relying on a
narrow range of techniques and mandatory rules to balance the interests of
various parties.

Part II of this book fills the gap in the legal literature. It examines the
theoretical arguments for and against the importance of new partnership-type
forms, thereby placing partnership law analysis on a new footing. An inquiry
into the relationship between the development and diffusion of new business
forms invites a discussion of the inherent advantages and disadvantages of
alternative business swctures. In pursuing this objective, this book
introduces and extends the best available theories from law and economics.
For instance, theories of the firm, which dominate the thinking of
economically oriented business law scholars, focus on the questions of why
business people either place a transaction in the market or locate it inside a
firm, and what are the boundaries of the firm. In addition, they help
understand the patterns of the evolution of business organization law and
indicate what the core features of new partnership-type forms ought to be if
economic and social welfare is to be promoted.'~ An economic analysis of
closely held business forms reveals other reasons that underlie a firm's
choice of organizational structure than limited liability and tax advantages.
As an example, different governance structures explain why business
participants may prefer a particular partnership form in lieu of an
employment relationship, a long-term relational contract or a corporation.'bs
By doing so, law and economics analysis assists courts, arbitrators and
legislators in choosing default arrangements in the field of closely held

'bZ See, e.g. Rider and Andenas (1999).
'63 See, e.g., Freedman (2001).
'~ Thus, this book is an exercise of both positive and normative economics. From a positive

perspective, it explains why the law is as it is. Normative economics suggests changes [o
the law if it is to promote social welfare. See Veljanovski (1984); Deakin and Hughes
(1999: 2l2).

'bs Business people may choose mechanisms to structure their relationship `in a way that
economizes on the transaction costs of implementing these mechanisms and the
deadweight loss saved from reduced opportunism'. See Whincop (2001: 2).
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business forms,'~ and, more importantly, gives academics a theoretical
means of assessing the evolution of these forrns.

'~ It is often an awkward process to determine whether a`contractual' long-term relationship
should be characterized as a partnership and to what extent the legal rules of partnership
law, such as personal liability, co-management, and principles of utmost fidelity and good
faith should be applied. Since a partnership may arise informally and inadvertently, the
line between a relational contract and co-ownership within a partnership is often rather
bluny.
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Chapter 7

Economic and Legal Aspects of Business Firms

1. INTRODUCTION

In Part I, we have seen that until recently national legislatures within the
European Union had few incentives to introduce legal innovations in the
context of closely held business firms, despite potential benefits for
governments, such as tax revenue and economic growth. In certain European
jurisdictions, the provisions of the dominant closely held business form, the
close corporation, are somehow linked to its publicly held counterpart,
which may account for the `lock-in' to the existing framework and
mandatory provisions.' Some take it for granted that when network or
learning benefits are present, the value of legal products such as business
forms or legal rule increases.Z The effect of these benefits is to create
standard provisions in corporate codes. For example, the fact that the
majority of closely held business firms select the domestic close corporation
law to govern their rights may actually lead to a network benefit for the
firms using this particular business form. As a result, domestic close
corporation forms maintain and strengthen their leading position.3

See chapter 4 foomotes 119-121 and accompanying text.
5ee chapter 3 foomotes 114-146 and accompanying text.
It might be argued that, in addition to linguistic and cultural differences, the lock-in effect
hinders cross-border cooperation. Firms that would like to put economic cooperation with
intemational partners on a more formal footing can choose from a range of legal forms set
out in different national laws. Choosing a particular national business form puts one of the
partners in a more favourable position, because that partner is working in a more familiar
environment. In this view, network and learning effects increase the transaction costs that
are involved in setting up an intemational venture.
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Indeed, as discussed in chapter 3,' newly formed firms will likely migrate
to those business forms that confer lazge network and learning benefits to the
user. This will mean that demand will be higher than it otherwise might be,
which in turn will lead to the supply of standards rather than customized
terms that benefit a variety of closely held firms. Because standardized terms
offer certainty, when advising clients about choice-of-business-form
decisions, domestic business lawyers will contribute to the unwillingness of
firms to substitute the standard form for new structures 5 The upshot is that
lawmakers are arguably reluctant to innovate.b

It is worth noting that the path dependence story does not necessarily
imply that legal innovations are inherently inefficient. However, if law
reform is to be successful, domestic lawmakers should be apprised of the
frictions that aze part of the legislative process and should consequently seek
to create a variety of inechanisms to ensure that the legal innovations are
efficient and effective. This chapter offers an analytical framework that
lawmakers should rely on when devising mechanisms, such as a competitive
menu of business form statutes that meet the contracting preferences of
several types of closely held firms, thereby providing inherent benefits and
attracting firms. By using economic theories of the firm to identify the main
problems that firms typically encounter, it is possible to fashion economic
institutions and non-legally enforceable mechanisms that economic actors
can employ to overcome these problems. Chapter 8 will go on to focus on
the role of the law in formulating and facilitating solutions for closely held
business forms without interfering with other non-legal mechanisms.' It
identifies a range of drafting and implementation techniques that serve to

4

s
See chapter 3 footnotes 137-138 and accompanying text.
Lawyers and other professional advisors can indeed play a significant role in the `lock-in'
to adopted contracts. If a particular lawyer spends time and money on customizing an
alternative term that will benefit other lawyers and their clients generally, that (awyer may
face a potential free-rider problem. As a result, the drafting and designing of innovative
contract terms is not in itself always cost-effective. Efforts to enhance change will not live
up to expectations. The possible failure of the new term, which might damage the lawyer's
professional reputation and even ruin his career, also tends to confine lawyers to a more
passive role by encouraging them to follow the herd and to some extent to ignore their
own infon-nation and judgments regarding the merits of their decisions. See, e.g., Kahan
and Klausner (1996: 353-358).
See DTI (1999: 64) (noting that a new free-standing regime might be unlikely to be used
on formation, and even more unlikely to be exploited by existing firms); Wortman (1995)
(noting that possible reasons for the failure of closely held firms to incocporate under
specialized close corporation legislation in the United States are (1) network and leanvng
effects, and (2) a lack of incentíves embedded in the statutory structure that make the close
corporation form unappealing to closely held firms, which would in fact benefit from its
use). Cf. Van Alstine (2002: 855-856).
On the relationship between the theories of the finn and the role of business forms, see
Armour and Whincop (2001); (2002); Orts (1998); Rock and Wachter (2000); (2001).

6
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mitigate transformation costs. Chapter 9 looks to recent developments in the
US venture capital industry to show how the asymmetries of information and
the incentive problems between the three main contracting parties lead
venture capitalists to develop innovative financial instruments to address
such problems. The chapter then gces on to show that legal business forms
can play a leading role in resolving incentive problems, while
simultaneously enhancing the development of a venture capital industry in
Europe.g

2. COMPETITIVE LAWMAKING AND ECONOMIC
ANALYSIS

In the context of a competitive lawmaking environment, lawmakers are often
advised to consult the results of comparative law research to obtain valuable
information about the range of legal products available to economic actors
contracting within a federal system 9 It is submitted that, as a discipline,
comparative law seems to lack an adequate theoretical structure to assess and
predict the effect and desirability of innovations relating to business
organization law.'o Whilst comparative law may be of little practical use in
the valuation of legal products, comparative legal scholars nevertheless
proclaim that to understand and effectively influence the evolution process,
it is necessary to uncover the `common core' of legal doctrines and
conceptions." The effect of different fundamental doctrines across
jurisdictions will often result in infonmation asymmetries among lawmakers
and regulatory bodies.1z For example, in the context of business organization
law, it might be argued that, in the absence of a common conception of the

8 Note that `[i]n spite of all the recent negative news, many in the venture capital industry
are upbeat about its prospects. Technological advances and the application of new
technologies in healthcare, information technology, and other sectors continue to present
unique investment opportunities.' See Stouse (2002: 312).
Cf. Kátz, H. (1999: 761-766) (arguing that comparative law should assist lawmakers in the
drafting of legislation).
See Mattei and Cafaggi (1998: 347) (noting that comparative law has too often presented
its scholarly products as mere juxtapositions of black-letter law, and has lacked a
theoretical structure to provide explanations). See also chapter 3 foomote 67 and
accompanying text.
The Common Core of European Private Law Project, launched by Bussani and Mattei to
attempt to unearth the common core of European private law, could be a helpful
instrument for reaching agreement on legal doctrines. See Bussani and Mattei
(1997I1998).
Cf. Dean (2001: 107) (noting that where there is no agreement on the fundamental
principles underlying law reform, consensus on details is obviously also extremely
difficult to achieve).
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legal entity principle, it is necessary indeed to re~xamine the general theory
of organization law.13

The effect of widespread agreement on legal-doctrinal theories helps to
conceptualize and categorize legal rules and principles across jurisdictions.
Yet if jurisdictions wish to remain competitive, domestic lawmakers must
look beyond mere taxonomies. They cannot rely solely on arcane and formal
legal concepts.'" If business forms are viewed as products in a competitive
market, much like commercial products, then it is important to obtain a
rigorous theoretical and economic understanding of the infrastructure and
underlying purposes of those business forms.15 Thus seen, interdisciplinary
research is not so much a choice as a necessity, particularly in the area of
comparative economic law.1ó

Traditionally, the nature of the business form - i.e., whether it is viewed
as a legal entity or as an aggregate of its partners - has dictated the selection
of business form process. Several salient features, such as limited liability
and entity taxation, were allegedly attached to the form's legal status." Yet
the concept of legal entity is not a useful analytical tool to understand the
organizational needs of firms. In contrast, law and economics scholars show
that rational participants, when faced with making an investment decision,18
must choose between several important economic institutions: markets, firms

13
la
Is
16

See, e.g., Foster (2000).
See Cooter and Gordley (1991: 262); Cooter and Ulen (2000: 1-8).
See Macey (1993: 1212).
See Clark (1981: 1238); Cooter and Gordley (1991: 261); Newman (1998: ix); Ogus
(1998: 491).
Although it is often believed that limited liability and entity taxation are automatically
attributed to the concept of legal entity, history shows that these core features are not a
necessary consequence of the sepazate legal entity status. See Blumberg (1986: 577-578);
Mendelson (2001: 6-9); Millon (2001: 6). Moreover, legal personality status appears to
have had only a modest influence on the taxation of business forms. Part of the reason that
partnerships are viewed as an aggregate for tax reasons is that gains and losses pass
directly through to the partners as a matter of partnership law. lncome of the corporation,
however, might never be distributed to the investors unless there is an explicit corporate
decision to do so. See Bank (2001); Booth (1995: 539-541).
Conventional law and economics assumes that individuals are rational actors in the
economic sense that they make self-interested decisions and choices so as to maximize
their own utility or personal wealth. That is not to say that the homo economicus, as the
rational actor is often called, acts only in a selfish way. Rather, it means that the actor's
behaviour is in accordance with his tastes and predilections. See Cooter and Ulen (2000:
10-12); Posner (1998: 4); Posner and Parisi (1997: xi-xiii); Schroeder (2000).
Conventional law and economics scholars do not suggest that all people act rationally, but
they do assert that deviations from rational choice are not systematic. See Arlen (1998:
1766). Rational utility maximizers may benefit (i.e., receive joy or satisfaction) from
helping others. See, e.g., Baird et at. (1994: 11); Butler (1998: 5).

Is
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and other relational contracts.19 Because this decision is made before the
actual outcome of the venture is clear, the participants must engage in a
comparative ex ante search for the organizational structure that maximizes
the value of their investment.20 They tend to bargain over four fundamental
elements - risk of losses, return, control and duration - subject to three
major constraints: conflict of interest, government regulation and limits on
specifying in complete detail all the terms of the relationship ex ante?' When
rational business participants decide to operate as a firm, they should agree
upon the business form that best matches their legal status with their
organizational needs. Three questions, which follow the bazgaining elements
and constraints, are crucial to choice-of-business-form decisions ZZ First,
what is the relationship between the participants inside the firm? The choice
here is a function of the governance structure, break-up provisions and
incentive mechanisms. Second, what is the relationship between the firm and
outsiders? This question focuses on limited liability regimes. Third, what is
the relationship between the government and the firm? This question is
mainly about the tax treatment of the business form. Thus, the shortcoming
of the legal entity approach is that it artificially separates business
organizational law from the underlying factual relationship?3

Furthermore, the impracticality of the entity-aggregate dichotomy is
perhaps one of the main reasons for the collective choice of firms to remain
locked into the close corporation concept. For example, most firms tend to
flock to business forms that offer limited liability.24 If limited liability tips
the scales in favour of the choice of a business form with legal entity, despite
other sub-optimal features, firm participants may end up with a business
form that does not provide the optimal combination of answers to the
questions involved in choice-of-business-form decisions. At the same time,
if firms tend to choose business forms only to gain tax advantages, their

19 See Williamson (1985: 15-16) (arguing that the focus on the economic institutions of
capitalism (in particular firms, markets and relational contracting) runs the gamut from
discrete market exchange at one extreme to centralized hierarchical organization at the
other, with myriad mixed or intermediate modes in between).
For a detailed account of the comparative ex ante search for the most optimal
organizational structure, see O'Kelley and Thompson (1992: 3-12); O'Kelley (1992a: 354-
356); (1992b: 220-230).
See Klein (1982). See also Cheffins (1997: 41-46); Klein and Coffee (1996: I-4). 'Risk of
losses' refers to the losses from the investment in or operation of the business that the
participants will bear. 'Retum' means the profits that the participants receive from the
business, and `control' refers to the decisions that affect the business. `Duration' alludes to
the longevi[y of the business relationship.
These questions were prompted by Thompson (1995: 925). He labels these three questions
respectively as governance, liability and tax.
See Klein (1982); Rosin (1989).
See, e.g., Booth (1995: 563); Lutter (1998: 182).
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choice may result in inefficiencies, such as a governance structure that
invites the business parties to engage in opportunistic behaviour.~

As a consequence, in response to client's needs, innovative lawmakers
have struggled to modify business forms to obtain the optimal mix of
features.Zb Yet it seems that regulatory concerns, rather than e~ciency
reasons, have driven these attempts.n Responsive lawmakers have searched
to reduce the regulatory costs of accessing limited liability vehicles, in
particular the costs related to disadvantageous tax treatment. In Europe,
these pressures have not resulted in the much-expected and coveted legal
innovations,28 except for the emergence of hybrid forms as the limited
partnership with a corporate general partner. It might be argued, for instance,
that the close corporation is developing into a`one-size-fits-all' entity
instead, covering mom-and-pop firms, joint ventures and firms financed by
debt and venture capital. The close corporation can take the form of a limited
liability partnership as well as that of a quasi-public corporation.~
However,~ in the United States, the combination of limited liability and
beneficial taxation has given a fresh momentum to the introduction of
innovative business forms, which in turn has helped to erode the close
corporation's tax classification.31 In the post-Centros age, European
lawmakers can draw vital lessons from the US experience. For example, the
introduction of new business forms might provide the necessary impetus to
help to erode the mandatory nature of the European corporate law directives
and force the tax authorities to explain in more detail the distinction between
partnership and corporate tax treatment.32 This could eventually lead to tax

zs See chapter I footnote 23. As discussed in chapter 2 footnotes 22-34 and accompanying
text, it cannot be denied that many choice-of-business-form decisions are tax-driven.
See, e.g., Thompson (1995: 926). See also chapter 5 footnotes 39-48 and accompanying
text.
See, e.g., Ribstein (1992a: 417-418).
See chapter 5.
See chapter 2.
Note that in the United States, some states are experimenting with a`universal business
entity'. See chapter 6 footnote 112 and accompanying text.
See chapter 5 footnotes 80-81 and accompanying text. The evolution of business forms
`forced the [RS to make increasingly fine distinctions in order to maintain the tax
distinction between corporations and partnerships.' See Ribstein (2001: 830). Although the
combination of partnership taxation and limited liability could already be achieved
through the use of `S corporations' and the Gmited partnership with a corporate general
pan.ner in the United States, the new `unincorporated business forms' offered a more direct
manner of obtaining this coveted combina[ion. See Keatinge (1997: 206); Ribstein (1996a:
360-365). The S corporation is a tax election, taxed on a pass-through basis that is similar
in many respects to that applicable to partnershíps. For a list of technical differences
between the taxation of a partnership and an S corporation, see Hamilton (1998: I50-153).
Conversely, differences in tax treatment between business forms may hinder legal
evolution. See chapter 2 footnotes 28-34 and accompanying text. However, the
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neutrality between business forms, or a`check-the-box' type of business
form taxation.33

If the introduction of new legal business forms eventually allows firms
easy access to limited liability vehicles and simplifies the tax classification
rules, it is likely that competitive lawmakers will begin to focus on the
internal governance structure and gap-filling ability of business forms. In
this way, new business forms could act as focal points that promote firms'
perceptions that other firms would be likely to adopt a given form in the
future. In this respect, business form statutes that afford a workable menu of
beneficial provisions and are attractive enough to be widely used could
attract new networks. The problem is to develop a menu of business forms
that is desirable for many closely held firms and is likely to be adopted in
most European member states. In such circumstances, the question is
inevitably to what extent lawmakers should endeavour to build on earlier
formalistic concepts and legal principles to coordinate business organization
law reform within the European Union. How can responsive lawmakers draft
well-designed and theoretically efficient business form statutes that provide
inherent benefits that exceed the learning and network benefits? While there
is great appeal to the utilization of existing frameworks, it is important,
particularly in view of Europe's excessive reliance on mandatory law, to
produce a menu that is sufficiently attractive and coherent from a cost-
benefit perspective to persuade firms to opt into new business forms.

This chapter takes the view that the lawmakers who will be called on to
draft new business form statutes should take the economic theories of the
firm into account. In so doing, lawmakers will put aside the assumption that

combination of regulatory competition and interest group pressure may give domestic
lawmakers an incentive to introduce legal innovations irrespective of the tax rules and
regulations.
Cf. chapter 2 footnotes 33 and accompanying text. The importance of tax neutrality
between enterprises with different legal forms is already recognized in several member
states and the European Union. See European Commission (1994a); Freedman (1994:
565); Freedman and Ward (2000: 158). It might be argued that the emergence of
regulatory competition in the field of business organization laws already forces the
member states' tax authorities to fine-tune [heir tax regimes so as to classify foreign
business forms. To be sure, member states may seek to block easy exit from their laws by
subjecting foreign business forms to an unfavourable tax regime. In a post-Centros world,
however, this strategy could be viewed as a violation of the EU Treaty to the extent that it
prohibits a firm from choosing a foreign business form that better meets its organizational
needs and from setting up branches in other member states. Moreover, if one views
member states as players in an indefinitely repeated game, one could argue that a member
state is induced to cooperate with other member states and hence to recognize other
member states' tax classifications. Then again, the absence of a suf6ciently severe
punishment device makes this positive scenario an unlikely and unrealistic outcome. Cf.
chapter 6 footnote ] 06.
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business organization law is mainly about choosing the coveted tax
treatment and minimizing externalities between a firm and third parties.
Because business organization law also govenns the internal affairs of a firm,
it helps to mitigate incentive and contracting problems between fum
participants. As such, it should set a framework that coordinates and
facilitates legal and non-legal incentive instruments and provides
mechanisms to allocate power within a firm. Furthermore, it is submitted
that if lawmakers fully appreciate the functions of legal business forms, they
will be able to internalize the switching costs ex ante.~` In short, if
lawmakers take economic analysis as `analytically prior',35 they will be
better equipped technically to draft statutes that mitigate much of the
learning and uncertainty costs thai firms incur while starting up a firm and
making choice-of-business-form decisions.3ó For example, an economic
analysis provides valuable insights into the extent to which statutory
provisions should be drafted as vague standazds or specific and narrow
rules.37 Although the costs of promulgating rules exceed those of drafting
and promulgating standards, rules may internalize much of the transition
costs. In this respect, the benefits of rules are twofold. First, firms may spend
less in learning the content of the law. Second, firms may become better
informed about rules than standazds and thus better conform their behaviour
to the law38 Yet even if it is necessary to promulgate a standazd because
costs prevent the ex ante drafting of specific terms, lawmakers may be able
to convey inherent benefits to firms by allowing them to opt out and
bargaining around stringent standards such as fiduciazy duties.~

34
35
36

See chapter 3 footnotes 145-146 and accompanying text.
See Rock and Wachter (2001: 1625).
See Van Alstine (2002: 359-361). It is argued that another strategy to mitigate learning
and uncertainty costs is targeted change over comprehensive reform - i.e., `initiating
change carefully and within the framework of the existing legal regime can diminish
substantially the likely transition costs.' See Van Alstine (2002: 858). Nevertheless, as
discussed in chapter 3 footnotes 64-71 and accompanying text, this strategy may be
insufficient to overcome significant path dependent barriers.
This book follows the definition of rules anJ standards adopted by Kaplow, in which the
only distinction between rules and standards is the extent to which efforts to give content
to the law are undertaken before or after individuals act. So rules stand for ex ante creation
of the law, while standards entail ex post creation of the law. See Kaplow (1992).
See Kaplow (1992: 577).
See Van Alstine (2002: 861) (arguing that default legal regimes in the law may reduce
their transitional impact). However, given the learning and network costs, it could be
anticipated that a particular default rule might as well entail a lock-in effect. See Klausner
(1995: 839). From a behavioural theory perspective, it also might be azgued that the starus
quo bias constrains the contractual variation of default provisions. See Korobkin (1998a);
(1998b). Nevertheless, empirical research has shown that the standardization of default
rules reflects a weak form of path dependence. See Whincop (2000). Cf. chapter 8
footnote 219.
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Thus, the design of model business statutes should be tailored so as to
supply the wide range of closely held firms with flexible legal rules. Such a
proposal would enable business ventures to better structure their legal
identity in respect of their organizational requirements, and could attract
semi-strong or strong interest groups. In making this prediction, US scholars
have argued that new business forms tend to be efficient because they offer
small firms sets of default terms that limit the drafting and information cost
burdens while providing flexibility and limited liability.~ Hence, the creation
of `off-the-rack' standard form contracts designed to meet the needs of
closely held firms is the legal equivalent of a simple, low~ost firm
formation. To the extent that the new business statutes offer firms and legal
decision-makers a set of simple and coherent terms, the legislation will
provide an acceptably low-cost vehicle for business planning and operation
and the resolution of conflicts. The supply of clear and simple default rules
will arguably be regarded as value-enhancing." The adoption of default
terms will also provide firms with opportunities that might not otherwise be
available, which could improve the competitive position of a state's business
organization law regime. The imposition of mandatory provisions, on the
other hand, could have the effect of increasing the incidence of
standardization in the field of business forms, and could well lead to a
number of legal and institutional barriers to innovation.'Z

If the new statutes were to offer the appropriate protections and incentives
that draw closely held firms into their framework, we should expect support
from a number of organized business and professional groups. Reference can
be made here to the emergence of the LLP in the United Kingdom.43 As a
prerequisite for success, the inherent benefits of the new statutes must
exceed the benefits lost by leaving the current close corporation forms. It
might be suggested that these consideratíons alone do not support a
convincing counter-story to the path dependence analysis in Part I of this
book. Some might argue that the reduction of transaction costs would not
suffice to overcome the collective action problem. They point to the
importance of tax incentives.~` But even though tax incentives could help
unlock the lock-in, it is submitted that a beneficial tax treatment alone does
not engender a move from the existing framework. Empirical research shows
that, despite tax benefits, the US LLC has not attracted firms that usually
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See Oesterle (1995: 919-920); Ribstein (1995a); Taltey (1999: 1002).
See Easterbrook and Fischel (1991).
See Whincop (2000).
See chapter 5 foomotes 89-98 and accompanying text.
See, e.g., Wortman (1995: 1396) (arguing that a beneficial tax treatment could provide an
individualized benefit that would act as a focal point).
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incorporated45 As we wil] see in chapter 9, the corporate default ru[es and
governance structure may explain the `stickiness' of the corporate form in
the United States~ Conversely, if we look at the governance benefits that
could emerge from the introduction of new business form statutes, we should
expect that innovative business forms, if adopted and suitably tailored, will
attract entrepreneurial firms that cannot benefit from the older legal forms."

This chapter proceeds as follows. Section 3 expands on the proposition
that `the entity theory is both a deceptive and misleading means' to assess
business organization law and to predict choice-of-business-form decisions.
It argues that the contemporary standard legal forms across jurisdictions are
in fact already legal entities, or should be viewed as such. Section 4
addresses various economic theories of the firm. Sections 4.1 and 4.2 contain
a short discussion of the most established theories. Section 4.3 describes
recent developments in the theory of the fu-m,~ which may have an impact
on understanding and refonming business organization law. It shows that
non-legal instruments such as trust and norms play an underestimated role in
coordinating business affairs. Lastly, section 5 provides a bridge between the
theory of the firm and its impact on business organization law in general,

as See Ribstein and Kobayashi (2001: 118-120). The failure of the Delawaze business trust
(Act of June 21, 1988, ch. 279, 66 Del. Laws 514 (1988)) - a highly permissive business
form that allows firms a staggering degree of freedom to design their business anyway
they want - to become the new modern corporate law in the United States indicates that, in
addition to cleaz tax advantages, the need for unambiguous governance rules is important
to choice-of-business-form decisions. See Frankel (2001).
See chapter 9 footnotes 56-71 and accompanying text.
See, e.g., Oesterle (1995: 883) (stating that the adoption of LLC statutes is an expression
of displeasure with evolving case law affecting small businesses); Ribstein (2001: 830-
831) (stating that the menu of business forms allows firms to adopt a set of rules that is
coherent, invites efficient gap-filling by the courts and helps to ensure efficient application
of regulatory provisions). See also Rock and Wachter (1999).
The theory of the firm is still developing. There is no cleaz-cut story about how economists
view the modern business firm. See Hart (1989: 1757) (`[a]n outsider to the field of
economics would probably take it for granted that economists have a highly developed
theory of the firm. After all, firms are the engines of growth of modem capitalistic
economies, and so economists must surely have fairly sophisticated views of how they
behave. In fact, little could be further from the truth. Most formal models of the firm are
extremely rudimentary, capable only of portraying hypothetical firms that beaz little
relation to the complex organizations we see in the world. Furthermore, theories that
attempt to incorporate real world features of corporations, partnerships and the like often
lack precision and rigor, and have therefore failed, by and large, to be accepted by the
theoretical mainstream.'). See also Ulen (1993: 331). It should therefore be noted that, due
to space considerations, this book is not complete in the exposition of evolving theories of
the firm. For a more complete survey of modern theories of the firm, see, e.g., Foss et al.
(2000).
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taking the publicly held corporation as an example, and setting the theme for
chapter 8, which deals with closely held business forms.

3. A CRITIQUE OF THE LEGAL ENTITY
DOCTRINE

This section will address the entrenched role of legal personality in modern
corporate law.49 The concept of the corporation as a separate legal entity,
distinct from its shareholders, explains several distinguishing attributes of
the corporate form. These features are often viewed as a necessary
consequence of the corporation's entity status~`Limited liability' is a
shorthand expression for the principle that shareholders are not personally
liable for the obligations of the separate entity s` The principle of `continuity
of existence' emphasizes the separation of the corporation and its owners.52
The entity itself is influenced neither by the death nor the bankruptcy of the
shareholders, nor by any alteration in their composition. As a result, the
shares of a corporation are freely transferable.

In practice, the explanatory power of the legal entity concept appears to
be rather misleading. This is illustrated by developments in traditional
partnership law. Some issues have been identified and resolved by reference
to the entity theory, while the aggregate theory, which views a partnership
merely as a group of individual partners, continues to play a pivotal role in
explaining and resolving other critical issues. For instance, even if
partnerships are legal entities by virtue of statute, they usually retain the
personal liability of partners.53 Moreover, the entity-type partnerships will
often cease to exist when a partner withdraws or when the identity of the
partners changes. Historically, the basic principle of intuitu personae - that
each partner deliberately chooses the other partners - appears to be such a
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See chapter 1 footnote 20.
See infra footnote 17 and accompanying text.
See Leebron (1993).
See Hansmann (1996: I 1); (1998: 735) (defining owners as `persons who share two formal
rights: the right to control the firm and the right to appropriate the firm's profits, or
residual eamings (that is, the net earnings that remain with the firm after it has made all
payments, and prices for supplies).').
Of course, the partners may be able to limit their contract liability through appropriate
contractual provisions, and may be able to limit their tort liability through insurance.
Conversely, in close corporations the benefits of limited liability are often illusory in that
it is reasonably likely that shareholder-managers must personally guarantee many of the
corporation's debts.
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crucial predicate and inducement of the partnership that any change in the
aggregate of individual partners brings about its discontinuation.~

But even if legal formalism has veered towards an entity theory in the
coiporate area, but resisted it (at least partially) in the partnership azea,
entity-based features are largely available to these aggregate-type
paztnerships.ss For instance, partnership property is usually viewed as a
separate group of assets distinct from those of the partners. Individual
partners may not dispose of their share in the partnership property and
business creditors have a prior claim on the partnership's assets, thereby
giving the paztnership at least the appeazance of a legal entity~

Commentators increasingly conclude that the line between the entity and
aggregate views is blurred, and that the formal concept of legal personality
as an analytical tool is flawed. Yet the entity-aggregate status continues to
play a central role, in that many traditional lawmakers tend to rely more on
one concept than the other in reaching their conclusions.s' More importantly,
from the perspective of legal formalism, reform debates contemplating the
legal entity theory for partnerships may favour the institutional approach of
partnerships, rather than the traditional aggregate or contractual approach.
Once one begins to view paztnership-type business forms from an
institutional perspective, it is then easy to assume that `new partnership law'
will move away from contractual freedom and towazds the regulatory
model.SB The institutional approach tends to personalize a partnership
without taking the contractual relations between the business partners into
account, thereby confusing and distorting partnership law in general.S9

54 See, e.g., Hillman (1982: 73) (arguing that due to the legal effects of the parmership
relationship, i.e., mutual agency and joint and several liability, and the ease and
informality with which it can be created, any attempt to accord a significant measure of
permanence to a partnership would be ill-advised as a matter of policy).
See, e.g., Cary and Eisenberg (1985); Raaijmakers (1999).
See also chapter 3 footnotes 72-86 and accompanying text.
See, e.g., Klein and Coffee (1996: 67-69).
The need to comply with procedural requirements so as to recognize a French general
partnership, société en nom collectif (SNC), as a legal entity exemplifies the
institutionaliza[ion process. See Dorresteijn et al. (1995: 16) (noting that the French SNC
is the most complex form of general partnership, because its formation contains aspects of
the regulation of corporations). Dutch lawmakers also tend to institutionalize `new
partnership law' in the Netherlands. See chapter 5 footnote 147 and accompanying text.
Cf. Weidner (2001: 1037) (viewing the reduction in fiduciary duties in US partnership law
(chapter 5 footnotes 54-60 and accompanying text) as an unintended consequence of the
embraced entity theory).
See Foster (2000: 598) (explaining the contracdinstitution dichotomy). If, in order to
obtain legal personality, the formation of a partnership required the partners to go through
a set of costly formalities, new partnership law would be legislatively and administratively
complex. Since it is clear that not all informal partnerships could bear the costly and
inflexible bureaucracy and filing requirements, partnership law should burden itself with
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Partnership-type business forms that have legal personality, which have
become the targets of direct taxes from fiscal authorities, best exemplify this
institutionalization process. As discussed earlier, partnership income is
traditionally treated on a pass-through basis `~ The pass-through tax
treatment is based on the assumption that a partnership is a mere aggregate
of individual partners who re-tíistribute profits among themselves.
Consequently, partnership income is treated as if it were personal income
rea[ized by the partners, and is taxed to the partners as individuals. In
contrast, corporate income is taxed first to the corporation and later, if it is
distributed as dividend, to the shareholders individually. If corporations are
taxed because they are considered separate legal entities independent of their
shareholders, conferring legal personality to panmerships will arguably lead
to partnerships being qualified as a corporation for tax reasons. However,
this prediction is misleading in practice. For instance, the American and
Scottish partnerships, which the law views as legal entities, are treated as
fiscally transparent.b' The UK Inland Revenue taxes the Limited Liability
Partnership, a separate legal entity, as a partnership and not as a
corporation.bZ Finally, even if the European Economic Interest Grouping
(EEIG) is, depending on the national law, a legal entity, by virtue of statute
this genuine European business form is taxed as a partnership~

From a law and economics perspective, legal entity status, which may be
bestowed on a legal form by either statutory or case law, is a necessary
shorthand device to define the property rights over which participants within
a firm can contract.~` In the absence of entity status, it would be practicably
impossible to shield the assets of the firm from creditors of the firm's
owners. First, the transaction costs of drafting and inserting provisions in all
contracts between the participants inside the firm and the firm creditors on
the one hand and their personal creditors on the other will be prohibitive[y
high. Second, the firm participants, including the business creditors, would
face a so-called moral hazard problem:~ it is virtually impossible to assure

two more partnerships: the partnership with legal personality and the partnership without
legal personality. See, e.g., Law Commission (2000: 32-35). Indeed, in order to restore to
the partnership forms their proper place in business life, any reforms must at least preserve
their beneficial qualities, in particular their flexibility, infon~nality and privacy. See Deards
(2001: 375-376).
See also chapter 2 footnote 23 and accompanying text.
See Hamilton ( 1998: I50); Law Commission (2000: 25).
It remains to be seen whether the international tax treatment of this new vehicle by other
countries will be tax-transparent.
See section 40 of the Council Reg (EEC) 2137I85 on the EEIG [1985] OJ L19911.
See Hansmann and Kraakman ( 2000b). See also Easterbrook and Fischel ( 1991: 12); Klein
(1982:1524-1525).
See Hansmann and Kraakman (2000: 406-410) ( for instance, an 'entrepreneur would have
a strong incentive not to obtain the necessary subordination agreements, particularly in the
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the business creditors of the existence of the necessary agreements with the
personal creditors.

The separation between the firm's assets and the personal assets of the
participants inside the firm -`affirmative asset partitioning' - is viewed as
the `core defining characteristic of a legal entity' ~ Surprisingly, the opposite
form of asset partitioning (limited liability or, as referred to by some lawyer
economists, `defensive asset partitioning') is not essential for the creation of
a legal entity 67 That is not to say that there are no other transaction cost
advantages or other advantages attached to legal entity status. The entity
status strengthens the firm's bargaining power vis-à-vis outsiders. Creditors
and other outsiders can deal with the firm as a unit rather than with the
individual members.`~ For these and other reasons, in the early stages of the
development of partnership law, lawmakers in civil law jurisdictions have
bestowed a weak form of entity status on commercial partnerships and, to
some extent, on civil partnerships.~ In contrast, Anglo-American lawmakers

circumstances in which they would be most important to the business creditors - namely,
when the entrepreneur is facing a substantial risk of insolvency and hence is both (a) in
strong need of further credit, and (b) in a poor position to obtain credit that is
subordinated.' ).
Hansmann and Kraalcman (2000b: 393-396) distinguish two forms of asset partitioning:
`Asset partitioning has two components. The first is the designation of a separate pool of
assets that are associated with the firm, and that aze distinct from the personal assets of the
firm's owners and managers. In essence, this is done by recognizing judicial persons (or,
as we will usually say here, "legal entities") that aze distinct from individual human beings
and that can own assets in their own name. When a firm is organized as such an entity, the
assets owned by that entity in its own name become the designated separate pool of firm
assets. The second component of asset partitioning is the assignment to creditors of
priorities in the distinct pools of assets that result from the formation of a legal entity. This
assignment of priorities takes two forms. The first assigns to the firm's creditors a claim
on the assets associated with the firm's operations that is prior to the claims of the personal
creditors of the firm's owners. We term this "affirmative" asset partitioning, to reflect the
notion that it sets forth a distinct pool of firm assets as bonding assets for all the firm's
contracts. The second form of asset partitioning is just the opposite, granting to the
owners' personal creditors a claim on the owners' separate assets that is prior to the claims
of the firm's creditors. We term this "defensive" asset partitioning, to reflect the common
perception that it serves to shield the owners' assets from the creditors of the firm.'
See Hansmann and Kraakman (2000b: 428-430).
See, e.g., Milgrom and Roberts (1992: 20) (noting that without a legal entity that can
contract with its suppliers, workers, investors, managers and customers individually, these
participants in the firm would have to fashion complex, multilateral agreements between
themselves to achieve their aims).
In the Netherlands, case law (HR 26 November 1897, W 7047 (BceschotenlBesier)) held
that the general partnership' assets are separate from the personal assets. Even though the
majority of legal scholars believe that the creditors of a civil partnership have priority in
liquidation over the personal aeditors of a partnership, with respect to the partnership's
assets, it still is a matter of dispute. Cf. Heenen (1975: 8-18).
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applied common law's aggregate theory to most of the problems arising out
of partnership transactions. However, it did not take the entity view long to
become embedded in practice.70 The entity approach mingled increasingly
with the aggregate approach. The Revised Uniform Partnership Act (1997)
explicitly recognizes a partnership as a legal entity.71

Nevertheless, the type of asset partitioning conferred on traditional
commercial partnerships differs from the stronger type found in the
corporate liquidation process. Both types of affirmative asset partitioning
assign to the firm's creditors a prior claim on the firm's assets. But in
contrast to corporations, the personal creditors of an insolvent partner can
initiate the dissolution and liquidation of the partnership's assets to satisfy
their claims.72 It might be argued that the available statutory forms for the
organization of business firms should reflect different degrees of entity
status. For instance, the menu of business forms could be limited and
adapted to prevailing forms of asset partitioning, varying from no
partitioning to super-strong asset partitioning. This could explain the
distinction between civil and commercial partnerships in civil law
jurisdictions. However, chapter 5 demonstrated that the line between civil
and commercial partnerships is blurry. Only historically based reasons can
explain why civil partnerships, still commonly employed by professional
service finms in Europe, should be denied the same form of entity status as
their commercial counterparts. It is widely acknowledged that professional
service firms have undergone tremendous changes, now openly recognizing
commercial concerns to be important.73 Since it can no longer be said that
professional service firms are untouched by the marketplace, it seems
obvious that these business creditors should be given a prior claim on the
assets of professional firms. If we imagine, for example, a medium-sized law
firm that spends a considerable amount on a new computer network, in the
absence of even the weakest form of affirmative asset partitioning the
supplier will run the risk of personal creditors impairing the security of his
credit. If the law denies affirmative asset partitioning by providing a default
rule that is different from that for commercial firms, the overall costs of
credit will be larger for professional firms than for other commercial firms,
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See Crane (1915).
See chapter 3 foomotes 79 and accompanying text.
See Hansmann and Kraakman (2000b: 394-395) (distinguishing between weak-form legal
entities (priority without liquidation protection), strong-form legal entities (priority with
liquidation protection) and super-strong-form legal entities (creditors have an exclusive
claim to the entities' assets)).
See, e.g., Vestal (1998b: 457). Cf. Levin and Tadelis (2002) (arguing that the move
towards productivity-based forms of profit-sharing have made professional firms more
`corporate' ).
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because the creditors of the latter do not have to incur the same monitoring
Cost5.74

Because affirmative asset partitioning is viewed as the essential function
of business organization law, it is submitted that competitive lawmakers
should break with history and confer statutory entity status on business
forms across the board.75 In order to foster efficient tailoring and gap-filling
by lawmakers who are involved in issues concerning closely held firms, no
distinction should be made between business forms with and without legal
entity status. For instance, if the statutory entity status for partnerships is
dependent on formalities such as registration, and partners choose not to
register their partnership, they could obtain the equivalent form of
affirmative asset partitioning through existing statutory provisions and
existing case law.7ó Partners could even mitigate the inferiority of the weak
form of affirmative asset partitioning by stipulating in the partnership
agreement that the business continues in the event of the bankruptcy of a
partner." In fact, the recent partnership law reforms tend to limit the
difficulties associated with giving a personal creditor the power to force
dissolution and liquidation by providing that the partnership dces not
dissolve when partner becomes a debtor in bankruptcy, unless the partners
agree otherwise.78 Optional entity status would add nothing but an extra layer
of complication to business organization law.79 A choice of similar business
forms with or without statutory entity status would only invite lawmakers to
differentiate between business forms without contemplating the factual
differences in the governance structure of firms. As a consequence, such a
choice could have a distorting effect on choice-of-business-form decisions.

74 See Hansmann and Kraakman (2000b: 399-401) (arguing that the monitoring costs will be
lower if affirmative asset partitioning substantially isolates a firm's creditors from risks
not associated with the fortunes of the firm).
This conclusion corresponds with the recent economic theories of the 6rm built on the
foundation of contract and view business forms as standard form contracts. See infra
footnote 103 and accompanying text.
See supra footnote 56 and accompanying text.
See Armour and Whincop (2001: 994995).
See chapter 5 footnotes 53 and 117-118 and accompanying text. Although this book
argues that the essential role of all legal business forms is to confer entity status on
business firms, it also recognizes that the entity status - that is, the tules concerning
affirmative asset partitioning - will differ across organizational forms depending on the
level of autonomy the partners retain in the firm. For instance, even if statutes limit the
potential damage to going concerns caused by dissolution, the personal creditors of an
insolvent partner retain much of their power to compel the partners' dissociation and, by
doing so, to trigger a buyout regime. Cf. chapter 8 footnotes 106-161 and accompanying
text.
For an assessment of conferring entity status with and without registration, see Law
Commission (2000: 32-35).
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Thus, the traditional menu of business forms needs careful
reconsideration on the basis of other aspects than the concept of legal entity.
The next section examines the economic azguments that should underlie both
partnership law reform and the introduction of new partnership-type business
forms. Partnerships are types of closely held firms, as distinct from non-
firnis and publicly held firms.~ As we have seen in chapter 2, partnership-
type firms cover a wide spectrum of business organizations, ranging from
informal firms consisting of two people who decided to conduct some
business together to lazge professional service firms with tiers of partners
and varying rights and obligations recorded in extensive written agreements.
At one end of the spectrum are organizations that aze close to the boundary
between fums and non-fim~s, and at the other hand are organizations that
resemble publicly held firms.81 The next section explores the boundaries
between these types of economic institutions, and discusses several views of
the firm as a cost-minimizing device.

4. ECONOMIC THEORIES OF THE FIRM

It is widely acknowledged that people can produce more if they cooperate,
specializing in productive activities and then trading with one another to
obtain the coveted goods and services.gZ In order to achieve the maximum
gains of cooperation, individuals must be motivated to perform, and their
activities need to be coordinated. One mechanism for coordinating economic
activity is the use of market prices.B3 In fact, the market system often results
in people employing their talents and resources in an effective and
coordinated way. The market usually seems to provide the necessary
incentives for contract parties to do theír job and maximize their efforts.

It is common to take the market as a fust-best default with firms emerging
where the costs of market transactions exceed internal production and
direction. Initiated by Coase's seminal article `The Nature of the Firm', a
whole new approach to the theory of the firm developed under the heading

80 Note that this book distinguishes between the economic firm and the legal form to
structure such a firm. While the firm is a human organization subject to human failings,
business organization forms help to prevent, correct and rectify these failings. Few
commentators distinguish between these two areas. See, e.g., Armour and Whincop (2001:
988); Joo (2002: 801); Posner (1998: 451).
See O'Kelley (1992: 230). See also Orts (1998: 303) (viewing the inadvertent partnership
as a boundary of the firm along the dimension of horizontal ownership).
See Milgrom and Roberts (1992: 25).
See Milgrom and Roberts (1992: 27).
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of transaction cost economics.~ Viewed through a Coasean lens, transacting
in the market entails the costs of learning about and haggling over the terms
of trade; these costs will be substantial in a long-term and repeated
relationship.~ According to Coase, in order to economize on these
transaction costs, coordination and motivation should be interposed from a
hierarchical structure. In Coase's view, giving one party authority over
production processes within a firm reduces transaction costs. Authority is the
distinguishing feature of a firm. That is not to say that it is more efficient to
locate every transaction inside a fu-m. Coase acknowledges that firm
fonnation has its own costs, stemming from increased rigidity and error.8ó As
a consequence, the boundary between the firm and the market lies at the
point where cost savings from transacting within a firm equal the costs of
rigidity and en:or.

4.1 The Firm as a Contract

The role of authority within the firm has a conceptual shortcoming, pointed
out by Alchian and Demsetz.87 They argue that market participants can also
exert authority by virtue of their right to stop dealing with their counterpart.
From an economic perspective, an employer has no more authority over an
employee than a customer over a grocer. Both the employer and the
customer can `fire' the employee and the grocer respectively. Instead of a
hierarchical structure, Alchian and Demsetz argue that one of the defining
characteristics of the firm is team production.aa Furthermore, rather than
some `superior authoritarian directive or disciplinary power', a firm is
characterized by a centralized party who is engaged in monitoring each

See Hart (1989: 1760). Coase's paper 'The Nature of the Firm' was originally published in
Economica 4: 386-405 and reprinted in Coase (1988: 33-55).
Coase's theory dces not explain the origin and exact nature of these transaction costs. See
Hart (1989: 1762); Milgrom and Roberts (1992: 29). Modern transaction costs economícs,
which originated with Williamson, suggests three critical transaction characteristics: asset
specificity (transaction-specific assets), uncertainty and frequency. See Williamson (1985:
52-61). See also Milgrom and Roberts (1992: 30-33) (identifying five attributes that play
an important role in the choice of economic organization: (1) the specificity of the
investments required to conduct the transaction; (2) frequency and duration; (3)
complexity and uncertainty; (4) difficulty of ineasuring performance; and (5)
connectedness of the transaction to other transactions).
For instance, if the transactions that are organized increase, the managers may fail to make
the best use of the factors of production. See Coase (1988: 43).
See Alchian and Demsetz (1972).
See Alchian and Demsetz (1972: 779) (defining team production as `production in which
1) several types of resources are used and 2) the product is not a sum of separable outputs
of each cooperating resource. An additional factor creates a team organization problem -
3) not all resources used in team production belong to one person.').
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participant's input and contribution to the firm's output. Such a special firm
participant (who preferably holds the residual claim,89 is common to all the
contracts with suppliers and customers of the firm, may alter the
membership of the team, and has the right to sell his central contractua)
residual status) is needed to reduce moral hazard problems that constantly
loom in a team production setting. When a team member's actions are not
verifiab)e and contracted for directly, and information about his behaviour is
costly, he has an opportunity to bias his actions in his own interest~ For
instance, a team member has a high-powered incentive to shirk and free-ride
on other members' efforts when he must share the marginal benefit of his
own effort but must bear its cost alone. By bringing in a`principal' who is
able to monitor the team members' individual inputs to the team's output,
efficiency will be restored. Thus, unlike Coase's transaction costs theory,
Alchian and Demsetz focus on shirking opportunities to explain the firm.91
This raises the question of the extent to which the principal has an incentive
to monitor the members' performances 92 But, according to Alchian and
Demsetz, this question is resolved by giving the principal a claim on the
residua1.93

The principal's role is not essentially one of monitoring. Another solution
to the moral hazard problem is for the principal to devise an incentive
mechanism under which the members refrain from free-riding. HolmstriSm
argues that such a mechanism requires penalties that waste output or bonuses
that exceed output.94 In his view, a sharing rule that distributes the firm's
revenues among the team members cannot have an efficient outcome.
Efficiency can be attained, however, if the principal `breaks the budget'. The
principal's primary role is to inject capital and to share in the profits without
directly affecting output. This al)ows a team member whose effort has
generated some extra revenue for the team to be rewarded.95 Conversely, íf a

89 The residual claimant receives the net income that the firm produces, i.e., whatever
remains after all revenues have been collected and all debts, expenses and other
contractual obligations have been paid. See Milgrom and Roberts (1992: 291). See also
Fama and lensen (1983a: 302-303) (discussing the general characteristics of residual
claims).
For a detailed explanation of the concept of moral hazard, see Milgrom and Roberts (1992:
166-203).
See Demsetz (1988: 151).
See Holmstrtim (1999: 79).
See Alchian and Demsetz. (1972: 782) (`[t)he monitor earns his residual through the
reduction in shirking that he brings about, not only by the prices that he agrees to pay the
owners of the inputs, but also by observing and directing the actions or uses of these
inputs.').
See Holmstrtim (1982). See also Foss et al. (2000: 637).
See Holmstmm (1982) (`[t]he fact that capitalistic firms feature separation of ownership
and labour implies that the free-rider problem is less pronounced in such firms than in

90

91
92
93

94
95
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team member engages in opportunistic conduct, the principal will enforce a
penalty.

Although it might be argued that Alchian and Demsetz and Holmstrám's
view of the firm as essentially a contractual structure for productivity is a
better clarification than Coase's theory of the firm,~ it fails to explain how
bringing a transaction into a firm mitigates moral hazard problems~ While a
moral hazard analysis helps to explain the firm's organization, it dces not
provide a theory of the boundary of the fu-m.9S More specifically, the theories
do not explain why incentive problems cannot be solved in the market~

One way to resolve the question of how the boundaries of the firm should
be defined is to view the firm as a nexus of contracts. The nexus-of-contracts
theory treats firms as entities that employ special kinds of market
contracts.'~ In this respect, business forms are merely standard form
contracts that represent different points on a continuum of types of
contractual relations.'a' The theory of the firm as a nexus of contracts is
arguably an appropriate and socially desirable theory, since it draws
attention to the needs (i.e., the rights and duties) of the people involved in
business fu.ms.'~ To be sure, some point out that the legal entity status of the
firm is at odds with the standard form contract analogy and argue that

closed organizations like paztnerships). See also Holmstrt~m and Tirole (1989: 67). It
should be noted that under certain circumstances, partnerships are efficient and better than
any other organizational form. See, e.g., Halonen (1997); Legros and Matsushima (1991);
Rasmussen (1987).

96 See Ulen (1993: 312) (acknowledging that even though Alchian and Demsetz theory
seems more neazly correct than the Coasean account of the origins of the firm, there is no
doubt that their clarificatíon of the essence of the firm would not have been andertaken but
for Coase's `The Nature of the Firm').

97 Cf. Hart (1989: 1763-1764).
98 See Demsetz (1988: 152).
~ See Foss et al. (2000: 637).
'~ See Jensen and Meckling (1976: 310) (`[i]t is important to recognize that most

organizations are simply legal fictions which serve as a nexus for a set of contracting
relationshipsamong individuals.').

~o' See Hart (1989: 1764). Note that nexus-of-contracts theory views business forms as
relational contracts in contrast to discrete contracts. A discrete contract involves merely an
exchange, while a relational contract involves not only an exchange, but also `a
relationship - an association - between the contracting parties that is either created or
furthered by the contract.' See Eisenberg (1998: 446). Cf. Eisenberg (1999: 823) (noting
that the nexus-of-contracts view of the firm implies that a firm is simply the product of
mazket forces); Hart (1989: 1764 fn 30) (explaining the difference between the lawyers'
and economists' idea of a contract: `[e]conomists tend to view contracts as relationships
characterized by reciprocal expectations and behaviour; lawyers consider the enforceable
legal duties implicit in such relationships and look for formalization through the standard
indicia ofcontract formation, such as offer and acceptance.' ).

'~ See Hart (1989: 1764). Cf. supra footnote 21 and accompanying text.
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business forms are more important as property law than as contract law.103
But it should be noted that even though business organization law plays a
crucial role in partitioning the firm's assets affirmatively, a similar result
could theoretically be accomplished through contracting.'o` By contracting
into a legal entity that owns the assets and is able to enter into relatively
simple contracts with third parties, participants inside a firm can economize
on the creation of complex contracts.'o~ Thus seen, the main function of legal
business forms is to provide an `off-the-rack' framework consisting of terms
and principles that simplify negotiation and drafting of relational contracts,
and that facilitates and provides incentive mechanisms that prevent
opportunism. In short, the essential role of business organization law is to
reduce transaction costs.

Nonetheless, the nexus-of-contracts theory of the firm does not explain
why firms are organized as a particular business form. Moreover, the
theory's narrowly conceptualized assumptions (i.e., that (1) the firm is best
viewed as a set of incentive contracts; (2) the function of the legal system is
to supply default rules that are ex ante efficient; (3) rationally informed firm
participants will bargain themselves into efficient governance contracts; and
(4) the firm's contracts are self-enforcing and do not require judicial
enforcement) are successfully challenged. In general, the complaint against
the nexus-of-contracts theory is not that relational contracts are irrelevant to
understanding the internal organization of the firm, but that it is difficult and
costly for firm participants to write ex ante complete contracts inside the
firm. For one thing, people intend to act rationally,'ob but they are simply not
able to foresee and describe all future contingencies in a contract.
Economists claim that people are `boundedly rational'.`o' More importantly,
even if contingencies can be dealt with contractually, information
asymmetries and strategic bargaining often prevent efficient and complete
contracts from emerging.108 In short, relational contracts are often incomplete
due to the difficulties for the parties to (1) foresee some contingencies at the
`contracting' date, (2) specify all contingencies in the contract, (3) monitor
the performance of the other parties, and (4) enforce the relational

'03 See Hansmann and Kraakman (2000b: 390). See also Armour and Whincop (2002)
(expanding upon the work of Hansmann and Kraakman `by mapping more generally the
way in which property law facilitate business organization.').

'o' See supra footnotes 64-65 and accompanying text. See also Joo (2002: 816).
ios See supra footnotes 68 and accompanying text.
'o~ See supra footnote 18 and accompanying text.
'07 See Williamson (1985: 44-46). A broader perspective on bounded rationality can be found

in Milgrom and Roberts (1992: 129-140) and Kreps (1998: 168-173).
ios See Milgrom and Roberts (1988: 451-452); Milgrom and Roberts (1992: 140-147).
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contracts.'~ It is even suggested that when complete state-contingent
contracts are uneconomic, relational long-term contracts and fums emerge. "a

4.2 The Firm as an Incomplete Contract

Viewing the firm as an incomplete contract provides a broader
understanding of the legal and non-legal mechanisms required for the
optimal design of relational contracts and governance structures, and, more
significantly, of the role of business organization law in general. Incomplete
contract theories, which in many ways build on and formalize the concepts
and ideas of transaction cost economics, attempt to explain how organizing
as a firm deals with post-contractual opportunistic behaviour."' In particular,
the research has centred on the so-called `hold-up problem'."Z

In a Coasean world,13 bereft of all transaction costs, the hold-up problem
would not arise and firms would have no function. When parties can simply
write a complete contract, they specify in full detail what each party must do
in each state of the world and how the surplus should be shared. In practice,
bounded rationality and private information inevitably entail contractual
incompleteness. Consequently, parties may have to renegotiate the contract
to react to unforeseen contingencies, which may lead to an opportunistic
attempt by one of them to obtain more of the ex post return on investment.

A real-life example that perfectly illustrates the hold-up problem can be
found in the automotive industry."' In 1919, when open, largely wooden car
bodies were slowly but surely being replaced by closed metal bodies,
General Motors (GM) entered into a contractual agreement for the supply of

'~ See, e.g., Hart (1995: 23); Klein et al. (1978: 303); Salanie (2000: 176); Tirole (1998: 29).
"o See Bodenhorn (2002: 5).
"' Two forms of opportunistic behaviour should be distinguished: moral hazazd (sapra

footnote 90) and hold-up. See Alchian and Woodward (1988: 67). Post-contractual
opportunistic behaviour `arises because contracts are incomplete and imperfectly
specified, so that the parties to the contract can exploit loopholes to gain an advantage over
one and another.' See Milgrom and Roberts (1992: 137-138). For instance, moral hazard
problems arise because contracts are incomplete due to the `difficulty or cost of
monitoring and enforcing appropriate behaviour'. See Milgrom and Roberts (1992: 168).
Pre-contractual opportunism arises from informational asymmetries. An example of pre-
contractual opportunism is the so-called adverse selection problem, which ensues from a
party having private information. For instance, a driver who takes out extra car insurance
has private infonmation about how he will drive the caz. See Milgrom and Roberts (1992:
149-154).

"Z See Klein et al. (1978); Williamson (1985). Klein (1998) gives a complete analysis of the
hold-up problem.

13 See chapter 6 footnote 104 for the five elements that apply to this world.
"' This example was first used in Klein et al. (1978: 308-310) and later extensively discussed

in the economic literature. See also Williamson (1985: 114-115).
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these new bodies with Fisher Body, a US manufacturer of car parts. Fisher
Body had to invest in specialized stamping machines and in setting up a
production line that responded to GM's specific needs. In order to reduce the
possibility of GM holding up Fisher Body by opportunistically demanding a
lower price or switching suppliers after Fisher had made the specific
investment, the contract contained a ten-year exclusive dealing clause. The
contract also dealt with the possibility of Fisher Body demanding outrageous
prices by fixing the price they could charge on a cost-plus basis.15 Despite
these provisions, the contract between GM and Fisher Body was not
complete. Demand for closed metal bodies increased substantially (by 1924,
they accounted for about two-third of GM's sales record) and the GM's
production became largely dependent on Fisher Body, which, in turn,
encouraged the latter to hold up GM.16 By locating its car body plant far
away from GM's plants and refusing to relocate it,"' Fisher Body was able
to appropriate rents from GM. The issue was eventually resolved in 1926,
when GM purchased Fisher Body and placed the transaction within its own
firm through vertical integration.

The GM-Fisher Body example illustrates that incomplete contracts are at
the core of the hold-up problem. The two large, sophisticated business firms
and their legal advisors were convinced that the exclusive dealing and cost-
plus clauses were sufficient to prevent the parties from engaging in
opportunistic conduct. Nevertheless, the contractual incompleteness with
respect to the unforeseen shift in demand for metal bodies resulted in a hold-
up of GM by Fisher Body. Yet incomplete contracts do not necessarily
increase the potential for hold-ups. The story shows a second factor
necessary for the one of the parties to take advantage of contractual
incompleteness: the presence of a specific investment."g As we have seen,
Fisher Body's investment in machines and dies was highly specific to GM,
in that the investment would lose much of its value outside the relationship
with GM. The contract protected Fisher Body from losing the `quasi-rent'

15 GM and Fisher Body used a`formula where the price was set equal to Fisher's "variable
cost" plus 17.6qo.' See Klein (1998: 241).

16 See Klein (1998: 243) (`[t]his unanticipated shift in demand increased the extent by which
the contract forced General Motors to rely on Fisher and made it profitable for Fisher to
take advantage of the contract to hold up General Motors.' ).

"' The location of the plant, far away from GM, made the production of car bodies very
profitable for Fisher, because they could put a 17.6qo surcharge on the transportation costs.
The relocation of the plant, however, would be a very specific investment on the part of
Fisher Body, which would increase the possibility of GM appropriating the rents from the
investment.

"s See Klein et al. (1978); Klein (1998); Williamson (1985). See also Milgrom and Roberts
(1992: 136-138).
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value to GM,"' but it essentially made all GM's assets specific to Fisher
Body.'ZO Once the investments were sunk and the contract was signed, GM
and Fisher Body were locked into each other.12' The combination of an
incomplete contract and specific investments created the vulnerability to
hold-ups, which in turn led to cost]y bargains over the sharing of quasi-rents
and a decrease of the overall surplus.

In practice, the most fundamenta] cost ensuing from the hold-up problem
is the parties' tendency to under-invest. As specific investments and
incomplete contracts are pervasive in the market,'n parties that want to
establish a business relationship are inclined to anticipate the expropriation
of quasi-rents, thereby choosing their investments inefficiently.123 A possible
solution to the threat of a party's attempt to appropriate the quasi-rent value
of the other party's specific investment is to organize the business
relationship as a firm. In fact, GM eventually reduced the costs associated
with the hold-up problem by bringing the transaction from the market into
one firm. This solution is explained by the transaction cost theory of the
firm, as developed by Williamson.124 Williamson argues that the combination
of asset specificity, environmental and behavíoura] uncertainties, and
transaction frequency explains the existence and boundaries of firms.'~ If
transactions are repeated more frequently, levels of uncertainties are high
and the relation-specific investments are made, parties are better off
organizing as a firm, which in Wi]liamson's view solves the hold-up
problem by mitigating opportunistic behaviour and improving investment
incentives. `zb

The transaction cost theory of the firm essentially assumes that parties
have less scope to act opportunistically if the transaction takes place within a
firm rather than in the market. However, it dces not explicitly describe the
mechanisms through which organizing as a firm could lead to more efficient
investments. In this respect, the incomplete contracts theory of the firm

19 A quasi-rent is the excess above the minimum return necessary to prevent Fisher Body
from quitting the manufacturing process. See, e.g., Alchian and Woodward (1988: 67);
Klein et al. (1978: 298) ('[o]nce installed, an asset may be so expensive to remove or so
specialized to a particular user that if the price paid to the owner were somehow reduced
the asset's services to that user would not be reduced.').

'ZO See Klein (1998: 242).
'Z' See Hart (1989: 1762); Williamson (1985: 53). .
'ZZ See Klein (1998).
'Z3 See Williamson (1985: 88-89). See also Hart (1989: 1763); Salanie (2000: 175-187).
124 See, e.g., Williamson (1985); (1989).
'~ See also Holmstrtim (1999: 81). If, like Williamson, one treats the market trade as a

defauit, only transactions that have high levels of uncertainty, frequency and asset
specificity will be organized in a firm. See Holmstrdm and Roberts (1998: 77).'26 See Williamson (1985). Cf. Hart (1989: 1763).
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differs from the transaction cost theory.'~ On the one hand, the incomplete
contracts approach draws on Williamson's work, in emphasizing that the
parties are unable to negotiate a complete contract that deals with all future
states of the world ex ante. On the other hand, the incomplete contracts
approach expands upon Williamson's work by explaining in more detail
which mechanisms inside the finm mitigate the hold-up problems.

The most influential theory is the Grossman-Hart-Moore framework of
property rights. This theory of the firm fills the gap in the transaction cost
theory by emphasizing the importance of economic ownership of physical or
non-human assets in a contractual relationship.128 Canying out transactions
in firms solves possible hold-up problems, because the owner of the firm
enjoys the `residual right of control' over the firm's physical assets.129 This
means that the owner has `the right to decide all usages of the assets in any
way not inconsistent with a prior contract, custom, or law.''~ In this view,
ownership is a source of power ex post, which fosters and protects relation-
specific investments and so prevents a non-owner from appropriating quasi-
rents when the relational contract is incomplete. Consequently, organizing as
a firm is more likely to involve beneficial ex ante relationship-specific
investments.

In the context of the property rights theory of the firm, it is relatively easy
to explain how the merger between Fisher Body and GM solved the hold-up
problem. After the purchase, the acquiring firm - GM - owned Fisher
Body's plant. As a result, Fisher Body's management could not easily refuse
to make the requested investment to build a new plant adjacent to GM's
production line."' The management team could threaten to make its own
labour unavailable for the contractually unanticipated increase in the demand
for metal car bodies, but they could not deprive GM of the assets. GM could
therefore hire a new management team to supervise the assets.132 This

'Z~ See, e.g., Bratton and McCahery (1999: 273 fn 186).
`~ See Grossman and Hart (1986); Hart and Moore (1990); Hart (1995) (defining non-human

assets as `hard' assets, such as machines, inventories and buildings, or `softer' assets, such
as patents, client lists, files, existing contracts, or the firm's name or reputation).

129 See supra footnote 52 and accompanying text. The Grossman-Hart-Moore conception of
the firm distinguishes between residual income and residual control (see, e.g., Hart and
Moore (1990: 1121 fn 3)). The authors acknowledge that in practice these rights will often
go together. See Hart (1995: 64-65). ~

'~ See Hart (1995: 30).
131 Note that even if GM acquires the majority of the shares in Fisher Body, the property right

theory views the GM-Fisher Body constellation (in which Fisher Body is a subsidiary of
GM) as one firm. Lawyers, however, tend to view the parent organization (GM) and the
subsidiary (Fisher Body) as two legal entities representing two separate firms. See
Milgrom and Roberts (1992: 20-21).

'32 Thus seen, the property rights theory explains how the acquisition of physical assets leads
to control over human assets. See Hart (1989: 1770-1771).
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illustrates why the property rights theory places physical assets at the centre
of the firm. Unified control over the physical assets of the firm automatically
leads to control over human assets, since employees, including management
teams, can be denied continuous access to the assets in which they have
made human capital investments.133 This threat arguably reduces the
investment incentives for several parties within a firm, but the increase in
disciplinary power gives the crucial party - the owner of the firm - the
necessary incentives to make his indispensable relationship-specific
investments.'~a In short, the Grossman-Hart-Moore conception of the firm
holds that putting ownership of important physical assets in one hand is the
best response to contractual incompleteness. If assets are strictly
complementary, the party that is crucial for the generation of surplus should
have the residual right of control. In this way, integration provídes incentives
for the indispensable party to invest while diminishing the incentives for
other parties to steal quasi-rents.

4.3 The Efficiency of Joint Ownership Structures in
Closely Held Relationships

Whilst the property rights theory provides a powerful insight into how
closely held single-owner firms such as sole proprietorships and one-person
corporations are organized, it dces not seem to explain multi-owner firms.
The preceding discussion suggests that multi-owner closely held firms are
sub-optimal due to the sharing of residual control rights. Even in the closest
partnership, information asymmetries could lead partners to attempt to
capture quasi-rents.135 Sharing ownership rights is consequently inefficient in
that the anticipation of opportunistic behaviour severely inhibits
relationship-specific investments. Indeed, from an incomplete contracting
perspective, ownership by more than one party (i.e., joint ownership) is only
reasonable under very restrictive conditions. For instance, a joint ownership
structure may be optimal if parties merely invest physical capital (rather than
human capital) in relationship-specific assets.'~ This conclusion corresponds

i33 In this respect, the transaction cost theory differs from the property rights theory. The
transaction cost theory acknowledges that authority plays a major role in solving disputes
within a firm, but fails to explain why the firm differs from the market place. The property
rights theory explains the authority of the owner of the firm by emphasizing the
importance ofphysical assets.

'3a See Hart (1995: 32-33) (`[o)n the other hand, the cost of integration is that the acquired
firm's incentive to make relationship-specific investments decreases since, given that it
has fewer residual control rights, it will receive a smaller fraction of the incremental ex
post surplus created by its own investments.' ).

135 Cf. Bodenhom (2002: 7-8).
'36 See Hart and Moore (1990: 1140); Hart (1995: 48-49).
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with Alchian and Demsetz and Holmstr~m's idea of the firm, which suggests
that free-rider problems among parties within a firm lead to an inefficient
st~ply of productive inputs.137 As we have seen, a third and stronger party
should be brought inside the firm to monitor the activities of other
participants or to break the budget-balancing constraint.

Since business participants often (and increasingly) opt in jointly owned,
partnership-type swctures, it is argued that the inefficiency theory is to
some extent exaggerated.138 The many joint venture and partnership
structures in the real world imply that ~oint ownership can be optimal even if
contracts are incomplete and investmsnts in human capital, thereby casting
doubt on the robustness of the Grossman-Hart-Moore conception.- In fact,
transaction cost economists azgue that parties often choose joint ownership
structtges deliberately to reduce hold-up an~ tttora] hazard problems.139

The question, then, is of why business participants prefer joint ownership
of the firm and its assets. This subsection shows that partnership-type
structures can not only be very effective, but can also be t e most optimal
ownership structure to organize a business relationship:l,~irst, complete
integration of ownership and control may be too costly and difficult. For
instance, irms ~gely~épendent on intellectual research and human
capital and own few (if any) specific physical assets, such as professional
service firms and softwaze houses, azguably do not thrive well on vertical
integration. In addition, given the uncertain output and high monitoring costs
within these firms,'~ self-monitoring by team members will be a better
remedy for preventing the moral hazard problems."' Second, rather than
protection against opportunism, firm participants may choose a governance
structure that offers more individual adaptability - that is, a structure that
gives parties the ability to adapt to changed circumstancesm-à setf-interested
mannër,~'~ Third and most importantly, other mechanisms than integrated

137 See supra footnotes 87-95 and accompanying text.
'3a See Holmstrtim (1999: 86) (noting that joint ventures are playing an increasingly

important role in industrialized countries).
'39 See, e.g., Johnson and Houston (2000) (showing that buyer-supplier transactions are often

organized as a vertical joint venture when hold-up hazards aze high); Klein et al. (1978:
311-312) (showing that joint ownership became an efficient means of preventing
opportunistic behaviour in the American petroleum industry in the 19th century).

'~ See Alchian and Woodwazd (1988: 68-69) (arguing that morally hazardous exploitation
depends on `plasticity' and monitoring costs. Resources or investments aze plastic when
there is a wide range of discretionary, legitimate decisions from which the user tnay
choose). See also Alchian and Woodward (1987: 115-117).

14' See Alchian and Demsetz (1972: 790). See also Milgrom and Roberts (1992: 523)
(arguing that outside directors and managers are poor monitors of the quality and quantity
of the work delivered by professionals). Cf. Hansmann (1996: 70-71) (noting that in the
service professions, joint ownership is the norm because monitoring is relatively easy).

i42 Cf. Lamoreaux (1998: 70); O' Kelley (1992: 218-220).
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ownership of physical assets may protect business parties against
opportunistic behaviour. ~ - --l- -

When the residual rights of control aze not allocated to one person,
paztners tend to rely on implicit contracts and non-legally enforceable
norms.143 Reputation concerns and fear of retaliation and of the breakdown
of the business relationship induce partners to adhere to these implicit
contracts and norms.'~ Partners are sometimes inclined to abide by certain
norms that encourage cooperation, because their relationship is built on trust
or because acting unselfishly is embedded in the relationship. In family
businesses, for instance, partners have often internalized strict notms of
family loyalty, which may result in the partners reflexively making
relationship-specific investments and performing satisfactorily, thereby
maximizing the overall surplus.'as In this view, the more expensive legal,
monitoring and ownership mechanisrns aze of secondary importance in
family firms.'~ They may even have a counterproductíve effect.'~ Although
trustworthy business parties may have natural preferences to act honestly,
incentive mechanisms could crowd out these preferences, replacing trust in

'a3 Cf. Baker et al. (1997: 25-26) (suspecting that informa! aspects are important to the
success of organizational structures). By nomis, the law and economics movement
generally means `a rule that is neither promulgated by an o~cial source, such as a court or
legislature, nor enforced by the threat of legal sanctions, yet is regularly complied with.'
See Posner (1997). For more definitions, see Mitchell (1999: 196-209). In this context, the
difference between markets and firms is that transactions in the market are largely
governed by legally enforceable contracts, whereas transactions inside the firm are mainly
govemed by non-legally enforceable nomu. See Rock and Wachter (2000); (2001). It is
argued that every firm has its own nonvs. See Cooter and Eisenberg (2001: 1718-1719).

'~ See, e.g., Cooter and Eisenberg (2001: 1721-1723) (arguing that inside a firm, norms best
promote efficiency when supported by reputation effects); Foss et al (2000: 642) (arguing
that implicit contracts may be self-enforcing because of fear of retaliation and breakdown
of cooperation).

15 Intemalized nomis become part of a partner's character. Violating such a norm may
provoke self-criticism and guilt, thereby acting as a self-enforcing mechanism. See Cooter
and Eisenberg (2001: 1723-1726). See also Mitchell (1999).

'~ Because norm.s demanding greater loyalty in relatíonships between family members than
between strangers are almost universally accepted, it might be argued that it is easier to
ensure diligent and honest behaviour in family firms. Cf. Posner (I996: 1723-1724).
Moreover, as the partners know each others' work characteristics and tendencies to shirk,
opportunistic behaviour could be more easily anticipated and prevented. Cf. Alchian and
Demsetz (1972: 790) (arguing that among relatives and long-standing acquaintances, self-
monitoring partnerships rather than employer-employee contracts will be used). However,
one should note that strict family norms also have disadvantages. For instance, loyalty in
family firms may lead to a`propensity to forgive inefficient or slack behaviour.' See
Williamson (1989: 165) (referring to Pollak's article on 'a transaction cost approach to
families and households' in the Joumal of Economic Literature 23: 581-608); (1993: 482-
484).

147 See, e.g., Ribstein (Z000: 25-26).
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the relationship and the partners with trust in the particular mechanisms.
This may invite initially trustworthy parties to change their attitude towazds
each other."s

~. Even if we view most people as exclusively self-interested human beings
who face strong incentives to act opportunistically, joint ownership ~
structures may be efficient in an incomplete contracting setting. First, in a-~
repeatéd interaction such as a long-term business relationship, r~utation~-
concerns may prevent deviation from the implicit contracts and norms. -
Economists have used game theory to analyze how reputation effects work
as a self~nforcing mechanism in relationships.149 It appears that if a game is
repeated infinitely, a built-in provision for punishing deviations arises. To
illustrate this point, let us assume a business relationship between two
parties, (A) and (B). Party (A) wants to make a firm-specific investment in
human capital.'so The critical physical asset in the firm is a machine. A's
investment has no value unless he has access to the machine. Party (B) does
not have to make a substantial firm-specific investment, but he is needed as
he has to sell the products that will be manufactured by party (A) - who can
only realize a fraction of the value of his investment without B's
contribution.15' Because investments in human capital are observable to the
agents but not verifiable by courts, the contract is inherently incomplete.'sz
As a result, the parties will choose the investments non-cooperatively. Given
the uncertainty of both the investment costs and possible revenues, the
parties decide not to include a complicated profit-sharing agreement.153 Party

18 For an example of how legal rules can affect the parties' behaviour and preferences, see
Bohnet et al. (2000).

149 For an introduction of how game theory can be applied to legal analysis, see Baird et al.
(1994); Baird (1998).

~so ~s section uses a version of an example taken from Halonen (2001: 4-9).
15' In Halonen's simple numerical example (Halonen (2001: 4-5)), party (A)'s investment can

[ake [hree values: 0, I50 or 300. Without party (B)'s contribution, party (A) can only
realize ~~ of the value of the investment (0, 50 or 100 respectively). Because she assumes
that the cost of the investment is 0, 90 or 40y (where 5 ~ y, 6), party (A) will not make the
investment alone: 50 ~ 90 and 100 ~ 40y.

'sZ Observable but unverifiable variables aze a leading reason for incomplete contracts. See
supra footnote 107-110 and accompanying text. See also Hart (2001: 1702) (`[fJor
example, an ideal contract between an employer and an employee might specify that the
employee would be given a bonus for good performance since this may encourage the
employee to work hard. Both the employer and employee may know after the fact whether
the employee performed well or not, and therefore whether the bonus has been earned, but
a judge may not have this information. As a result, the contract stating that the employer
will pay the employee a bonus if the latter performs well is difficult to enforce. Here a
norm of honesty would be very helpful. If the employer can be trusted to keep her word,
the agreement that the employee will receive a bonus if she performs well can be sustained
by informal means rather than by formal ones.').

's3 Cf. Hart and Moore (1990: 1126); Hart (1995: 64).
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(A) implicitly agrees to make the first-best investment, while party (B)
agrees to pay (A) an efficient shar ~f the revenues. However, because party
(A) anticipates ex post expropnation ~f the surplus that is generated with his
specific investment, he tends to cheat and opt for a second-best investment
effort. Party (B) can also cheat by holding up party (A), thereby extracting a
larger share of the surplus than he is entitled to from an efficiency
perspective. In order to solve these problems, the contracting parties have to
determine the optimal ownership and control structure ex ante, which
induces party (A) to make a first-best investment and gives party (B) the best
incentive to cooperate: joint ownership or single ownership by party (A).

Upon first inspection, one expects the single-ownership structure to be
more efficient, because party (A) has the largest relationship-specific
investment and is more crucial for the generation of the surplus. In a static,
`one-shot' game with rational players, Grossman-Hart-Moore's prediction
that joint ownership cannot be optimal holds true.154 If the parties had
decided to organize under a joint ownership structure, both parties would
continuously have to reach a unanimqus agreement about the use of the
machine. Because party (A)'s investment has no value without access to the
machine, party (A) can only realize the value of his investment with the
other party's cooperation once. In 4ther words, party (A) has no residual
right of control over the asset after the game has ended. Without party (B)'s
cooperation, the machine cánnót be used by party (A). Consequently, it is
assumed that the parties split the surplus 50:50 in ex post bargaining.155 If
party (A) is the single owner, he will have an improved incentive to invest,
because in order to realize the gain of the investment, he needs the
cooperation of party (B) only once. He can replace party (B) in a later period
without (B)'s cooperation. The single owner will receive a larger share of the

isa See Halonen (2001: 3) (`jj]oint ownership does not give power to anybody. If two agents
jointly own an asset, they have to reach a unanimous decision on the use of the asset. If
they fail to reach an agreement, they cannot use the asset. Therefore the outside options
are zero and the hold-up problems are maximal in the static Hart and Moore model. It is
better to give power to somebody rather than to give power to nobody. Therefore having a
single owner dominates joint ownership ín the static model.').

iss ~e ex post bargaining process will take place under symmetric information. Because the
value of the investment, the surplus and the investments are observable and to a certain
extent verifiable, profit-sharing agreements are relatively cheap to write ex posr. The
symmetric bargaining solution predicts that the surplus will be split 50:50 between the
parties. See Hart and Moore (1990). In Halonen's numerical example (Halonen (2001: 5)),
party (A) will not invest in a one-shot game, because his share (half of the value of his
investment) dces not cover its cost:'~z150 ~ 90 and'~z300 ~ 40y.
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value of his investment. As a result, he has an improved incentive to invest
and single ownership is the optimal structure.'sb

An enduring relationship transforms a one-shot game into a repeated
game. The parties play numerous versions of the same game over time.
Under such circumstances, the parties could be encouraged to cooperate by
adopting the mutually beneficial strategy. In our example, an enduring
relationship could give party (A) the right incentive to make the first-best
investment over and over again. In addition, party (B) would like to
cooperate without threatening party (A) to appropriate his share of the
surplus. Let us assume that one of them chooses to deviate. In this case, the
other party is likely to play a`tit-for-tat' strategy, whereby deviation will
trigger punishment for the rest of the game.'s' If party (A) deviates by
choosing a second-best investment or party (B) engages in hold-up conduct,
the cooperation will break down and the surplus will be divided as in the
static game.

In a repeated game scenario, the parties should opt for the ownership
structure that gives them the best incentive to cooperate. There are two types
of incentive to cooperate: (1) the gain from cheating will be low, or (2)
deviation will be punished by giving the cheater a restricted share of the
investment or by minimizing the surplus. It is submitted that under the most
optimal ownership structure the gain from cheating is lowest relative to the
punishment. If we compare both ownership structures, single ownership has
the advantage of generating the lowest gain. To demonstrate this, let us
assume that party (B) deviates. He will extract half of the surplus generated
by party (A)'s first-best incentive under a joint ownership structure, while he
will only get less than half of the value under a single ownership structure.
However, punishment under the single ownership structure is also less
severe.'sa

'sb See Halonen's numerical example (Halonen (2001: 5)). Party ( A) will receive x~3 of the
value (~i - yz(If'I3)). In this scenario, party (A) will choose the investment with a value of
1 SO (see supra footnote 151), because ~~ 150 ~ 90 and 2~3300 ~ 40y.

's' A player who follows a'tit-for-tat' strategy will continue to cooperate until the other party
cheats by acting in a self-serving manner. See Axelrod ( 1984).

isa Consider Halonen's numerical example again ( Halonen (2001: 6-7). If party ( A) owns the
machine, party ( B) can cheat and obtain I; of the value of party (A)'s investment ('~i300 -
100). Party (A) will respond by making the second-best investment from the next period
on, which will result in a payoff for party ( B) ('~s150 - 50). Under a joint ownership
structure, the punishment will be higher, as will the gain from cheating. The gain will half
of A's investment, i.e., 150 ( '~i300), but in the punishing path party ( B) (as well as party
(A)) will get a zero pay-off. However, `[j]oint ownership is a dominated structure in the
static game and therefore in analyzing the repeated game we have to take into account that
the ownership structure can be renegotiated after deviation.' Renegotiation of the
ownership structure could raise the joint surplus to 60 (equal to the joint surplus in a one-
shot game). Consequently, parties have an incentive to renegotiate the ownership structure
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Halonen offers a model of the trade-off between joint ownership and
single ownership present in a repeated game. She inquires into the conditions
under which joint ownership dominates the single ownership structure.
According to her analysis, joint ownership is optimal if without this
ownership structure a deviation would only have little impact on the surplus
generated.159 Her analysis shows that only when the investment costs are
high enough dces joint ownership provide the superior punishment device to
prevent deviation. If the first-best investment becomes more expensive, party
(B) has to pay a higher share to party (A), which will in turn give him a
high-powered incentive to deviate. Under these circumstances, it appears
that a joint ownership structure is needed to trigger a big fall in surplus. If,
however, the cost of the first-best investment is relatively low, a single
ownership structure provides the best incentives to cooperate. A less severe
punishment in combination with a minimal gain from deviation seems to be
sufficient to keep the parties from engaging in opportunistic conduct. If the
parties decide to renegotiate the ownership structure,"~ thereby reducing the
punishment effect under joint ownership, the partíes' investments should
have a low value without the other party.1ó' In other words, the parties should
largely be indispensable to each other.

Halonen's findings seem to confinm real-world observations. She points to
joint ventures between domestic partners and foreign business firms.162
Because these international joint ventures are often set up to combine the
technological knowledge of the foreign partner with the local knowledge of
the domestic partner, it is obvious that their investments are complementary,
generating the surplus together.163 Furthermore, the investment cost of the
foreign partner may increase significantly if time constraints crowd out other
activities.

In the real world, many business organizations, such as most joint
ventures, have a limited life span.`~ In the terminology of game theory, this
means that the number of projected plays - however large - is finite and
known. In the final period of the game, joint ownership is again the

- the payoff will be yx(60-a) (a is the renegotiation cost, which Halonen expresses for
simplicity reasons as the cost per period).

i59 See Halonen (2001: 20).
'~ See supra footnote 158.
16' See Halonen (2001: 21-25).
i62 See Halonen (2001: 25).
'63 See aiso Desai et al. (2002: 31) ('[i]nternational joint ventures offer multinational firms

the opportunity to make profitable use of market-specific capabilities of joint venture
partners, may facilitate cooperation with foreign govemments, and offer the prospect of
generating knowledge that could be valuable in future business operations.').

'~ See Bleeke and Ernst (1995: 97) (noting that nearly 80~ of joint ventures end in a sale by
one of the partners).
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dominated structure; the parties would behave as if it were a one-shot game.
They would realize that it is unnecessary to build a reputation for use in the
final period. In fact, the parties are likely to anticipate the final period, and
hence to decide that any concern about reputation is futile.'~ As a
consequence, the game `unravels' back to the first round. Because every
game becomes a last round, the optimal ownership structure of the one-shot
game dominates.

Yet this general qualification for finitely repeated games dces not seem to
hold true in all scenarios. Economists have shown that if parties can invest
and generate a surplus twice, joint ownership can very well be the optimal
ownership structure, even if the probability of honesty is very small.'~ For
example, if the game is repeated twice, reputation effects can provide a
punishment mechanism in a joint ownership swcture that dces not exist in a
single ownership structure. To illustrate this, let us assume that two partners
explicitly opt in a joint ownership structure for the finite life of the venture,
for example, when a particulaz project is completed or the purpose of the
joint venture is fulfilled, the joint venture will dissolve.1ó' In the final period,
the ownership structure must be renegotiated, since joint ownership is sub-
optimal ex post.168 If deviation dces not occur, the partners will decide to
share the surplus equally. If one of them cheats, the renegotiation of the
ownership structure will provide potential punishment mechanisms. Indeed,
because the market has learned about the partner's untrustworthiness, the
payoff in the outside mazket is low. A lower outside option means that the
cheating partner can only bargain for a low share of the surplus.
Renegotiation will minimize a dishonest partner's inside payoff, as most of
the surplus will be distributed away from him.'~ The partners will thus be
better off to cooperate and refrain from opportunistic behaviour."o

'~ Cf. Talley (1999: 1029-1030).
'~ See, e.g., Halonen (1997); Rosenkranz and Schmitz (2001a); (2001b).
167 See Halonen (1997) (noting that, given important relationship-specific investments, it may

not be efficient to split before the project is finished - even if the implicit contract has
broken down).

'~ See Halonen (1997) (`[i]n renegotiation the agents will trade the asset so that it has a
single owner.').

'~ According to Halonen (1997), the results of the punishment mechanism depend on a
number of factors. `If human capital is not important (only effort is) as for relatively
unskilled labour, if human capital is dynamically firm-specific as for workers with
relatively low level of general education, or if there is no good mechanism to exchange
information unlike in a well defined, relatively small group of professionals, then we
should observe a conventional hierazchical firm.'

"o `In a conventional firm with a single owner, which in our setup is the optimal structure in
the one-shot game, cooperation cannot be sustained because the ownership swcture is ex
post efficient even after deviation. Since there is no renegotiation, there is no way to
punish the cheater.' See Halonen (1997).
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Nevertheless, renegotiation might not be necessary to improve partners'
incentives to invest, provided that first-stage deviations are punished in the
second stage. If we asstune that, as in many horizontal production joint
ventures,"' the partners contribute homogeneous input, so that only the total
investment matters, it appears that, in the case of joint ownership there is no
unique equilibrium combination of the parties' second-stage investments."Z
As a consequence, rational parties could choose second-stage investment
levels to punish or reward a party's behaviour in the first stage. A party's
deviation in the first stage would be punished by a low investment of the
other party in the second stage, while a first-best investment in the first stage
would be rewarded.13 Under these circumstances, the `joint ownership
mechanism' is likely to lead to first-best investments in the first stage. If the
efficient first-stage investment overcompensates for the lower investments in
the second stage, joint ownership will be the optimal ownership structure."'

In the above examples, self-interested business people relied on self-
enforcing norms and implicit contracts because the repeated interactions
made it possible to exploit reputation concerns in order to punish or reward
behaviour. However, if we assume that a fraction of the people are
concerned about `reciprocity', in that they respond to friendly or hostile
actions even when these responses prove very costly, implicit contracts and

"' See Rosenkranz and Schmitz (2001a: 14) (`[w]e thus focus on those inter-firm
collaborations which are purely motivated by strategic behaviour and market power
objectives and which, according to Hennart (1988), are labeled as "scale joint ventures".').
Hennart (1988: 362) distinguishes between scale joint ventures and link joint ventures.
Scale joint ventures result from similar moves by partners that enter a contiguous stage of
production or distribution or a new market. Link joint ventures are characterized by an
asymmetrical position of the partners.

"Z Rosenkranz and Schmitz (2001a) base their model on Nash's bargaining solutions. They
ask what behaviour would be rational in a twice-repeated game - i.e., what is the best
strategy a player could choose in response to the strategy the other player chooses. When
the players have chosen for a joint ownership structure, multiple solutions seem to arise.

13 See Rosenkranz and Schmitz (2001a) (noting that joint ownership in the first stage is even
more efficient if the parties are able to renegotiate the ownership structure at the beginning
of the second stage).

"' To be sure, this conclusion of the analysis offered by Rosenkranz and Schmitz (2001a)
depends on a number of assumptions. These assumptions include the following: (a) the
model covers cooperative agreements in which both partners either contribute money to
the venture (e.g., marketing alliances) or make a homogeneous contribution; and (b) the
model assumes that investments may not be enforceable - which might be the case if
partners are located in different countries, operate in transition countries with
underdeveloped legal systems, or use 'creative accounting' opportunities. Opponents of
economic analysis of law might argue that these assumptions do not reflect real cases.
However, Rosenkranz and Schmitz (2001a: 13-15) show that joint ventures are created
under these assumptions in the real world.
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norms can be sustained even in a one-shot game.15 In the real world,
business partners often refrain from opportunistic behaviour and engage in
practices that build trust in that they become reciprocal actors. They are
willing to cooperate because they expect the other partner to cooperate as
well, and not because they expect to generate more surplus from repeated
interactions.1ó Under these circumstances, the presence of partners that show
a willingness to punish other partners at their own expense helps to enforce
implicit contracts and norms, thereby reducing moral hazazd and hold-up
problems."'

5. CONCLUSION: THE ROLE OF THE LAW

This chapter has paid considerable attention to the theories of the firm. The
analysis presented here suggests that business forms require not only well-
designecT liability and tax rules but also provisions that help to reduce
opportunistic behaviour inside the firm. The theories help to explain why
f`irms-may prefer a particular legal business form over another."B To be sure,
in many circumstances, extra-legal mechanisms often play a crucial role in
preventing opportunism. Fór instance, it is submitted that reciprocity is a

15 See Fehr and G~chter (2000: 1) (`[rleciprocity means that in response to friendly actions,
people are frequently much nicer and much more cooperative than predicted by the self-
interest model; conversely, in response to hostile actions they are frequently much more
nasty and even brutal.'). See also Fehr et al. (2001); Fehr and Falk (2002). Even though
laboratory experiments show that reciprocity could help to overcome inefficiency in a one-
shot game, it appears that the reciprocity effect is strengthened in a repeated game. See
G~chter and Falk (2001).

16 See Fehr and G~chter (2000: 1) (`[r)eciprocity is fundamentally different from
"cooperative" or "retaliatory" behaviour in repeated interactions. These behaviours arise
because actors expect future material bene6ts from their actions; in the case of reciprocity,
the actor is responding to friendly or hostile actions even if no material gains can be
expected. Reciprocity is also fundamentally different from alwism. Altruism is a form of
unconditional kindness; that is, altruism given does not emerge as a response to altruism
received. Again, reciprocity is an in-kind response to beneficial or harmful acts.').

'~~ Although there seem to be many real examples of reciprocal actions, economists have
conducted laboratory experiments `to rule out with certainty that an actor derives a future
material benefit from a reciprocal response.' See, e.g., Fehr and G~chter (2000). For
instance, the Ultimatum Game (see, e.g., Binmore (1992: 197)) can be used to show that
people usually do not behave in a self-interested manner in a one-shot game. In the
Ultimate Game, person (A) makes a proposal to another person (B) about how to divide
one dollar. If person (B) accepts, the proposal will come into effect. However, if person
(B) rejects person (A)'s offer, both persons will get nothing. Experiments show that in
most cases people reject the offer, because they think it is too low. They would rather
punish the other party than take whatever they can get.

'~g See jtock and Wachter (2000: 542).
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significant reason why relational contracts are lefr incomplete and abound in
vague terms."' At the same time, the game theory models suggest that if
economic actors cannot organize their relationship contractually, simply
because they are unable to bargain their way into a governance structure by
using actual and exhaustive contracts, their business relationship can thrive
on non-legally enforceable mechanisms.`~ Legal rules and standards could
even hamper the functioning of norms and implicit contracts. As noted in the
preceding section, trustworthiness is not necessarily imposed through a
legally enforceable rule or standard, such as a fiduciary duty. While some
argue that such a legal trust norm could have some role in norm-creation,
which helps to prevent the greater threat of opportunistic behaviour in joint
ownership structures, others point to the fact that, for example, fiduciary
duties may be counterproductive under certain circumstances.'a' Not only
could the opportunistic use of these duties involve costly intra-relationship
disputes and litigation, but it could also increase the transaction costs of
contracting around these legal norms.162 The same seems to apply to
reciprocity. Empirical research suggests that the explicit threat of invoking
fiduciary duties could destroy the `good will' of fair and honest parties in
such a way that they are no longer willing to cooperate voluntarily.
Commentators note that explicit legal remedies crowd out the positive
reciprocity effect. When parties have the explicit opportunity of bringing a
remedial action against the opportunistic partner, they seem to rely more on
the `stick' and less on the `carrot'.'g'

Yet the economic models do not describe a framework that completely
dispels or neglects the role of the law. Rather than emphasizing that a firm
can emerge spontaneously without a legal structure, they point to the role of
the law in supporting governance atrangements that preserve the extra-legal
mechanisms that help to lessen the costs of the bargain constraints. In this
context, the theories of the firm hold out several important lessons for the
European law reform movement. In general, the theories of the firm predict
that organizing as a firm deals with a set of problems that occur when the
relational transactions are placed in the market. Firms are `standard form
contracts' that reduce transaction costs and solve post-contractual
opportunism, such as moral hazard and hold-up problems.'~ Thus seen, the

179 See Fehr and G~chter (2000); Fehr et al. (2001). Cf. Lewis (1999: 263-264).
'~ See Bratton (1995); Bratton et al. (1996).
18' See chapter 8 footnotes 162-221 and accompanying text.
i8Z See, e.g., Ribstein (2000: 25 and 28) (noting that `opportunistic use of legal remedies does

not carry the same connotation as fraud and therefore tempts even relatively honest
actors.' ).

'g3 See Fehr and G~chter (2001) (offering experimental evidence indicating that incentive
contracts may cause a strong crowding-out of voluntary cooperation).

184 Cf. Bodenhorn (2002: 16); Hart (1989: 1771).



7. Economic and Legal Aspects of Business Firms 215

influence of the theories of the firm on the development of business
organization laws is twofold. First, they help to understand the function of
legal business forms. Second, and more significantly in the context of this
book, they advocate to innovative lawmakers what the content of business
organization laws must be in order to supply business forms that, because of
the inherent benefits, aze able to attract a network of users.'~

From an economic perspective, firms aze cleazly more productive if
available business forms help to limit `intra-firm' opportunism and offer an
adequate framework that provides incentives for the fum's participants to
make continuously firm-specific investments (particularly investments in
human capital). To illustrate this, this section provides a short analysis of the
corporate form. The next chapter will view closely held business forms as
incentive systems and discuss specific issues regarding the role and design of
their statutes.

In line with the property rights theory, the cotporate form provides
governance rules that deternvne how control over the firm resources is
allocated, and how hierarchy is created within the firm. Cotporation law
exemplifies how a corporate form acts as a facilitator, enabling managers
and small and passive equity investors to move towards the optimal
governance equilibrium within a firm.1B6 Upon first inspection, public
corporations with dispersed shareholders may be viewed as an atypical
example of the property rights approach. As follows from the previous
section, the property rights theory mainly focuses on closely held or owner-
managed firms, in which an individual (in an employer-employee
relationship) or other firm (after an acquisition) has the residual rights of
control over the essential physical assets in the relationship. When only
incomplete contracts specifying simple ownership rights can be written and
the parties need to make relation-specific investments, hold-up problems will
induce vertical integration. For instance, hiring an employee arguably offers
greater protection against hold-up than an ordinary contract with an
independent contractor. Thus seen, the property rights theory dces not take
into account that separating ownership and control can have benefits in
specializing decision management and decision control.'a'

185 Cf. Rock and Wachter (2001: 1625-1626) (arguing that by taking the theory of the firm as
a starting point, it is possible to understand the role of corporate law in helping the
participants within the firm to solve the key problems identified by the theory of the firm).

iab Economists assume that the interaction of rational people tends towards a point of rest, an
equilibrium. See Cooter and Ulen (2000: 11) (`[a]n equilibrium is a pattem of interaction
that persists unless disturbed by outside forces.').

187 The decision process could be divided into four steps: (1) initiation, (2) ratification, (3)
implementation, and (4) monitoring. 5teps (1) and (3) are typically allocated to the same
actors and, therefore, conveniently called decision management. Steps (2) and (4) are
called decision control. See Fama and lensen (1983a: 303-304).
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A closer look reveals that the Grossman-Hart-Moore conception seems to
clarify many key features of corporate law that deal explicitly with the rights
of residual control over the corporation's physical assets.188 In fact, the
theory is often interpreted to support the shareholder primacy view of
corporate law.'~ To see this, let us consider the following principles of the
corporate form: (1) a corporation is a legal entity that holds the firm's assets;
(2) the limited liability feature allows shareholders, many of whom are
wealth-constrained and risk-averse,'~ to diversify their risks;"' and (3)
corporate law creates centralized management,192 to which the dispersed
shareholders delegate important control rights.13 These principles facilitate
the separation of residual control from residual risk-bearing - usually
refenred to as the separation of ownership and control.'~ In a publicly held
cotporation the shareholders are too small and numerous to exercise the
residual rights of control.195 It would be too costly if all of them were
involved in decision management. Moreover, the shareholders, who are only
interested in the corporation's share price, lack the expertise and competency
to take part in the decision process. As a consequence, the property rights

1S8 See Rock and Wachter (2001: 1654-1660).
189 See Rock and Wachter (2001: 1658) (arguing that management needs to use its power `in

a manner consistent with maximizing the shazeholders' residual claim.'). But see Blair and
Stout (1999: 760) (`the property rights view seriously misstates the nature of shareholders'
interest in public corporations. If "control" is the economically important feature of
"ownership", then to build a theory of corporations on the premise that ownership (and,
hence, control) lies with shareholders grossly mischaracterizes the legal realities of most
public corporations.').

'~ Cf. Hart (1995: 127). For the differences between risk-averse, risk-loving and risk-neutral,
see Binmore (1992: 110-111) (`[a] person who would always be prepared to sell the
opportunity to participate in a lottery with money prizes for an amount equal to its
expected value in dollazs is said to be risk-averse over money. A person who would
aiways be prepared to buy the opportunity to participate in a lottery for an amount equal to
its expected value in dollars is said to be risk-loving. A person who is always indifferent
between buying and selling is said to be risk-neutral.').

19' See chapter 4 footnote 75 and accompanying text.
192 It is submitted that a statutory provision is not needed to allocate control to the boazd of

management. However essential this feature may be in a firm, participants could easily
deal with it in a contract, e.g., the articles of incoiporation. See Hansmann and Kraakman
(2000b: 433). Chapter 9 will show that in practice statutory guidance is nevertheless very
important. Cf. Rock and Wachter (2000: 531) (viewing centralized management as the
most important characteristic of the corporate form).

193 See Rock and Wachter (2001: 1654-1655). It might even be argued that the entity tax
treatment of a corporation is needed to facilitate centralized management. See Kanda and
Levmore (1991: 233) (`[w]ith a corporate tax in effect, management decisions do not
affect shareholders differently depending on their individual tax circumstances.').

194 See, e.g., Easterbrook and Fischel (1991); Fama and Jensen (1983a); Hart (1995: 127);
]ensen and Meckling (1976).

195 See Hart (1995: 127). Cf. Hansmann (1996: 35).
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theory of the firm recognizes that delegating control rights is necessary to
facilitate management's participation in the firm and to give management
sufficient incentives to undertake relationship-specific investments.'~
Although corporate law typically limits the shareholders' ability to intervene
in management's decision-making power, it would be enroneous to conclude
that shazeholders are deprived of every control right within the firm. In order
to mitigate shareholder hold-up by management, shareholders are given the
right to elect and remove managers. In addition, shareholders have the legal
power to veto substantial asset purchases or sales initiated by the managers,
such as mergers and acquisitions.

Thus, the law regarding public corporations gives shazeholders as a
`homogeneous and monolithic group' an ex ante incentive to make firm-
specific investments of financial capital, and delegates the residual control
rights to the `homogeneous and monolithic group of management'.197 It
follows that the corporation, as a standard form contract, helps to fill the
gaps in the relational agreement between the participants inside the
corporation. The statute addresses the key problems by setting the internal
rules of the game and supplying default rules, which, given the transaction
costs, help the parties to address some unforeseen circumstances.198 In this
respect, the law should support the publicly held firm by providing backstop
provisions, leaving open a field for contractual arrangements to the extent
that the participants can handle this.'~ The corporate statute, articles of
incorporation and by-laws structure the relationship mainly in general terms,
thereby largely assigning gap-filling authority to management. If
management fails to do its job or to act opportunistically at the expense of
the shareholders, corporate law provides a framework that allows the

196 Cf. Aghion and Tirole (1997) (developing a theory of the delegation of residual control to
another section within organizations).

197 That is not to say that corporate law does not deal with govemance issues arising from
`parallel sharing' (see Armour and Whincop (2001: 991)) between shareholders. In
particular, the potential for opportunism by the majority towards the minority shareholders
is dealt with. See, e.g., Rock and Wachter (2001: 1659).

i9a For an analysis of default rules for publicly held corporations, see Bebchuk and Hamdani
(2002). Chapter 8 will focus on default rules governing closely held business firms.

'~ See Bratton et al. (1996: 180). If one takes this view of business organization law, it is
easy to see that partnerships between legally unsophisticated partners engaged in
economic ventures of relatively small scope need more and different backstop provisions
than a joint venture between two large international enterprises. This suggests that we need
a menu of business forms. Nevertheless, it might be argued that designing a business form
for small firms, while leaving it workable for larger, more sophisticated parties,
sufficiently simplifies and streamlines business organization law. Chapter 8 will argue ttiat
from an incomplete contracts perspective, the menu appmach rather than the `one-size-
fits-all' approach meets firms' organizational needs in regulazing and mollifying
bargaining constraints.
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enforcement of implicit contracts and extra-legal norms~ Moreover,
fiduciary duties, such as the duty of loyalty and care, help to solve the
problems that are present due to bounded rationality and asymmetric
information~'

Clearly, corporate law does more than design the coveted ownership and
control arrangements inside the firm. The corporate structure would not be
credib)e if it did not affect outsiders. Not only dces corporate law provide
rules that enforce the ownership and control arrangements against third
parties, but it also contains rules that protect third parties against
externalities that may arise from the opportunistic use of the flexible
corporate framework by the insiders.~ In this respect, let us consider the
rules that provide for a~rmative asset partitioning.~' First, these rules
ensure that the firm's physical resources are sufficiently separated from the

z~ The property rights theory acknowledges that other mechanisms are requ'tred to limit
opportunistic behaviour among managers. One way to deal with opportunism is to monitor
management. However, dispersed shareholders are not able to monitor, because (1) given
the large number of shareholders, it is too costly for all of them to be involved in decision-
control, and (2) the free-riding problem gives an individual shareholder a disincentive to
monitor management. See Fama and Jensen (1983a: 309); Hart (1995: 127). One solution
is for shareholders to delegate the decision control to an expert group, e.g. a supervisory
board. In addition, the free-rider problem can be overcome by a shareholder who has a
large stake in the firm. However, economic analysis has shown that there is a trade-off
between monitoring and delegation. See Bratton and McCahery (2001: 756) (`stepped-up
monitoring depresses management's incentives to make productive investments even as it
imports productivity enhancing discipline.'). Another way of constraining the behaviour of
management is to put managers on an incentive scheme such as stock options. However,
recent scandals in the US corporate world suggest stock options may have encouraged
window-dressing and fraud. See Economist (2002d: 51-52). It appears that 'the best
defence against `infectuous greed' is a healthy corporate culture. See Economist (2002e:
57-58). The question, then, is of what legislation and regulations should or should not do
to create such a healthy culture.

zm Cf. Bratton (1995: 145) (`[c]orporate law stabilizes the atmosphere of trust by imposing a
norm of honour on those in authority. By providing a guaranty, it makes trust a less risky
proposition for those who depend on others to conduct the business. It also provides a
positive law anchor for the organizational rules and a dispute resolution process, without
requiring that the parties jeopardize the productive context of trust with a mistrusting
round of exhaustive contracting. At the same time, legal constraint pennits the relationship
to survive the inevitable presence of mistrust.').

z~ See Armour and Whincop (2001) (arguing that the law should support governance
arrangements, in particular the enforcement against third parties). Armour and Whincop
argue that the business organization law gives `multital' effect - that is, against persons
constituting a very large and indefinite class of people - to the arrangements conceming
the allocation of ownership and control. They examine the `importance of the proprietary
role of the law in the differentiation of the assets of the finn from the personal assets of the
investors, the entry and exit of assets from the firm, the exercise of new ownership
interests, and the resolution of anticommons problems in insolvency.'zos See supra footnotes 66-79 and accompanying text.
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assets of the individual participants inside the firm. Second, they give third
parties that deal with the coiporation a prior claim on the firm's assets.
Third, they make sure that the assets of the firm are protected against the
rent-seeking behaviour of the fum's insiders. It is obvious that corporate law
dces not allow fraudulent manipulation of its structure at the expense of third
parties. Therefore it should not be surprising that the corporate law statutes
across jurisdictions contain universally adopted mandatory provisions. Even
if contractual deviations that could affect third parties negatively are
permitted, cotporate law requires that they should be brought to the attention
of the outside world.~

In this view, corporate law plays an interesting multifunctional role that
European lawmakers often fail to recognize. First, it offers a governance
structure that allocates ownership and control rights over the firm and its
assets. Second, the corporate form is a gap-filling device. It assigns ex ante
gap-filling authority to management, and defines and sets forth the rules of
the game, taking trust, non-legal norms and reputation effects into account.
Third, it reduces transaction costs, in that it assumes that without the legal
framework the contracting parties are unable to contract into the coveted
governance structure.ZOS Fourth, corporate law offers an incentive system in
which a number of legal (contractual and statutory) and non-legal
mechanisms interrelate so as to deal with the problems of motivation and
coordination inside the firm.Z~ These four functions of corporate law, and
business organization law in general, reveal the importance of lawmakers
taking the internal role of corporate law as a starting point for reform. To the
extent that the use of the corporate framework poses a risk for third parties,
lawmakers must make a trade-off between the internal structure and external
costs to third parties, and decide whether the spillover effects need legal
intervention. In so doíng, lawmakers are able to supply a framework of legal

Z~ Note that legal business forms cover the relationships between the interested parties with
the organizations, and the representation of the organizations in their dealings with the
outside world. These laws generally do not regulate the businesses in which the particular
organizations engage. See Frankel (2001: 3-4).

zos ~e nexus-of-contracts theory of the firm assumes that corporate law provides default rule
provisions so as to save the business parties the costs of providing the contractual
provisions in advance. It assumes that in the absence of corporate law provisions the
business parties will contract for these provisions themselves. 7'he incomplete contract
theory of the firm, however, suggests that private information and bounded rationality
prevent the parties from contracting their way into the coveted governance structure. See
Bratton et al. (1996: 180).

Z~ This is in line with Holmstrbm (1999), who views the firm as a miniature economy, a sub-
economy in which different incentive instruments interrelate in a manner that intemalizes
some of the contractual externalities that are present in markets due to asymmetric
information.
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rules and standards in which incentive mechanisms and legal protection
devices are more complementary than conflicting.

The above discussion considers the role of the corporate form as a
standard form contract for publicly held firms, whose important function is
to assign the residual control over day-to~ay decisions in certain areas to the
board of directors. However, it is recognized that problems that are related to
this type of firm are not necessarily present in the closely held firm.
Governance mechanisms and legal rules and standards apparently evolve
along the lines of either publicly held firms or closely held firms. In this
respect, the `closely-held-versus-public' dichotomy is not only a useful
classification system to explain the different kinds of incentive and
governance structures in play, but also helps lawmakers to rethink business
organization law. It is not surprising therefore that the dichotomy is reflected
in the legal systems of most jurisdictions in Europe and the United States~

Nevertheless, one should not overemphasize the distinction between
publicly held firms and closely held firms, as this is an oversimplification. In
the real world, the line between both types of finms is not always clear. For
instance, in continental European jurisdictions, large publicly traded
corporations are often characterized by a concentrated ownership system in
which a so-called `block-holder' actually controls the firm and its assets~
Because they are owned by insider coalitions or wealthy families, these
European `publicly held corporations' could arguably be perceived as
closely held firms. At the same time, many `closely held firms' have
characteristics of their publicly held counterparts. It appears that only firms
that are engaged in small-scale production and service activities fit into the
egalitarian mould of a typically closely held firm. This raises several
questions: (1) Is the `closely-held-versus-public' dichotomy sufficient to
understand business organization law, to predict the effects of reform
processes and to assess legal evolution?; (2) How many closely held
business forms should there be?;~ and (3) If there is a need for a menu of
business forms, how should the statutes be designed - should a`free-
standing' approach or a more `integrated' approach be followed?210 In order
to answer these questions, chapter 8 provides a cost-benefit analysis that
offers guiding principles for the reform of closely held business organization
law. These principles promote the emergence of an efficient set of legal

2~ See Bachmann (2001: 353-357 and 364); Easterbrook and Fischel (1991: 228); Klein and
Coffee (1996: 105-108); Lutter (1990: 377-379); Posner (1998: 465-467).

2~ See Bratton and McCahery (1999); Coffee (2001); Hansmann and Kraakman (2000a); La
Porta et al. (1999); Raaijmakers and McCahery (2000).

2~ See Ribstein (2001: 852).
210 See DTI (1999: 62-63). The `free-standing' approach involves creating a separate, free-

standing, statute, while the `integrated' approach refers to the design of one statute that
contains several options to organize a firm.
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business forms providing a range of inherent benefits that give participants
in a firm sufficient incentives to overcome the collective action problem.
The next chapter touches on the probability of adoption of this menu by a
national legislature and discusses which incentives may create adequate
demand for the introduction of legislation along these lines. Against the
background of increased business and international competition, it is only to
be expected that legal business forms will emerge that are unhampered by
unnecessary organizational (and tax) constraints. There is reason to believe
that, given the competitive challenge, member state legislatures will be in a
more reactive mode, which in turn engenders the supply of business
organization law statutes that are responsive to the dynamic and ever-
changing business environment.21

See chapter 6. The 'black-letter lawmakers' might ugue that meeting the competitive
challenge means that legislatures will always be in a reactive mode, and the business
organization law statutes will be revised frequently, thereby adding uncertainty to the law.
Here, the opposite is argued. Regulatory competition contributes to the prolongation of
business organization forins' future responsiveness to social changes by altering the
lawmakers' attitude. Indeed, in a world where economíc actors canno[ organize their
business firm under the laws of another member state, a national legislature has a
monopoly over the supply of business forms. It is submitted that legislatures insulated
from competitive influences have a tendency to be 'unresponsive to costs, reluctant to
innovate, bureaucratic in its methods of collecting and processing information, shut off
from entrepreneurial creativity and effort.' See Hatfield (2001: 40). We have seen that if
the power and responsibility of the provision of business organization law is allocated to
the European Union, the centralized legislature is the monopolist that performs its task
with the same drawbacks.



Chapter 8

A Menu of Closely Held Business Forms

1. INTRODUCTION

Chapter 7 showed that relational contracts emerge when economic actors
enter into long-term and highly interactive arrangements where discrete
mazket contracting is inefficient.' Because future contingencies are uncertain
and the actors' activities are practically impossible to specify or observe,
these relational contracts are inherently incomplete.2 In order to solve the
problems associated with contractual incompleteness, economic actors can
choose between different governance structures that rely more or less on
`softer' mechanisms. Obviously, integrating the ownership of the crucial
assets can protect relationship-specific investments from post-contractual
opportunism. In this case, ownership and power is allocated to the party that
has the largest team-specific investment and is most crucial to the generation
of surplus. The owner then has primary monitoring and gap-filling authority.
Norms and implicit contracts help to ensure that boih the owner of the firm
and other pazticipants inside the firm act diligently and honestly.'

See also Goetz and Scott (1981) (noting that `relational contracts' encompass a variety of
relationships, including distributorships, franchises, joint ventures and employment
contracts).
See chapter 7 footnotes 107-110 and accompanying text.
Cf. Holmstrtim and Roberts (1998: 92) (azguing that the property rights approach `needs to
expand its horizon and recognize that power derives from other sources than asset
ownership and that other incentive instruments than ownership are available to deal with
the joint problems of motivation and coordination.'); Holmstrtim and Milgrom (1994);
Holmstrom (1999).
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In terms of limiting post-contractual opportunism, parties may choose
from a range of economic institutions to organize their business relationship,
from discrete market contracting at one extreme to hierarchical organization
at the other.' First, the parties can enter into a long-term firm-like contract.
In this case, the parties separately own interdependent resources and retain
substantial autonomy.s By contracting their way into a governance structure,
they endeavour to make credible commitments that serve as a means of
creating a relationship of mutual reliance. Since they cannot deal with all
contingencies, their relationship is mainly sustained by self-enforcing,
implicit contracts. The success of the relationship largely depends on
ingrained norms of honesty and mutual trust.b Airline alliances that aim to
provide a global network to travellers, sharing frequent flyer programmes
and combining services that offer the convenience of a single ticket and
coordinated connections, are perfect illustrations of long-term firm-like
contracts.' Whilst the alliance partners aim to maximize and share the
combined revenues inside the limited scope of the alliance,g they compete or

4 See Williatnson (1985: 163-205) (emphasizing the important role of credible commitments
in supporting alliances and mutual confidence). For an overview of the economic literature
on the pros and cons of integrated ownership in the context of international joint ventures,
see Desai et al.(2002: 3-7).
Cf. Alchian and Woodward (1988: 74). These long-term firm-like contracts can cause
potential problems in many jurisdictions, including tax consequences, liability and
fiduciary duty issues, if the business relationship is treated as a partnership. See chapter 2
footnotes 78-90 and accompanying text. See also Hewitt (1997: 56-57). Because
partnership law does not usually require any formalities for employing the partnership
form, it is not always clear whether the parties intended their relationship to be governed
by partnership law rules. The economic concept of the firm, however, `provides guidance
in determining whether business associates are partners by elucidating who, in economic
terms, shouldbe considered an owner.' See Bromberg and Ribstein (1999: ~2.07(a)).
See O'Kelley and Thompson (1992: 10) (`[t]he goal of relational contracting is to
reinforce the relation itself. The hope is that cooperation and harmony will become
ingrained norms of the relationship, and that the parties will continue to deal with each
other in good faith even when facing difficult adjustment problems.'). See also Goldberg
(1998: 289); Lewis (1999: 4).
See Brueckner and Whalen (1998) (`an alliance allows an airline to expand its network
overseas without adding new services. This is done through a codesharing agreement with
the alliance partner, which allows the airline to sell tickets under its own name for travel
that occurs within both partners' networks'); Transportation Research Board (1999: 133-
154). See also Holmstrám and Roberts (1998: 84); Lewis (1999: 5-6). Other examples of
long-term firm-like contracts are cooperation agreements between parties to undertake
joint research and development (RBcD) or other forms of technical collaboration.
The revenue sharing is often a difficult matter that tends to be resolved in the course of the
alliance negotiations. See Boyd (1998).
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deal at arms' length in most other respects' Consequently, there is a trade-
off between greater autonomy and protection against opportunism.

This trade-off in long-term contracts might not be optimal. In many cases,
the reliance on mutual expectations and implicit contracts is not su~cient
for the partners to continue their business relationship. For instance,
alliances often fail due to the lack of trust at the start and the difficulty in
gaining trust midstream because the partners have conflicting interests.'o If
we assume that the society is better off when the parties conduct the business
together, a joint ownership structure that gives all parties access to crucial
physical assets as well to specific human capital could be a better
alternative." Joint ownership proves to be very robust when the relationship-
specific investments are sufficiently complementary,12 the parties are
indispensable to each other,13 they both depend on unique resources," and
sharing of ownership rights is necessary due to time and wealth constraints.15
Indeed, partnerships and joint ventures often result in a synergy that can be

9 If the codesharing agreements involve rival airlines that compete in a gateway-to-gateway
market before the alliance is formed, alliance partners will act as a single airline in serving
the market. Because the loss of competition could increase airfares, this kind of alliance is
controversial and is often targeted by antitrust authorities. See Brueckner and Whalen
(1998).
See, e.g., Lewis (1999: 5) (noting that despite the growing popularity of alliances, the
majority will fail); Robinson and Stuart (2000: 1; 7-8) (noting that strategic alliances in the
biotechnology sector are often plagued by incentive problems that arise because the
activities covered by these deals are difficult to specify in advance and costly to observe).
Robinson and Stuart (2000) show that if reputation effects play a large role due to the
existence of a network of past deals, through which infotmation is transmitted, alliance
participants in the biotech industry are less likely to structure their relationship as a joint
venture. Cf. Bernstein (1992); Milgrom et al. (1990); Williamson (1993: 471-473; 478).
See Rajan and Zingales (1998: 388) (defining access as the ability to use or work with a
critical resource).
See Hauswald and Hege (2002) (establishing that strong complementarities in partners'
resources eliminate typical moral hazard problems in joint ventures).
See chapter 7 footnote 161 and accompanying text.
An example of such a unique resource is a pipeline on which several oil refineries rely.
See Klein et al. (1978: 311) (`[a]t the delivery-to-refinery end of the pipeline, the pipeline
owner would be able to appropriate the "specialized-to-the-pipeline quasi rents" of the
refineries. The pipeline owner could simply raise the price of crude oil at least to the price
of altemative sources of supply to each refinery that are specialized to the pipeline. Given
the prospec[s of such action, if [he pipeline owner were an independen[ monopsonist
facing the oil explorers and a monopolist to the refinery owners, everyone (explorers and
refiners) would know in advance their vulnerability to rent extraction. Therefore oil-field
owners and refinery owners would, through shared ownership in the pipeline, remove the
possibility of subsequent rent extraction.').
Cf. Armour and Whincop (2001: 990).
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very productive, especially when financially constrained parties seek to
share risks.1ó

Like long-term contracts, joint ownership structures are typically
organized in an egalitarian rather than a hierarchical fashion. Each party
usually has equal control rights over the physical assets, and shares equally
in profits and losses." Unlike in long-term contracts, parties shaze ownership
of the firm, which involves a greater surrender of autonomy and control. It
might therefore be azgued that concerns about reputation, loyalty and
reciprocity play a more pivotal role when the parties jointly own the firm
assets. It is likely that the parties develop trust more easily in a fum than in
the market.'g Ostensibly, joint ownership structures work best when they
involve parties of similar talents and propensities and who make similar
investments." However, in many economic situations, partners of different
productivity and capital levels use a joint ownership structure.~ If one
partner is more productive or makes a larger relationship-specific investment
than others,21 the less productive partners will have an incentive to shirk,
free-ride or, because the physical assets cannot be used without a unanimous
decision, to engage in other opportunistic conduct, such as a hold-up.ZZ
Economic actors and their legal advisors could attempt to deal with the high
potential of opportunism contractually, but again these contractual
mechanisms are often very costly solutions due to technological lirnitations,

16
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See, e.g., Johnson and Houston (Z000) (analysing the motives and gains in joint ventures).
See, e.g., Fama and Jensen (1983a: 307).
Cf. Cooter and Eisenberg (2001: 1733) (arguing that an employee of General Motors is far
more likely to feel loyalty towards the firm than towards the automotive industry).
See Bleeke and Ernst (1995: 105) (noting that only joint ventures between complementary
equals can lead to a`marriage for life'); Bodenhorn (2002: 17 and 28) (`[g]iven the
extensive use of the partnership form in many callings, individuals obviously found
various solutions and effectively mitigated hold-up. An important solution was the posting
of a good-behaviour bond through the commitment of sizeable amounts of capital to the
finn. Through similar capital injections, parties to the partnership agreement made
credible commitments to not behave opportunistically toward other members of the firm.
Moreover, capital contributions acted as a screening mechanism for experience and ability,
in addi[ion to its use as an implicit bond against ex ante and ez post opportunism.');
Kandel and Lazear (1992) (suggesting that peer pressure significantly mitigates free-
riding). See also Sherstyuk (1998: 342-343).
Sherstyuk (1998: 331) notes that in many economic situations, `two or more agents of
different types are required to accomplish a task: an investor, an architect and a builder are
needed to build a house, a venture capitalist and an entrepreneur to start a new firm, or a
number of researchers with specialized skills to accomplish a research project. More
permanent partnerships, such as law firms, may also include partners within different areas
of expertise (such as tax and intellectual property lawyers).' See also Belleflamme and
Bloch (2000: 3) (illustrating that joint ventures often involve asymmetric partners).
Cf. O'Kelley (1992: 232 fn. 60).
Cf. Bodenhorn (2002: 17); Halonen (2001: 3); O'Kelley (1992: 238).
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private information and strategic behaviour. That is not to say that economic
actors do not use contractual mechanisms to deal with the possibility of
opportunistic behaviour. However, the incomplete contracts paradigm asserts
that economic actors may not be able to contract their way into governance
structures that deal with every contingency ex ante. Moreover, the cost of
designing a joint ownership structure that minimizes the expected risks of
opportunism and can be enforced against a very large and indefinite class of
outsiders is prohibitively high.23

Accordingly, the parties might prefer to use legal business forms that
define and set forth the joint ownership structure, provide important
contractual provisions in advance, support the enforcement of implicit
contracts and internalized norms, and give the business relationship legal
entity status?a This chapter examines the theoretical arguments for and
against the importance of a menu of closely held business forms designed to
show off the contours of the joint ownership framework. Section 2`thinks
small first' and analyzes the functions of the statutory law of the general
partnership. It uses the Revised Uniform Partnership Act (RUPA) as an
example, as it is the product of a major partnership law reform project which
attempted to craft default rules that accurately reflect what most partners
would regard as implicit in their partnership agreement ZS The drafters of the
model statute endeavoured to create an efficient standard form contract that
reflects clear and simple rules that mimic the terms for which most owners
of a very closely held business will contract in a world without transaction
costs and informational asymmetries.2ó

We have already pointed to the role of the corporate form as an incentive
system and gap-filling device for firms in which residual risk-bearing and
management are separated.27 The general partnership is a useful legal
business form for joint ownership structures in which a small number of
partners abnegate self-interest in favour of the collective interest of their
business relationship.2S Whereas the shareholders of a corporation are
typically limited to exercising the power of residual control over the
corporation's assets, the partners in a typical partnership have to reach
unanimous agreement on the use of the partnership's assets in the collective
interest of the partnership. That said, the partners do not unconditionally
surrender their autonomy upon entry into partnership. Despite their

23
za

See chapter 7.
In addition to provisions that govern the intemal relationship between the business parties
themselves, the business form's statute contains provisions that deal with the relationships
between the entity and third parties. See chapter 7 footnote 202 and accompanying text.
See, e.g., Weidner and Larson (1993).
See chapter 5 footnote 53 and accompanying text.
See chapter 7 footnotes 186-204 and accompanying text.
See, e.g., Callison and Vestal (2001: 292-293).
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abnegation of self-interest, in principle, each partner has the power to
withdraw at will.~ But unlike shazeholders, who are usually allowed to
freely transfer their shares to a third party, partners cannot transfer their
interest in the partnership without the unanimous consent of the other
partners.~ Consequently, the asset partitioning features of a partnership
differ from those of a corporation 31 Although both business forms provide
creditors with a prior claim on the firm's assets, the `liquidation protection'
in a corporation is stronger. The personal creditors of an insolvent partner
have the power to force the buyout of the parmer's interest, which could
affect the partnership-specific investments if the paztnership has difficulties
in paying the buyout price.32

If one accepts the economic perception of business forms as standard
form contracts, one may argue that, from a normative perspective, default
rules are preferable to mandatory rules. Hence, lawmakers should focus on
improving flexibility, efficacy and simplicity within the existing legal
frameworks.33 From this perspective, sophisticated economic actors and their
legal advisors can manipulate corporation and partnership forms into a result
that meets their needs. Given the allegedly increasing information costs for
participants in a firm and for third parties involved in selecting and dealing
with a larger number of business forms, it is suggested that a limited menu
based on asset partition features is optimal.~` However, this chapter views
legal business forms as frameworks that help economic actors to set internal
incentives. It is therefore natural to consider the significant differences

29 The rationale behind the easy right to dissociate is the `general principle according to
which nobody can be required to remain indefinitely within the bounds of a contract which
may involve him in a continuing obligation (contrat successi,~ or which at least may
absorb a potentially major part of his own resources.'). See Heenen (1975: 54). The
rationale itself reveals why partnership law across jurisdictions considers the withdrawal
of capital from a partnership for a definite term or the completion of a particular
undertaking unlawful. See Ribstein (1998: 11). Even in a partnership at will, partners are
constrained by fiduciary duties. If a partner violates his fiduciary duty by withdrawing his
capital from the partnership, the other partners can bring an action against him. However,
litigation is costly and the partners cannot be certain that their argument will prevail.
This right is usually either contractually or practically restricted in close corporations.
See chapter 7 footnote 72 and accompanying text.
Under US law, a partner's personal creditor could reach that partner's interest by obtaining
a charging order. A chazging order affects only the debtor's partnership interest and dces
not permit the creditor to reach partnership assets. it entitles the creditor to the partner's
share of distributions and the partner's share of assets on liquidation after all partnership
debts have been paid. See Callison (2001a: ~7.21). However, RUPA ~801(6) pmvides for
judicial dissolution on `application by a transferee of a partner's interest', including the
`pwchaser of a partner's interest upon foreclosure of a charging order.' See ULA (1995:
Supp. 2001, 111).
See Freedman (1999: 33). ~
Cf. Armour and Whincop (2001: ] 000).

30
31
32

33
34



8. A Menu of Closely Held Business Forms 229

between firms when attempting to examine the efficient supply of legal
business forms.3s

Rather than making a strict distinction between non-firms and long-term
contracts on the one hand and closely held and publicly held firms on the
other, this chapter perceives business relationships in terms of a continuum
of businesses varying in degrees of `firmness'.~ This continuum of relational
arrangements ranges from an organization in which the owners themselves
retain substantial autonomy to organizations that involve an increasing
surrender of `individual autonomy' in favour of reciprocity and `fum
autonomy'. On the scale of firmness, autonomy seems to shift from
relational contracts with self-interested owners to organizations in which
self-interest becomes more subordinate to the firm's collective interest 37 It is
azgued that organizational arrangements that have more firmness rank higher
in terms of autonomy and, in traditional legal terms, are more easily
perceived as entities.3S In this view, close corporations have relatively more
firmness than general partnerships. In comparison with general partnershíps,
close corporations have governance structures which `lock-in' firm specific
assets and, hence, decrease an individual's ability to engage in opportunistic
behaviour by threatening to break up the business relationship.39 At the same

35 Opponents of the introduction of new business forms find an expanded menu difficult to
navigate and unduly costly. They argue that more flexibility within the existing legal
framework, which mainly consists of partnerships and corporations, would already allow
economic actors to build up the governance structure they want. Not only do they fail to
acknowledge the economic role of legal business forms, but they also neglect the
increasing costs of leaming and uncertainty. There is no denying that many firms do not fit
exactly into the existing framework. When offering firrns a very limited set of alternatives,
the parties' form selection cannot give any signal as to the parties' preferences for dealing
wíth the incompleteness of the relational contracts, thereby increasing the possibility of
opportunism. See supra footnote 160 and accompanying text.
See Klein (1982: 1523); Lamoreaux (1998: 70); Ribstein (1999b: 413-414). See also
Alchian and Woodward (1987: 134-135) (noting that there is a variety of firms and no one
standard conception of the firm); Demsetz (1988: 154-156) (`[w]e may as well recognize
that we have no clear notion of firm-like contractual arrangements, especially since we
now recognize the difficulty of distinguishing between coordination achieved "across
markets" and coordination achieved "within firms." It might be useful to adopt legal
notions of what a firm is and what it is not, for there do arise cases in which this
determination has been called forth because of the important impact it has on which body
of law determines the liabilities of the parties involved.'); Klein et al. (1978: 326)
(`[m]any long-term contractual relationships (such as franchising) blur the line between
the market and the firm.').
See O'Kelley and Thompson (1992: 7-11). See also Callison and Vestal (2001).
See Lamoreaux (1998).
To be sure, individual shareholders of a close corporation have no general buy-out right.
However, the `lock-in' of the close corporation only affects the minority shareholder. The
majority shareholder can dissolve the firm through a board resolution and a vote of a
majority of the shares. See Rock and Wachter (1999: 921). See also O' Kelley (1992: 241)

ï6

37
38
39



230 Chapter 8

time, however, individuals may have information and skills to pursue their
personal interest and to compete against the firm, whereas general
partnership law contains provisions prohibiting individual partners from
competition against the firm. It follows that legal business forms present
different solutions to the failings of the firm as an autonomous organization,
and so rate differently on the scale of firmness.

Turning to the importance of new business forms to a robust economy,
how many business forms should a menu optimally contain, and to what
extent should rules from one statute be applicable to other business forms?
For instance, in most jurisdictions, general partnership provisions are
explicitly linked to the limited partnership form. In order to answer these
questions, section 3 offers a cost-benefit analysis, attempts to determine the
probability of national legislatures adopting new business forms, and
discusses which incentives may create adequate demand for the introduction
of such legislation. Section 4 offers a brief conclusion.

2. A BUSINESS FORM FOR SMALL BUSINESS
FIRMS

2.1 The Need for a `Standard Form Contract'

From the perspective of law and economics, statutory and judicial
organizational law offers standard form contracts that help to economize on
transactíon costs such as drafting, information and enforcement costs, and to
limit opportunism and fill gaps in the relational contract.~ From this
perspective, business organization law offers models that cover the
relationships between the participants inside the firm and the representation
of the firm in their dealings with outside participants, such as creditors. The
business statutes act as a set of `off-the-rack' terms upon which business
participants can fall back when establishing the distribution and allocation of
powers and responsibilities for varying levels of control and commitment."
That is not to say that business organization law provides economic actors
with a set of all-encompassing standard form agreements. The theoretical
and empirical contributions to the literature on incomplete contracts have

(hypothesizing that 'rational owners of a joindy owned firm select corporate form over
partnership form, all other things being equal, when the expected gains from greater team
adaptability and diminished risk of minority opportunism more than offset the expected
losses from decreased individual ability to adapt and increased majority opportunism.').

~ See chapter 7 footnotes 184-185 and accompanying text.
"` See Easterbrook and Fischel (1991); Ribstein and Bromberg (1999: ~1.02(b)).
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shown that providing a set of default terms that deal with every possible
contingency is a complex and uncertain process. Theories of the firm
therefore suggest that, besides the statutory and judicial default rules, the
ownership sttvcture of the legal business forms and the interaction between
explicit and implicit contracts help the parties and institutions involved in
dispute resolution to fill the inherent gaps in the relationship. The function of
business organization law as a means for incentive design appears to be
undetrated by European lawmakers.

Let us again consider the close corporation, which is the preferred vehicle
for closely held business firms at all levels in Europe.42 Some might argue
that the close corporation paradigm reveals the triviality of the supply of
legal business forms. The success story of the close corporation in many
jurisdictions is testimony to the fact that business participants often
neutralize the law's effect by making contractual adjustments, and hence the
rule of the law appears not to matter. Although there are some costs involved
in preparing a relational agreement, closely held firms should rely heavily on
carefully drafted and customized agreements. The drafting process forces the
business participants to think through and clarify their intentions in a calm
and deliberative atmosphere, which can help them to avoid
misunderstandings and litigation.43

Yet even when economic actors could easily bear the transaction costs of
contracting around statutory terms, default rule analysts have suggested that
they may nevertheless be loath to contract around these terms.~ Empirical
evidence from the United States illustrates that even though business
participants would theoretically be better off opting into the special close
corporation rules, in practice these opt-in provisions have not been widely
used.45 The standardization of the general corporation statute due to network
and learning effects suggested lower legal formation and operation costs
than the not yet standardized `innovations' with respect to close
corporations. As a result, a statute that offers a set of default rules that meet
the needs of small business relationships is more attractive.

As participants in a firm tend to react strategically to rules, the wrong
rule could produce significant inefficiencies much greater than the nominal

az
43

See, e.g., chapter 7 footnote 29 and accompanying text.
See, e.g., Blair and Stout (2001: 1806) (suggesting that in many closely held finms the
information-providing aspect of formal contracting may be at least as important as the
threat of legal sanctions that contracting appears to bring into play).
An empirical survey in the United States found that deviations from state-supplied default
settings are uncommón. See Hochstetler and Svejda (1985). See also chapter 7 footnote
39.
Cf. Riley (1999: 82-83) (considering the pros -(forcing parties to contemplate their
relationship, thereby promoting certainty and effectiveness) and cons (significant
transaction costs) of opt-in provisions).
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costs of contracting around a rule.~ For instance, the supply of the inefficient
default rule could have a detrimental effect on relational arrangements in
firtns that are mainly governed by extra-legal and social norms, as are many
small closely held business firms.47 Even if the parties are completely
unaware of the default rules ex ante and start their business on trust and
reputation, midstream awareness of the legal rules might crowd out
interpersonal trust and replace it with institutional trust in the legal system.~
Moreover, overconfidence, over-optimism and excitement about the
prospects of a new business venture prevent participants from engaging in
business planning and contemplating methods for addressing future conflicts
of interest.49 Because participants must either trust each other or forgo the
deal, they often shun tailoring their business arrangement, thereby
intentionally leaving gaps in their relational contract.~ Furthermore,
bargaining theory in law and economics recognizes that even if the contract
parties are willing to accept the challenge of drafting an agreement and
transaction costs are marginal, information asymmetries and strategic
behaviour could prevent them from bargaining their way to the optimal
governance structure.51

Certainly, if economic actors lack the technology necessary to enable the
negotiation and composition of a contract term ex ante, they are likely to
eventually seek the advice of a sophisticated legal practitioner, who would
force them to engage in efficient business planning.52 His performance,

~
a~

See Ayres (1998: 585).
Indeed, `[rJelational factors may also affect the cost of contracting around default rules. In
transactional settings where informal norms are an important part of the parties'
contracting relationship, a party may be reluctant to suggest varying a particular default
rule even if the "direct transaction costs" are low and the variation would make both
parties better off.' See Bemstein (1993: 67-76) (discussing how taking social norms and
other relational factors into account enriches rather than undemunes the analysis and
predictions of various approaches to default mle analysis, including the economic
approach).
See chapter 7 footnote 147-148 and accompanying text.
Cf. Van den Steen (2002).
Cf. chapter 7 footnote 179.
It might be argued that the cost of drafting a customized agreement is minimal, because
forms for special clauses abound in libraries and lawyers' files. See Oesterle (1995: 920).
However, the intemal participants in many closely held firms seem to be reluctant to
deviate from statutory default rules. See supra footnote 44 and accompanying text.
`Partners in smaller ventures tend to employ only one attomey to document their
understandings, which reflects both a desire to control costs and a general aversion
towards the legal profession. Although accepted standards of professional conduct may
tolerate such arrangements, and use of a single lawyer may reduce the friction that is so
often the by-product of bargaining between lawyers, the interests of partners will in a
number of respects diverge rather than converge. The combined role of inediator and
bargain-facilitator is one for which many lawyers are not well suited.' See Hillman (1987:

48
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however, dces not necessarily lead to a higher expected firm value. For
instance, even if lawyers aze willing to draft a comprehensive agreement, the
hope of a fruitful relationship could be quashed. Their attempt to address all
future contingencies may very well result in delaying rather than promoting
the coveted bargaining process.53 Conversely, it is submitted that lawyers
tend to recommend simple boilerplate standazdized agreements rather than
customized and more optimal contracts.~ In fact, lawyers contribute
significantly to the `lock-in' effect in the context of business organization
law. There are several reasons for this. If a particulaz lawyer spends time and
money on customizing an altemative term that will benefit other lawyers and
their clients generally, he may face a potential free-rider problem. This may
entail that the drafting and designing of innovative contract terms is not
always cost-effective. The possible failure of the new term, which might
damage his professional reputation and even ruin his career, tends to confine
the individual lawyer to a more passive role.ss

435-436) (arguing that the tendency to retain only one lawyer limits the effectiveness of
the attomey in the bargaining process). This seems particularly true when a general
practitioner rather than a business law expert is consulted. See Weidner (2001: 13). Thus,
the question of how legal advisors can add value to the transaction remains. See Gilson
(1984).
See Klein and Coffee (1996: 64-66) (`[o]ne of the most important functions of the lawyer
is to look beyond the days of heady optimism and mutual good will that may characterize
the initiation of a business venture. The lawyer must bear in mind that as the needs of the
parties and the nature of the business change, as the partners encounter issues of business
strategy on which they cannot agree, as the firm confronts the often harsh vicissitudes of
business existence, the rules that are laid down in the partnership agreement may become
critical. There are choices about how these rules should be drafted and many lawyers
consider that they should explain those choices to their clients. But this gets tricky, for if
the would-be partners start worrying too much about the problems that might arise and
become excessively concerned about the difficulty of solving them, they may become
overly anxious and walk away from a venture that would have been good for them.'). See
also Hillman (1987: 435-439). In order to avoid 'over-lawyering', lawyers should be
aware that in many contexts explicit contracts are only one of a variety of ways of dealing
with the risk of various different contingencies, and shouid consider the existence of extra-
legal and social norm-based constraints on behaviour. See Bernstein (1995: 255).
See chapter 3 footnote 138 and accompanying text. See also Cheffins (1997: 26)
(explaining why it is reasonably common for incorporators to pay a company formation
agency to set up their company using a standard form corporate constitution, rather than
relying upon a solicitor); Wymeersch (1997: 162) (noting that the notaries public required
if one wants to incorporate in most continental European jurisdictions tend to use standard
articles of association without tailoring the provisions to the client's needs). Thus,
requiring a measure of formalism in the creation of a relationship, such as a notary deed,
does not insure that the parties will engage in efficient business planning. See Hillman
(1982: 17-18).
See Kahan and Klausner (1996: 347).
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The upshot is that governmental lawmakers, i.e. legislatures and judges,
should implement, administer and enforce business form legislation. As
discussed in chapter 6, private lawmaking groups could offer model laws
that domestic legislators and judges (who are inclined to refrain from making
wholesale changes in their legal regimes, due to the mandatory quality of the
European directives, for instance) can adopt 56 There aze several advantages
in putting the responsibility of business form design in governrnental hands.
In addition to economies of scale, the publicity of the legislative process
reduces the information costs for potential users of the statutes. Moreover,
new networks are more likely to arise around legislative products. Most
importantly, the implementation and enforcement of mandatory rules and
entity status cannot easily be accomplished by private legislators 57

Commentators generally suggest that the legislatures and courts should
resolve the high costs of internal and external rules by adopting a
deregulatory policy towards the laws relating to the governance of closely
held business firms. To take the example of the close corporation, one is
inclined to point to the troublesome nature of `over-regulation' with respect
to `quasi-partnership relationships'.58 Central to this view is the claim that
relaxing the provisions of investor and creditor protection will provide a
clear set of benefits to the participants in closely held firms. The goal of
regulatory reform must be to balance the interests of third parties and the
benefits to firms of modifying the statutory structure of close corporations so
as to meet the interests of smaller entrepreneurs. In this respect, domestic
legislators and judges have offered several judicial and statutory solutions to
meet the special needs of the variety of closely held firms. Because
participants in small firms across Europe tend to select the corporate form to
take advantage of limited liability and beneficial tax rules, even though the

56 See chapter 6 footnotes 150-160 and accompanying text. 1'his book acknowledges that
private lawmaking groups may be better equipped than national legislatures to introduce
and improve business organization law so that it better meets the diverse needs of the
firms. See also Hadfield (2001). Arguably, these groups foster legal evolution. See, e.g.,
Cooter (1996: 1650).
Even though the design of legal rules could be privatized, the implementation,
administration and enforcement of the law is better done by governmental agencies.
Commentators give several reasons for this. See Armour and Whincop (2001: 984-985 and
1000); Ribstein (1995a: 376-380). The govemmental agencies are not needed to regulate
relatively small and coherent business communities that, supported by implicit contracts
and non~ns, aze lazgely self-regulating bodies. See, e.g., Bernstein (1992); (1996); Cooter
(1996). For instance, the Law Merchant, which was a private system of law, provided for
some kind of affirmative asset partitioning and entity status. See Mahoney (2000: 880-
881). Nevertheless, legislatures and courts are pushed and pulled into the affairs of
business communities by insiders who look to the state to resolve their disputes, and by
outside critics ofprivate wealth and power. See Cooter (1996: 1647).
See chapter 2 footnotes 35-64 and accompanying text.sa
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framework of corporate law is not optimal for these types of firms, courts
increasingly attempt to resolve intra-firm conflicts by reference to
partnership law principles.

Still, there may be problems with this approach to the legal control of
closely held firms since it runs the risk of ignoring the needs of other types
of firms that operate as close corporations. It is well known that legal rules
for firms with capital symmetry should differ from the rules for those
without. For instance, equal rights in management, automatic buyout rights
and broad fiduciary duties that govern `partnership corporations' are not
suitable for start-up corporations financed by venture capital.59 The
deregulatory approach tends to increase the cost of statutory ambiguity,
including legal research, litigation and judicial system costs.~ A more
efficient regulatory response, which involves determining the appropriate
level of regulation, ultimately requires cost-benefit decisions to ascertain the
necessary policy changes. In pursuing this goal, lawmakers should focus on
designing legislation that contains clear and simple fall-back provisions
tailored to the requirements of small and often informal firms. Because
participants in these firms start their business ventures with a handshake
rather than an articulate agreement, a business form statute for small firms
should supply a comprehensive set of default terms that the majority of
parties would have bargained for in a costless world.b' By `thinking small
first', lawmakers not only help to minimize transaction costs for firms that
are least likely to enter into customized agreements, but also reduce the costs
of statutory ambiguity.ó2

2.2 `Think Small First': Partnership Law Reform

Traditional partnership, which contains outdated default rules that force
firms into additional contracting, dces not offer an efficient framework for
the organization of firms engaged in economic ventures of a relatively small
scope. More significantly, the new partnership-type business forms that have
recently emerged in Europe and the United States, partly to meet the needs
of small firms, also fail to fulfil the important standard form function for
small firms. They are either entirely silent or contain awkward linkage
provisions as to which default rule should apply if the agreement between

59
eo
61

See chapter 9.
See Ramsay (1992: 482-483).
See Easterbrook and Fischel (1991). See also Hillman (1987: 433-442) (analyzing the
costs and obstacles to the development of partnership agreements); Masten (1988: 194)
(arguing that the law provides a set of standard doctrines and remedies to deal with
recurring contractual events). Cf. Ayres (1991); 1992a); (1993); (1998); Ayres and Gertner
(1989); (1992).
See DTT (2001).62
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the business participants does not clarify the coveted action.~ Partnership
law reform that restores the general partnership form to its proper place in
business life appears to correspond best to the `think small first' principle.
By modernizing general partnership law, the corporate form and new
partnership-type business forms could tazget other firms with distinctive
characteristics that go beyond the scope of the smallest enterprises. Consider
the Revised Uniform Partnership Act in the United States.~ The key features
of RUPA are designed to offer standard, `off-the-rack' provisions that reduce
transaction costs, provide a framework for the allocation of authority and
power over the firm's resources, and supply, without losing their flexibility,
a set of incentive instruments in case the implicit contracts and norms are not
sufficient.

2.2.1 Internal Governance

In order to offer a cleaz and simple framework to economic actors who
decide to opt in a joint ownership structure, RUPA bestows entity status on
the business relationship, thereby providing for the weak form of asset
partitioning.`~ It also clarifies that, except as otherwise provided in the
partnership agreement, the partnership owns the firm-specific assets.~ In
order to give `multital' effect to the joint ownership structure,ó7 RUPA
explicitly states that assets acquired in the name of the partnership or
purchased with partnership assets are presumed to be partnership property.~
The fact that the partners own the firm and so have joint control over the
items of firm-specific capital to a certain extent prevents them from
engaging in opportunistic conduct. In addition, since the firm's creditors
have a direct claim on the firm's assets, these assets form a bond to help
guarantee good performance. There is no defensive asset partitioning.`~ The
partners aze jointly and severally liable for all obligations of the
paztnership.70 However, the prioritization of the creditors over the personal
creditors with regazd to the assets of the partnership appears to be reflected
in the fact that the former must exhaust the partnership's assets before
enforcing a judgement against the partners.71 Each partner's personal liability

See, e.g., chapter 5 footnote 158 and accompanying text.
See chapter 5 footnotes 53-65 and accompanying text.
See RUPA (1997) ~201(a).
See RUPA (1997) ~203.
See chapter 7 footnote 202.
See RUPA (1997) ~204.
Unless the partners opt out of the unlimited liability regime by choosing to register as a
limited liability partnership (LLP). See RUPA (1997) ~1001.
See RUPA (1997) ~306(a).
See RUPA (1997) ~307(d).

70
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for partnership obligations reflects their status as co-owners of the business.7z
Since partners shaze equally in ihe firm's profits and losses by default,73
arguably they have a high-powered incentive to monitor the firm. The fact
that the partners are unlimitedly liable assures their monitoring activities.74
The partnership form creates an ownership structure that gives the partners
joint management and control rights.75 In the absence of an agreement to the
contrary, important decisions, such as an amendment to the partnership
agreement, must be approved by all the partners. In order to keep decision-
making costs down, however, matter~ arising in the ordinary course of the
business may be decided by the majority of the partners.7ó In addition, joint
ownership rights imply that each partner, as an agent of the firm, is by
default empowered to bind the partnership entity to third parties."

Such default rules aze typically economically efficient for small
businesses in which all owners aze active participants. Three reasons explain
the efficiency effects. First, economic actors who choose to do business in a
joint ownership relationship without contemplating a business form or
fonmalized agreement find in the general partnership form what they would
have agreed upon had they negotiated a relational agreement. Second, the
majority of business parties who intentionally opt into the partnership
business form need not contract around the particular rules. Third, since the
default rules mimic the hypothetical provisions that a majority of the
partners would have bazgained for if they could contract without cost, opting
into the partnership form is a substitute for private bargaining, thereby
reducing transaction and litigation costs.78

An analysis of the `equal sharing rule' elicits the role of partnership law
as a standazd form contract for the smallest and most informal kind of

,z

73
7a
7s
76

77

7a

See RUPA (1997) ~101(6): "`Partnership" means an association of two or more persons to
cany on as co-owners a business for profit formed under Section 202, predecessor law, or
comparable law of another jurisdiction.'
See RUPA (1997) ~401(b).
See, e.g., Ribstein (1998: 11).
See RUPA (1997) ~401(f) and (j).
Under RUPA default rules (and partnership law in general), each partner has one vote
`rather than apportioning votes by the value of money contributions as under corporate
law.' See Ribstein (1998: 10).
See RUPA (1997) ~301. RUPA (1997) ~303 provides for an optional statement of
partnership authority containing `the names of the partners authorized to execute an
instrument transferring real property held in the name of the partnership' and specifying
`the authority, or limitations on the authority, of some or all of the partners to enter into
other transactions on behalf of the partnership and any other matter.'
See, e.g., Bainbridge (2000a: 646-647) (comparing organizing a partnership to buying a
suit: `[i]n a few cases, it may be worthwhile to have a lawyer draft a custom-built
partnership agreement. If the off-the-rack rules work for most parties, however, províding
a standard form contract through the statute will save substantial bargaining costs.').
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business arrangements, which are largely governed by social norms and
economic incentives. However, while comparing partnership law statutes of
several jurisdictions, it is not immediately clear that the equal sharing rule is
an efficient default rule in these circumstances. For instance, German, and
Dutch general partnership law traditionally provide for dividing profits and
losses according to the value of the partners' contributions." In the United
States, the equal sharing rule', which is enshrined in RUPA,~ has raised
significant policy issues.81 It might be argued that because partners often
contribute unequally to capital or services and alter the partnership
agreement accordingly, it is difficult to hold that the equal sharing rule is the
majoritarian rule that most parties would have wanted.82 Moreover, courts in
the United States have often refused to apply the statutory default rule to a
sort of `service partnership' in which one or more partners contribute only
human capital and other partners offer mainly capital in exchange for a share
in the profits.83 To be sure, given the importance of human capital for the
success of many business ventures,~ lawmakers increasingly recognize the
faímess of the equal sharing rule compared to a proportionality rule in which
the partners' service contribution is equal to that of the partner with the
smallest capital contribution.85 However, if partnership losses arise,
lawmakers tend to think it is unfair for a services-only partner in an
unprofitable partnership to bear an equal share of the losses. It dces not seem
right for a partner to run the risk of losing all the value of his service
contribution while a capital partner would lose only a part of the value of his
investment.ab

79 See German Commercial Code (Handelsgesetzbuch (HGB)) ~120-121 (In a German civil
partnership, the default rule is equal sharing; see German Civil Code (Biirgertiches
Gesetzbuch (BGB)), ~722). In the Netherlands, the rules for the civil partnership apply to
the general (commercial) partnership, see Dutch Civil Code (Burgerlijk Wetboek (BW)),
Article 1670. See also Heenen (1975: I10-113).
RUPA (1997) ~401(b) provides that `[e]ach partner is entitled to an equal share of the
partnership profits and is chargeable with a shaze of the partnership losses in proportion to
the partner's share of the profits.'
See Bainbridge (2000a); Ribstein (2001: 841).
See, e.g., Bromberg and Ribstein (1999: ~6.01(c); ~6.02(b)).
See Bainbridge (2000a) (analyzing the Kovacik v Reed case (315 P.2d 314 (Cal. 1957)), in
whích Kovacik contributed ~10,000 and Reed contributed only future services).
Cf. Rajan and Zingales (2000) (arguing that human capital has replaced physical capital as
the main source of value).
See, e.g., Dutch Civil Code (Burgerlijk Wetboek (BWp Article 1670.
See Bainbridge (2000a); Cary and Eisenberg (1988: 71-73) (`if a services-only partner has
not been compensated for his services, then if he must contribute toward the capital loss he
would lose all the value of his services while the capital partner would lose only part of the
value of his capital.'). The drafters of the RUPA acknowledged the difficulties in these
service partnerships and stated in the comment on RUPA (1997) ~401(b) that `[i]t may
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Dces this mean that the equal sharing default rule is misguided? As
discussed, general partnership legislation should focus on conventional
partnerships, which are least likely to enter into a tailored partnership
agreement.g' These partnerships are typically characterized by a small
number of owners who participate in management and contribute substantial
personal wealth to the firm, including financial and human capital. In these
circumstances, equal sharing of profits and losses is arguably the
majoritarian default,eB which at the same time corresponds to the implicit
contracts and norms that govern these types of firms, and hence minimizes
transaction costs for the majority of small partnerships.89

While the equal sharing rule is efficient in simple and egalitarian
partnerships [arge)y characterized by symmetric information and bargaining
power,~ it appears to be a poor fit when partners are not relatives or long-
standing acquaintances, contribute unequal sums of capital, differ in skill
and have asymmetric infomiation 91 As noted before, in practice, ventures of
different varieties and complexities fall within the ambit of partnership law.
Parties may form partnerships with little information about each other's

seem unfair that the contributor of services, who contributes little or no capital, should be
obligated to contribute toward the capital loss of the large contributor who contributed no
services. In entering a partnership with such a capital structure, the partners should foresee
that application of the default rule may bring about unusual results and take advantage of
their power to vary by agreement the allocation of capital losses.'
See also Bainbridge (ZOOOa: 659-660); Bromberg and Ribstein (1999: ~ 1.02(b)).
See Easterbrook and Fischel (1991: 143) (`because partners generally invest much of their
human capital in the parmership, they are unable to diversify this part of their investment
"portfolio". Partners who are risk-averse therefore benefit from a rule ofequal division.').
As Bainbridge (2000a: 661) notes, 'equal division - share and share alike or 50-50 - is a
social norm of considerable power.' The research on ultimatum games (see chapter 7
footnote 177) shows that there is a tendency to divide a dollar equally. See Thaler (1992:
35). Cf. Ellickson (1991: 72) (examining informal norms that govem fence finance in the
cattle-ranching context). Ellickson finds that `[j]ust as diners often split a check in equal
shares, or allow one of their number to pick up the entire check, cattlemen sacrifice precise
equity for the convenience of simple rules of thumb.' Appazently, `[w]hen the base
ranches of two full-time cattlemen adjoin, a well-ingrained norm requires that they dívide
evenly the costs of building and maintaining their common stretch of fence.' Moreover,
the equal sharing default rule is supported by empirical research in the fields of
evolutionary biology, anthropology and psychology. See Smith (2000).
Cf. Johnston (1992: 321) (`[e]nterprises corresponding to my notion of a symmetric
partnership traditionally have been organized as partnerships, because the partnership
default rules have always provided (as have close corpora[ion rules only in the last few
decades) for shared ownership and control and joint participation in business decisions. It
may be that such enterprises usually are chazacterized not by imperfect information
regazding the trustworthiness of the participants, but (probabilistically) by degenerate
beliefs in the certainty of trustworthiness.' (footnotes omitted)).
See supra footnotes 20 and accompanying text.
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commitment and trustworthiness 92 Because of this asymmetry of
information and the consequential incompleteness of the relational contract,93
it has been argued that majoritarian default rules may not always be
desirable~ Backstop rules that parties would not have contracted for could
be more efficient at times. For instance, if it is costly for the courts to come
up with a tailored rule that the parties would have wanted,95 it may appear
more efficient to design a default rule that forces parties to contract
explicitly~ These `penalty default rules' are also appropriate to situations in
which parties can act opportunistically because they withhold private
information. By devising penalty default rules, lawmakers can induce parties
to contract around the default, simultaneously revealing information to less
informed parties 97

Thus seen, the equal sharing rule could be viewed as a penalizing,
information-forcing default rule in all but the egalitarian partnerships.98 More
legally sophisticated partners who find equal sharing inappropriate will be
likely to contract around the default rule if another division of the profits and
losses is necessary to provide the required incentives to invest in
relationship-specific assets. Ex post judicial costs will therefore be
minimized. Indeed, it is submitted that judicial attempts to determine an
efficient sharing rule ex post could entail a costly and `sticky' precedent,~
which in turn makes the `partnership sharing rule' opaque and more
complex, thereby encouraging litigation.'~ Nevertheless, the equal sharing
rule appears to lack an adequate information-forcing quality. If the better-
informed partner is most crucial to generate surplus, he will be unlikely to
agree to an equal division of profits. As a consequence, the equal sharing

92 See Johnston (1992).
93 See chapter 7 footnote 108 and accompanying text.
94 See Ayres and Gertner (1989); (1992). See also Bratton et al. (1996: 182-183) (arguing

that the incomplete contracts paradigm, with its emphasis on informational asymmetries,
explains the existence of a menu of possible default rules). It is worth emphasizing that the
parties' bounded rationality has no bearing on the choice of default rules. In the event of
partners being unable to consider some contingencies, there will also be no reason to
consider the rule's ex ante effect. See Ayres and Gertner (1989: 94 fn 34).

95 Ayres and his collaborators also distinguish between tailored rules (that particular parties
would have wanted) and untailored (majoritarian) rules (that most parties would have
wanted). See, e.g., Ayres (1993); (1998).

96 See, e.g., Ayres and Gertner (1989: 93) ('penalty defaults are appropriate when it is
cheaper for the parties to negotiate a term ex ante than for the courts to estimate ex post
what the parties would have wanted. Courts, which are publicly subsidized, should give
parties incentives to negotiate ex ante by penalizing them for inefficient gaps.').

97 See Ayres (1991); (1992); (1993); (1998); Ayres and Gertner (1989); (1992).
98 See Ayres (1992: 1399) (`the sharing default acts as a penalty default that induces

partnerships to contract for more efficient profit-sharing plans.').
~ See chapter 3 foomote 134 and accompanying text.
'~ See Bainbridge (2000a: 665-667).
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rule will force him to renegotiate the issue, thereby informing the other
parties about the legal rules that govern their relationship. However, since a
partner's shaze in the losses generally follows the division of profits,
knowledgeable pazties are more likely not to raise the issue when the firm is
engaged in a risky business. If one takes the example of a service partnership
in which a legally sophisticated capital partner has an information advantage
over the services-only partner, one may expect the service partner's lack of
information to be exploited.'o` In this case, a default rule under whích the
capital partner would bear all the losses has a better penalizing effect. Yet
such a rule would have a detrimental effect if the services-only partner (and
not the capital paztner) were more knowledgeable, since it invites the first to
gamble with the capital partner's investment.'o2

On balance, lawmakers should provide for an equal sharing rule, as it
corresponds better to the `think small first' pazadigm. That is not to say that
in some circumstances the equal sharing rule has an information-enforcing
effect, but lawmakers involved in designing business organization law
should first take the transaction-cost-reducing function of default rules into
account and be very careful in imposing non-majoritarian defaults. In fact,
the `stickiness' of default rules in closely held business relationships
arguably challenges the efficiency of penalty defaults.t03 This is particulazly
true of business forms that govern relationships between parties that aze
usually ignorant of the legal default rules, such as many stnall closely held
firms. To the extent that general partnership law's assumption of equal
treatment is overly optimistic in joint ownership situations that involve
information asymmetries between parties of unequal ability, other
partnership-type business forms could provide alternatives to the general
partnership's default rule.'o' To the extent that firm participants do not like
the `off-the-rack' provisions provided by the general partnership statute, they
may either be permitted to draft around them or they may choose another
form. Because parties of different ability levels want to be protected against
each other's shortcomings, limited liability vehicles aze arguably the
preferred options. It is therefore argued that limited liability vehicles should
provide for a different defau[t rule.'os

'o' See Bainbridge (2000a: 655-656).
102 See Bainbridge (2000a: 663) (`[a]ssume the firm has suffered capital losses and the capital

partner is considering pulling the plug by dissolving the firm. In such a situation, the
service partner may be tempted to wager all of the firm's remaining assets on a high-risk
venture: If the gamble pays off, and leaves the firm with profits to be divided, he shares in
them. If the gamble fails, however, he bears none of the additional capital losses.').

io3 See Bratton et al. (1996: 183 fn 23).
'o' See Bainbridge (2000a: 656); Ribstein (2001: 841).
ios It might be azgued that in the case of limited liability vehicies, lawmakers should choose a

sharing rule based on the parties' contributions. In this view, an equal sharing rule ís
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2.2.2 E1cit Rules

It is submitted that business participants in closely held firms are unlikely to
find it cost-effective to include explicit terms that govern disruptions.'~
Arguably, this is true in a context of strong relational ties based on trust.'~
Yet over-optimism regarding the success and trustworthiness of husiness
parties at the time of formation sometimes leads them to underestimate the
possibility of dissension when the venture matures.'~ Naturally, the partners
can amicably overcome possible problems ensuing from disagreement and
disruption by working things out ex post, without reference to any legal rule
or contractual provision.'~ Yet sometimes this idea of a perfect relationship
is just make-believe."o Once the dissatisfaction or distrust disrupts the
relationship, the exasperated participants are usually unable to negotiate their
way out of the dispute."'

'defended as based on the assumption that, in the absence of contrary agreement, the
partners' profit share compensates them for all of their investments in the firm, including
their credit contribution to a vicarious liability firm.' See Ribstein (2001: 841).

'~ See, e.g., Mahoney (1998: 1).
'~ See also Blair and Stout (2001: 1806) (arguing that participants in closely held firms may

often decline to negotiate complex formal contracts, because doing so shows a reluctance
to trust, thereby signalling their own untrustworthiness); Cheffins (1997: 66) (explaining
that parties with a strong relationship may be reluctant to raise and confront potentially
contentious issues, since doing so may put them in a pessimistic frame of mind and
perhaps cause them to walk away from a viable business opportunity); O'Kelley and
Thompson (1992: 128) (noting that it may cause bad feelings to insist on provisions that
contemplate the possibility of one or more of the partners wishing to exit from the firm
soon after joining, or of a majority of the partners later wishing to expel another from the
firm).

ioa See Eisenberg (1998: 447) (arguing that at the time a relational contract is made, `each
party is likely to be unduly optimistic about the likelihood of the relationship's long-term
success, and about the willingness of the other party to avoid opportunistic behaviour or
unfair exploitation of the contract's term during the course of the relationship.'). Cf.
Myerson et al. (1996: 184-191) (addressing the concept of swift trust in temporary
groups).

'~ See Blair and Stout (2001: 1804) (arguing tha[ parties in a closely held firm often solve
problems ex post, although they could negotiate elaborate contracts); Easterbrook and
Fischel (1986: 287) (arguing that if the number of contracting parties is small enough and
property rights aze well specified, the parties will bargain for the optimal solution, no
matter what the legal rule may be). Cf. Epstein (1996: 11) (noting that since many close
corporations involve conveyances by three or more individuals, the pfoblem of joint
control can be resolved in ways that are not usually available to the ordinary two-person
partnership).

"o Cf. Blair and Stout (2001: 1764-1766) (noting that empirical evidence indicates that not all
individuals engage in trust behaviour).

"' Problems usually arise when the original founders of the firm die or retire and their
interests pass into the hands of their heirs and successors. Blair and Stout (2001: 1804)
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Obviously, the problems that arise in endgame settings can have a
particularly heavy impact on both the firm and its participants. For instance,
internal strife often entails disagreement about the consequences of the
dissolution of the relationship, thereby encouraging opportunistic behaviour.
Moreover, given the limited market for and the restricted transferability of
interests in a closely held firm, business partners could be locked into a very
unpleasant investment in which hold-up problems abound.12 In fact, an
intense dispute may lead to a serious deadlock in the event of business
decisions being taken only by the unanimous consent of all the partners.13
Nevertheless, even if the deadlock problem is resolved by adopting the
principle of majority rule, the relationship often remains unstable."` In close
corporations, which are characterized by the majority rule and statutory
norms of centralized management, a dissatisfied minority partner often
attempts to obstruct the successful operation of the firm by making mischief
between the other parties, thereby causing high bargaining costs and great
uncertainty."S

The failure of business parties to bargain for contractual provisions that
deal with dissension and deadlocks could suggest that the partners prefer
flexible, ex post gap-filling by courts or arbitrators.1ó For instance, judges

find that squabbling becomes more common at that point, and the new partners often
become embroiled in litigation with each other.

"Z In publicly held firms, a passive dissatisfied shareholder can easily dispose of his shazes
through the mazket. The `sensitivity of management to the market price for the stock and
the fact that stock prices are highly responsive to corporate earnings tend to assure the
dissatisfied shazeholder of a reasonable price when he liquidates his investment through
the market.' See O'Neal and Thompson (1997: ~2:15) (referring to Professor J.A.C.
Hetherington). In closely held firms, however, one often finds restrictions on interest
transferability. Three basic types of restrictions are commonly employed: first refusals,
first options and consent restraints. See Cary and Eisenberg (1991: 421-422). Since the
principal contribution to these firms is human capital, partners have a real interest in
knowing and controlling the identity of their fellow partners (intuitu personae). The
human capital factor may exacerbate possible disputes: the business partícipants in closely
held firms have large percentages of their wealth tied up in one firm, thus sacrificing the
advantage of risk diversification. Unlike financial capital, human capital is not easily
diversified. Usually a person cannot conduct more than one or two separate ventures at
any given time and hope to maintain productive activities. See Easterbrook and Fischel
(1986: 274-277); Epstein (1984: 961).

13 Unanimity agreements do protect the minority against opportunistic behaviour by the
majority, but `it creates incentives for the minority to behave opportunistically toward the
majority to extract disproportionate concessions.' See Easterbrook and Fischel (1991:
248).

"' The principle of majority rule gives [he majority control over the fttm.
15 See Posner (1998: 466) (arguing that the principle of majority rule can be quite unstable).
16 See Romano (1993: 27-28). See also Ayres and Gertner (1989: 93) (noting that the very

costs of ex ante bargaining may encourage parties to inefficiently shift the process of gap-
filling to ex post court determination); O'Kelley (1992: 247) (noting that the partners'
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and arbitrators could assume an easy buyout right for the dissatisfied partner
if the business relationship makes the minority vulnerable to opportunistic
exploitation by the majority."' Nevertheless, judicial gap-filling is not only
costly and time~onsuming, but may also be prone to error. Judicial
intervention can create a potential judicial wild card that creates costly
uncertainty.18 It is submitted that whilst intra-firm controversies are often
observable to the exasperated parties, they may not be easily verified by a
judge or arbitrator, and even less so when personal relationships in the
family or between friends aze involved."' The difficulty in predicting the
judicial outcome explains why relatively few disputes seem to end up in
court.'zo

In light of the foregoing discussion, the absence of statutory guidance,
which could be adopted ex ante, may have a detrimental effect on both the
finm and its participants. When end-period terms are prohibitively costly to
arrange ex ante by the participants themselves and are not easily verifiable
by courts and arbitrators ex post, responsive national legislatures appear
better suited to supplying the default rules for endgame settings.'Z' As such,
the logic of providing these rules is to lower costs for the parties and to
creáté a degree of predictability that could operate as a sanction against
opportunism.`nBecause exit mechanisms provide safety nets tó ënsure the
parties' control rights and authority over the firm-specific assets, the
question of which `default exit rule' is socially efficient is crucial. The
default rule must act both as an incentive instrumënt and as a tool to
discipline possible opportunistic ábusë. These rules must be designed to
contribute to the optimal governance equilibrium in the firm.

prediction that the courts would provide tailored rules that they would have wanted creates
disincentives for them to contract for a term ex ante).

"' See Oesterle (1995: 919).
18 See Mahoney (1998: 19-20) (noting that many commentators, e.g., Ribstein, argue that

judicial remedies do more harm than good).
19 See, e.g., O'Neill (1998: 591) (illustrating the artificiality of the familylmarket dichotomy

with a US case, United States v Chestman, 947 F.2d SSI (2d Cir. 1991), in which the
Second Circuit ruled that marriage creates a confidential business relationship).

'p Cf. Easterbrook and Fischel (1986: 287) (noting that the available economic models of
litigatíon indicate that the more trouble parties have in predicting how a judge will decide,
the less likely they are to resolve their differences short of litigation, even when there are
only two parties).

1z~ See Gevurtz (1996: 288) (noting that judicial gap-filling is probably no more accurate than
flipping a coin); Miller (1997: 415-420) (arguing that it remains the task of the legislature
to provide effective default rules for the parties where the written agreement does not
resolve the conflict); Oesterle (1995: 920) (arguing that state legislatures are best equipped
to draft optimal default rules for the intemal affairs of closely held firms).

`zz See Epstein (1984: 962) (arguing that self-help by withdrawal may have a lower pay-off,
but its lower costs and greater predictability make it cost-effective). See also Ribstein
(1987: 362).



8. A Menu of Closely Held Business Forms 245

What should the statutory standard form provide? Upon first inspection,
two categories of default exit rule could be contemplated. First, partners may
have the right to compel the dissolution of the firm and liquidation of its
assets. Second, partners may withdraw andlor be expelled from the firm and
receive the `fair~vaÍue óf their ownership interests.123 Of course, both the
díssólution ánd dissociation concepts may be subject to several rules, which
severely limit the voluntary and involuntary exit of participants.

Historically, in partnership law, a disruption of the partners' relationship
causes the dissolution of the original entity and accordingly permits the sale
of its assets.'Z' Because the human capital component is often the firm's
single most valuable asset, a`joint venture' will surely not survive when a
significant partner is dissociated, by disagreement, for example.'ZS There is,
however, a tension between the benefits and costs of dissolution.126 On the
one hand, the default dissolution rule could limit opportunism if one partner
has reason to believe that the other has misappropriated assets or
opportunities of the enterprise. The threat of dissolution and liquidation
serves as a disincentive if both parties suffer significant costs.127 On the other
hand, the cost of dissolution is often high due to the loss of goodwill as a

iZ3 Yet another option is that the statute requires or otherwise encourages the participants to
devise contractual arrangements and special provisions as aids in resolving disagreement
and deadlocks. An example of this framework model for statutes is the draft for a
regulation relating to the rules governing the European Private Company (EPC). However,
from a small firm vantage point, the costs involved in creating contracts-based rights are
substantial, which, consequently, provide the internal participants with disincentives to
employ the EPC Regulation. See chapter 5 footnote 168 and accompanying text.

'Z' As used in this book, `dissolution' alludes to the end of the firm. Dissolution does not
normally entail the end of the partnership's existence. A partnership usually continues
after dissolution until the winding-up of íts affairs is completed. See Heenen (1975: 52)
(distinguishing three categories of grounds for dissolution: (1) the conclusion of a definite
term or particular undertaking; (2) the breakdown of the relationship due to, e.g.,
withdrawal, expulsion, death or bankruptcy of one of the partners; and (3) causes resulting
from the personal nature of the relationship, such as the death or bankruptcy of one of the
partners). Cf. Weidner (2001: 1031-1033) (explaining the confusing caused by the term
'dissolution' ).

'25 See, e.g., Hillman (1984: 35-36); Mitchell (1989: 1188). Even though the attribute.of
perpetual life must be separated between (i) a business firm and (ii) the legal form in
which the business enterprise is organized, in closely held firms these elements usually go
together.

iZb See, e.g., DeMott (2001) (discussing the pros and cons of the possibility of dissolution by
the express will of any partner, in contravention of the pan.nership agreement in which a
definite term or particular undertaking is specified).

127 See Epstein (1984: 962); Hillman (1982: 69).



246 Chapter 8

going concern value, and the effect of draconian legal default rules when
entrepreneurs have failed to opt out at the start-up phase.128

Due to these high costs, policymakers and scholars argue that the
`dynamite' approach of dissolving the firm is too unstable and that a less
interventionist approach could yield more value by allowing the firm to
continue without triggering its dissolution. Dissociation provisions that
adhere to the entity characteristic of continuity of life supply a low-cost
means for fu-ms to plan for changes in the internal organization and business
environment. This suggests that default dissociation rules represent the most
optimal choice, because they are closest to what the majority would have
agreed upon, had they considered the issue in advance. Indeed, empirical
research shows that in many cases, independent of the default settings, one
or more partners continue to operate the business. That is not to say that
dissociation provisions are entirely without difficulties. Thorny calculation
issues, particularly concerning the valuation of interest and whether payment
should be deferred, abound in endgame settings, since the `fair value' of
interests is likely to be non-verifiable by courts or azbitrators. Consequently,
it is submitted that statutory ex ante rules are also best equipped to provide
guidance in relation to valuation issues.129 For example, RUPA (1997)
~701(b) takes as its starting point that a dissociating pariner should receive
the same amount in a buyout as he would if the partnership were dissolved.
However, goodwill will be taken into account, since the buyout price is
`equal to the greater of the liquidation value or the value based on a sale of
the entire business as a going concern.''~ If the partners do not reach an

'Za See Hillman (1982: 73-75) (examining the problems that rnay arise if closely held firms
are rendered freely dissolvable). For instance, a measure of permanence encourages the
ability to attract financing and equity investors. See also Mitchell (1997: 476) (noting that
partnership dissolution is not without costs and therefore is not always re~dily available in
practical terms).

'29 The non-verifiability of the value provides an incentive for the business participants to
advance different estimates. The disassociating partners have a strategic incentive to
propose a high valuation, whereas the continuing panácipants understandabiy aspire to a
low valuation. See Hillman (1984: 81-83) (noting that few determinations are as subjective
as the valuation of an interest in a closely held business venture). See also Rock and
Wachter (1999: 929) (arguing that valuating assets in a start-up that dces not trade in a
public mazket is extremely difficult). A deferred payment may be necessary when there are
limited sources of funds, which will enable the firm or the remaining participants to
purchase the dissociating partner's interest. See Hillman (1984: 70-71) (enumerating
circumstances in which the firm or its participants have a limited ability to finance the
buyout).

'~ RUPA (1997) ~701(b) `provides how the "buyout price" is to be determined. The terms
"fair market value" or "fair value" were not used because they are often considered terms
of art having a special meaning depending on the context, such as in tax or corporate law.
"Buyout price" is a new term. It is intended that the term be developed as an independent
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agreement on the buyout price, they can have the price deternuned by the
court."'

In light of the valuation problems and possible disruption of the going
concern, an easy disinvestment from the firm may encourage opportunistic
behaviour. Partners may misuse automatic withdrawal remedies to threaten
to impose large costs on the firm, thereby appropriating a portion of the
quasi-rents. There is a trade-off between the disadvantage of being locked
into a dissatisfying investment and the threat of partners' opportunism,
which is endemic to closely held firms and should be considered in the
design of the default exit rules.132 The RUPA drafters provided that partners
are allowed to exit their investment by dissociating from the partnership,133
thereby triggering its dissolution and compelling the liquidation of the firm's
assets.'~ In order to balance the costs and benefits, however, they have tried
to limit the potential damage to a going concern caused by the dissolution
approach. Under RUPA, not every departure of a partner causes the
parmership to be dissolved. For instance, if a partner is expelled pursuant to
the partnership agreement, a partner becomes a debtor in bankruptcy, or if a
partner dies, there will be a buyout of the partner's interest under Article 7,
without triggering the dissolution of the partnership itself.135 To be sure, the

concept appropriate to the partnership buyout situation, while drawing on valuation
principles developed elsewhere.' See ULA (1995: Supp. 2001, 102).

13' See RUPA (1997) ~701(i). Since bargaining of[en leads [o valuation problems and the
value is often difficult for courts to determine, other valuation procedures could prove
more efficient. US commentators have developed several alternatives to the bargaining
rules of Chapter I1 of the US Bankruptcy Code, which governs the reorganizations of
corporations in financial dístress. Perhaps these alternatives could be adjusted and adapted
to the buyout procedures in closely held firms. See Aghion (1998); Bebchuk (1988);
(1998); Bebchuk and Chang (1992). Cf. Mahoney (1998) (`Bebchuk 8t Chang's (1992)
model of bargaining in bankruptcy (where the alternative to a negotiated solution is a
liquidation) could be adapted to this situation to predict the price at which the buyout will
take place.') ~

'3Z Commentators argue that an unconditioned exit rule induces opportunistic behaviour, in
that in order to obtain more rents a party may use the threat of dissolution to impose large
costs on the other participants. Cf. Easterbrook and Fischel (1986: 287) (arguing that
restrictive legal rules concerning dissolution create incentives for the parties to establish
less expensive methods ofadjusting conflicting interests).

13~ See RUPA (1997) Articles 6, 7 and 8.
'~ See RUPA (1997) ~~ 601(1) and 801(1).
135 Nevertheless, the partnership at will (i.e., `a partnership in which the partners have not

agreed to remain partners until the expiration of a definite term or the completion of a
particular undertaking' (see RUPA (1997) ~ 101(8)) without a partnership agreement
díssolves, winds up its affairs and liquidates its assets upon the withdrawal of a single
partner. However, RUPA (1997) ~802(b) provides tha[ `[a]t any time after [he dissolution
of a partnership and before the winding up of its business is completed, all of the partners,
including any dissociating partner other than a wrongfully dissociating partner, may waive
the right to have the partnership's business wound up and the partnership terminated.'
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dissolution rules seem to suit jointly owned, closely held firms in which the
partners' investments are indispensable and crucial to the generation of
surplus. Yet a partner could use RUPA's dissolution mechanism
opportunistically. For instance,'~ a minority partner (i.e., a partner with a
smaller fum-specific investment than other partners) could threaten to use
RUPA's `dynamite' approach of blasting the partnership apart to force the
majority to satisfy the minority's demands.'~ If partners fear that the
minority may expropriate the surplus created by the specific investments,
they will tend to under-invest. The exit rights could thus act as a disincentive
for risk-averse partners to invest in relationshíp-specific assets. Yet even
though partnership law allows any partner to disinvest at any time, non-legal
sanctions usually constrain both the minority and majority from
opportunistic behaviour in closely held relationships.138 In addition,
partnership law generally balances the costs and benefits of the
disinvestment mechanism by using enhanced notions of fiduciary duties,

Thus, if partners have not contractually waived the ability of a single partner to cause
dissolution, partners will be required to do something positive to achieve continuity. It is
argued that it would be more efficient to require an action to bring about dissolution. See,
e.g., Deards (2001: 370). Cf. Hillman et al. (1999: 300). Conversely, the RUPA default
rule asserts that the partners who wish to continue a partnership for a definite term or
particular undertaking cannot be forced to liquidate the business by a partner who
withdraws prematurely in violation of the partnership agreement. See RUPA (1997:
t;801(2)(i)). Moreover, the partner who wrongfully dissociates from a term-partnership is
not entitled to payment of any portion of the buyout price until the expiration of the term
or completion of the undertaking, unless the partner establishes to the satisfaction of the
court that earlier payment will not cause undue hardship to the business of the partnership.
See RUPA (1997: ~701(h)). See also ULA (1995); Callison (2001a: ~15).

'36 See O'Kelley (1992: 233). Although exit rights reduce the risk of majority opportunism,
the majority group in a partnership may misuse these rights to expel the minority from the
business. See O'Kelley (1992: 232). This majority opportunism is perfectly illustrated by
[he Page v Page case (359 P.2d 41 (Cal. 1961)), discussed extensively in the US litera[ure.
See Hillman (1983); Johnston (1992: 330-332); O'Kelley (1992a: 360-363) (`[iJn Page the
partners entered into an oral partnership to operate a laundry business. Each contributed
capital. The stronger partner served as managing partner, and through a separate
corporation supplied linens and machinery to the partnership. After eight years of
operation the partnership had suffered total losses of sixty-two thousand dollars and owed
the stronger partner's corporation forty-seven thousand dollars. Upon the establishment of
Vandenberg Air Force base in the laundry's vicinity, the partnership's business began to
prosper. Despite, or perhaps because of, this change of fortune, the stronger partner
apparently indicated his desire to dissolve the partnership. Fearing the consequences of
dissolution, the weaker partner sought declaratory relief.').

13i See Ribstein (1987) (distinguishing the 'dynamite' approach from the `scalpel' approach,
which results in a buyout of the dissociating partner).

138 See Mahoney (1998).
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good faith and credibility, or by making the dissociating partner personally
liable in damages for `wrongful' termination of the relationship.'~

In contrast, corporate law default rules traditionally `lock in' the
participants by giving them only a very limited right to dissociate. This is not
surprising in view of the fact that corporate laws were originally designed to
reflect the needs of publicly held corporations where the public market for
shares provides shareholders with an optimal escape route. But as noted
earlier,'a~ the lack of a liquid market in close corporation shares deprives the
participants in such a corporation of an effective exit mechanism. The lock-
in effect of the corporate form may help to prevent an abusive use of a
buyout right, thereby furthering (at least to some extent) the stability of the
firm. Yet both legislatures and judges have recognized that intimate and
idiosyncratic relationships, which are often organized as close corporations,
require an investment to be less permanent.'a' For instance, corporate
legislation responded by supplying a narrow dissolution andlor buyout right
in the event of shareholder deadlock or illegal or oppressive conduct.142 Case
law has gone even further by sometimes deploying a version of the
partnership analogy.143 In this view, the corporate norms of centralized
management and the principle of majority rule are conducive to minority
oppression, in which case the minority may face an indefinite future.'aa Thus,
in order to protect the minority against the so-called `squeeze-outs', judicial

139 See Ribstein (1987: 391-392) (mentioning several cost-efficient contractual devices to
protect against the costly termination of the business relationship).

'ao See supra footnote 112.
'a' See Lutter (1998: 94-99) (discussing legal strategies, developed in different jurisdictions,

to solve disturbances among members of close corporations: dissolution, withdrawal and
expulsion); Miller (1997) (analyzing developments concerning minority shareholder
oppression in close corporations in Germany, the United Kingdom and France). See also
De Kluiver and Van Gerven (1995) (presenting national reports discussing the issue of
minority protection).

'aZ See, e.g., sections 335-343 of Book 2 of the Dutch Civil Code (providing rules of disputes
in closely corporations); section 459 of the UK Companies Act (stating that'a member of a
company may file a petition for a buyout remedy on the ground that the company's affairs
are being or have been conducted in a manner that is unfairly prejudicial to the interests of
some part of the members or that any actual or proposed act or omission of the company is
or would be so prejudicial); Model Business Corporation Act ~ 14.30(2) (stating that a
court may dissolve a corporation in a proceeding by a shareholder in the event of a
corporation being deadlocked in decision-making issues regazding the corporate affairs).

'a3 See chapter 2 footnotes 50-55 and accompanying text.
'aa ~e usual pattem is the following: there is a falling-out between the majotity shareholder

(Major) and the minority shareholder (Minor), both of whom work in the business. Major
fires Minor, who then can either hold on to his shares, which pay no dividends, or sell
them back to the firm for whatever Major is willing to offer. See Rock and Wachter (1999:
930) (considering two other repeated scenarios that raise the issue of `minority
oppression' ).
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efforts have moved the exit rules of close corporations more in the direction
of traditional partnership law. ~as

These highly discretionary remedies present tremendous potential for
judges to err in construing the scope of the exit rules.'~ For instance, it is not
always reasonable to infer from the failure of the shareholders in a close
corporation to deviate from the statutory exit rule that they were ignorant by
virtue of incomplete information, transaction costs or related bargaining
problems.'"' Judges and arbitrators should therefore act with care when
conferring a partnership-type right to withdraw capital from the firm to
minority shareholders who bring a cause of action for oppression.'~ Because
the dissatisfied minority shareholder has an incentive to obscure the nature
of the arrangement, it is often difficult to determine the exact underlying
bargaining arrangement. In fact, judges who lack business expertise tend to
point to notions of fairness and protect the minority by imposing partnership-
type exit rules. As a result, the close corporation and partnership default exit
rules tend to drift closer to one another.19 That is not to argue that minority
shareholders can be certain that their interests will always prevail, even if the
majority ignore the minority's concerns. Litigation is often too costly and
time-consuming.'so

In light of the `think small first' principle, one could assert that the
convergence of exit rules contributes to a socially effcient outcome.
Proponents of the partnership analogy argue that closely held corporations
and partnerships are functionally equivalent business forms with the same
organizational needs. According to this view, business participants choose
only the corporation to take advantage of limited liability and tax benefits.
Shareholders in a close corporation should consequently have the same exit

'45 A squeeze-out can be defined as an action of the majority to cut the minority off from any
say in management and any significant distribution of the business earnings. See Gevurtz
(1995: 498) (comparing squeeze-out with the freeze-out situation in which the majority
uses legal compulsion to force an unwilling minority to sell out its interest).

'~ See Miller (1997) (arguing [hat some amount of judicial discretion in the law is necessary
to provide flexibility, which must be balanced against the competing needs for certainty,
predictability and accountability in the admínistration of law).

147 See Easterbrook and Fischel (1986: 285-286).
18 See Cheffins (1997: 470-471). The errors may also may have a detrimental welfare effect

not only on the partners, but also on other users of the particular business form. Errors
could devalue the form, resulting in an increase of uncertainty and confusion among firms
that are best suited for this particular form. See O'Kelley (1992: 357).

19 See Levmore (1995: 247) (noting that in a world in which the choice of business form is
dominated by tax and governance considerations, it is not surprising that the corporate and
partnership rules tend to converge).

iso See O'Keiley (1992: 217). See also supra foomotes 116-120 and accompanying text.
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options as partners in a partnership.'s` Nevertheless, this argument ignores
the fact that joint ownership structures are often formed by business parties
that have no familial relationship and are not willing to completely surrender
their autonomy.'sZ Their relationship is not based on how well they know and
trust each other, but rather on their self-interested incentive to invest
physical and human capital in their business venture. Some commentators
have argued that when there is a high density of firm-specific assets in which
all the parties invest significantly, both the majority and minority should be
locked into the business and judicial intervention should be limited.153 To
demonstrate this, let us consider a high-tech start-up established to develop
an innovative idea.'s' Since the investments of the parties involved are firm-
specific in the development phase, in that the value is much higher to
insiders than to outsiders, an easy exit rule could entail substantial losses to
the participants.'ss For instance, the firm usually holds specific assets that
cannot easily be unbundled without significant loss of value. Moreover, the
start-up firm usually lacks the liquidity to pay the leaving party the buyout
price. From this perspective, the close corporation with its limitations on exit
and the general principle of no non pro rata distributions appears to offer a
framework for high-tech start-ups that largely helps to prevent opportunistic
behaviour.156 To the extent that business parties opt into the close corporation
framework to `lock in' and protect their firm-specific investments, the
judicial discretion to intervene will do more harm than good.'s'

Lawmakers who focus on the internal governance structures of business
forms should therefore give consideration to the role the different remedy
regimes play in choice-of-form decisions.'sg Rather than seeking the

's' See, e.g., Hetherington and Dooley (1977) (arguing that despite the functional equivalence
between close corporations and partnerships, shareholders cannot exit their investment
with anything like the ease of partners, who always have the power to trigger a buyou[ by
either dissolving or dissociating the partnership).

's2 See, e.g., Blair and Stout (2001: 1801).
's3 See Rock and Wachter (1999).
's' See chapter 9.
~ss See Rock and Wachter (1999: 919) (comparing the development of an innovative idea to

making an omelette: `between the time the eggs aze broken and the omelette sets, the cook
knows his grand plan for the omelette, but to outsiders, the half-cooked omelette is
unappetizing.' ).

'sb See Rock and Wachter (1999) (arguing that `many of the persistent features of close
corporations can best be understood as self-enforcing mechanisms to protect the
participants from misbehaviour by fellow participants').

's' To be sure, earnings of a close corporation aze often distributed as salaries, bonuses and
retirement benefits. By setting [heir own salaries, controlling shareholders may hold up
minority shazeholders. However, it is submitted that courts can more easily determine
whether close corporation salaries are excessive than challenge the discretion of the boazd
to decide on their dividend policy or employment policy. See Rock and Wachter (1999).

'sg See chapter 7 footnotes 33-34 and accompanying text.
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convergence of partnership and close corporation rules, responsive
lawmakers must be willing to offer a menu of business forms with different
involuntary and voluntary exit provisions.159 In view of minimizing the costs
of statutory ambiguity, such a menu would better serve the various needs of
closely held firms. Ideally, the law should maintain and even expand the
different exit rules, even though the parties could tailor their scope
contractual[y. Alternative exit defaults are necessary to allow parties to
meaningfully customize them to their relationship without fearing contrary
judicial intervention. An expanded menu of business forms would not only
mitigate statutory ambiguity, but would also give parties the opportunity to
signal their intentions by choosing a particular business form.'~ For their
part, the courts should give parties incentives to choose ex ante by penalizing
them for ine~cient choices. Only if it is [ikely that the court will be better
ab[e to provide an efficient governance structure ex post should the courts
tailor the relational agreement or decide that the parties actually meant to
organize as another business form. In doing so, the court must consider
whether transaction costs or opportunistic behaviour have led to defects in
the business form selection.1ó'

2.2.3 Fiduciary Duties

Extra-legal mechanisms, such as trust and loss of reputation, can lessen but
not eliminate the inefficient subtraction of firm-specific investments. It is
submitted that when gains of opportunism can be very [arge, legal standards
are needed to prevent parties from engaging in opportunistic behaviour.162 As
prerequisites for these standards of performance, minority and majority
opportunism must be discouraged, and the self-enforcing character of the
relationship must be preserved.163 In this respect, legal scholars usually point
to the function of fiduciary duties.

Fiduciary duties have evolved differently across a range of contexts
involving different types of parties and consensual relationships.'~ For

'S9 Involuntary exit refers to the expulsion of partners. Voluntary exit rights are cash-out
rights. See Gevurtz (1996: 279-288).

'~ See infra footnotes 222-248 and accompanying text.
16' See O'Kelley (1992a); (1992b).
'bZ See Rock and Wachter (2001: 1660). See also Ribstein (2002c: 8) (`[fJiduciary duties can

be viewed as an additional device for addressing the incentive problem that fills the gaps
in monitoring and bonding resulting from the principal's inability accurately to evaluate
the agent's performance. These duties minimize the conflict by requiring the agent to
relinquish all gain from transactions with the principal or beneficiary other than those
expressly permitted as compensation.').

'~ See chapter 7.
'~ See, e.g., DeMott (1988); Frankel (1983); Frankel (1998).
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instance, traditional partnership law has developed broad and strict fiduciary
duties. It is submitted that in the context of partnerships, enhanced fiduciary
duties aze justified because the consensual relationship is built upon mutual
trust and the utmost good faith. Broad fiduciary duties are a core principle of
traditional partnership law in all jurisdictions.'~ Partners expect honesty, fair
dealing and mutuality of effort from each other. As in a mamage, they owe
each other the duty of the highest loyalty and trust.'~ In his famous and often
quoted opinion in Meinhard v Salmon, Judge Cardozo emphasizes that
fiduciary relations aze about wst by stating that `many forms of conduct
permissible in a workaday world for those acting at arm's length are
forbidden to those bound by fiduciary ties. A trustee is held to something
stricter than the morals of the marketplace. Not honesty alone, but the
punctilio of an honour the most sensitive, is then the standard of
behaviour.7ó'

In this view, even though partnerships can be described as contractual in
the broad sense that the partners have entered the relationship voluntarily,
fiduciary duties aze moral concepts of the highest order, and are not
contractually modifiable.'~ The keystone of the partnership relationship lies
in the partners' commitment to abnegate short-term self-interest and to

'~ See Heenen (1975: 37-42) (arguing that the Roman concept of jus jraternitas is found
under various designations, and to a varying degree, in the laws of all countries:
'Treuplicht' in Germany; 'fiduciary duty' in the United States; yhirness and goodfaith' in
England; and 'affectio societatis' in France and Belgium). See also Morse (1998: 123-138)
(describing partnership law in the United Kingdom); Mi111er (1999) (describing the
German situation); Raaijmakers (2000a: ~ 1.121 and ~2.24) (discussing the broad fiduciary
duties in the Netherlands).

'~ The analogy between commercial partnerships and marriages is largely apt. Like a
marriage, a commercial partnership often involves a great deal of trust and confidence
between partners. in addition, the partners usually have little sense of the road they travel
together. The endgame problems discussed in the previous section complete the analogy:
the dissolution of the partnership relationship is like a commercial divorce, and the battle
often centres on custody of the business. See, e.g., Hillman (1983: 528-529); Morse (1998:
1); Raaijmakers (2000a: ~2.24); Weidner (1995: 84). But see Hynes (1997: 455 fn 68)
(arguing that in the fiduciary duty context, the analogy to marriage is somewhat suspect
`because the law dces not provide marital partners with a cause of action against each
other for acts of disloyalty or lack of full disclosure.').

167 See chapter 5 foomote 55.
'~ See Blair and Stout (2001: 1787-1788) (arguing that allowing individuals to opt out of

fiduciary duties undermines both the very foundation and the source of the economic value
of the concept of a fiduciary relationship); Mitchell (1990: 1695) (analyzing the influence
of Cardozo's opinion on the application and development of fiduciary principles and
corporate law); Frankel (1983: 829-830) (arguing that the moral theme is an important part
of fiduciary law, finding expression in words like loyalty, fidelity, faith and honour);
Hillman (2000: 55) (noting that along utilitarian lines the moral mandate view is justified
as a necessary means of promoting trust, an essential component of successful long-term
business relationships).



254 Chapter 8

promote the welfare of the aggregate of partners rather than their own."~
Partnership law therefore traditionally provides for broad fiduciary duties
that lessen the risk of opportunistic conduct."o These duties are necessarily
open-ended standards of performance that can be separated"' into (1) a duty
of care and loyalty, (2) a duty to disclose information, (3) a duty to preclude
from self-dealing transactions, personal use of partnership assets, usurpation
of partnership opportunities, and competition with the partnership, and (4) a
duty of good faith and fair dealing.'~ Because fiduciary duties are open-
ended and vague,13 it might be argued that a breach of fiduciary duty is often
hard for an outside party such as a court to verify, and consequently will
only assist in preventing opportunism to a limited extent."' For instance,
even though fiduciary duties reflect concern about the potential abuse of
automatic exit rules in endgame settings, the moral mandate approach rejects
the notion that fiduciary duties have only a limited remedy function, which is
only brought into play when the trust-based relationship breaks down and ex
post renegotiation is cumbersome.15 Yet proponents of strict and broad

'~ See, e.g., Vestal (1993: 523-524) (`[b]y joining the parmership, each partner agrees to
advance the collective interest and not the short-term individual interest of the partner.
This is not an abjuration of self-interest. Far from it; individuals elect to join a parmership
because they calculate that they will maximize their individual long-tenn interest through
the collective enterprise, compared with alternative investment of capital and labour.').
See also Story (1859: 290-313) (`[w]e come, in the next place, to the considerations of the
rights, duties, and obligations of partners between themselves. And here it may be stated,
that as the contract itself has its solid foundation in the natural respect, confidence, and
belief in the entire integrity of each partner, and his sincere devotion to the business and
true interests of the partnership; good faith, reasonable skill and diligence, and the exercise
of sound judgement and discretion, are naturally, if not necessarily, implied from the very
nature and character of the relation of the partnership'.). The same doctrine applied to the
societas in classical Roman law. See Zimmerman (1996: 454) ('[l]ike the other consensual
contracts, societas was therefore firmly rooted in the precepts of good faith. In addition,
there were certain overtones of a distinctly fratemal nature, accountable, historically, to
the old consortium as an imitated community of brothers.').

~lo See Mitchell (1997: 481) (noting that the fiduciary duty mechanism provides a preferable
solution to the costs involved in partnership dissolutions).

'" Cf. DeMott (1988: 879) (arguing that fiduciary duties are situation-specific and applicable
to a wide variety of relationships and fact patterns).

'~~ See, e.g., Callison (1997a: 113-114); (2001 a: ~ 12).
173 Cf. Dickerson (2001: ]001) (noting that some of the strongest criticisms of the standazds

concern their vagueness).
'" See Easterbrook and Fischel (1986: 291) (arguing that courts encounter difficulties in

determining how the parties would have contracted had they anticipated for contingency);
Hynes (1997: 447) (arguing that the vagueness of fiduciary duties could lead to a judicial
overreaction to how a situation turns out and a corresponding under-appreciation of the
risk undertaken by agreement of the parties).

'75 Cf. Talley (1999: 1029) (noting that in the closely held firm context, team production is
often repeated just a finite number of times).
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fiduciary duties suggest that these high standards of performance have a
distinct function that supplements the remedial actions provided by statute.
Fiduciary duties help to foster the development and internalization of trust
and norms in a particular business relationship.1ó These rules not only
perform an important role in diverting expropriation, but also assure business
stability by encouraging the partners to surrender autonomy and abnegate
self-interested behaviour. In this way, the open-ended, overly broad judicial
language levels the playing field in relational contracts and induces trust
behaviour in firms,"' in that fiduciary duties provide a legal incentive for the
parties to cooperate and forego opportunistic behaviour.18 In this respect,
fiduciary duties have a prophylactic function.

Traditionally, the broad scope of the fiduciary duties distinguishes
partnerships from corporations.19 While managers stand in a fiduciary
relationship to the corporation and its shareholders,'~ managers of

16 See Mitchell (1997: 480-481) (`[n]o law or contract is likely to substitute for the trust and
mutual regard of the parties... In the first place, fiduciary duty gives each party a reason to
trust the other in a long-term relationship of unforeseeable consequences because, backed
by legal sanctions, it requires each party to act as if it were trustworthy, even if
circumstances incline the party to behave badly. Moreover, by instructing the partners as
to the type of behaviour that is required of them, it has the potential to forestall legal
disputes by giving the parties an incentive to negotiate.'). See also Bratton e~ al. (1996:
190-191) ('[t]he trust-based firm thus implies a new endorsement of traditional fiduciary
theory. Business relationships that balance self-interest with honour will have a potential
for instability over time. This cannot be avoided through contract, because ex ante welfare
calculations will never adequately identify ex post problems of unreciprocal treatment.
Given this, normative interventions under the fiduciary rubric that enforce commitment to
honour another's interests play a co-ordinating role. Fiduciary moralism confirms the
norms' presence in the positive law construct. The norm's transfer from business practice
to the law facilitates its communication to the large number of actors involved in the
production of firms.'). Cf. Stout (2002: 3-4).

'~~ See Mitchell (1997: 485-486) (making short work of the idea that the definition and scope
of fiduciary duties should be limited, thereby encouraging certainty and reliability). See
also Blair and Stout (2001).

18 See Dickerson (2001) (arguing that the standards of performance are `designed to rectify a
pre-existing inequality and to correct the playing field's tilt.'); (Mitchell (2001) (arguing
that fiduciary law relies on a kind of internalized normative reaction, i.e., feelings of
shame or embarrassment, to maintain the requisite level of trust, thereby avoiding endless
litigation). See also Blair and Stout (2001: 1787) (arguing that fiduciary law encourages
the partners to pursue the collective interest rather than their own); Mitchell (1990: 1729-
1731) (discussing the role of fiduciary duties in the context of close corporations).
Mitchell (1997: 481-482) (noting that in a traditional general partnership strict fiduciary
duties give the relationship the much-coveted stability).

19 See Heenen (1975: 42).
'~ See Lutter (1998: 120) (`[i]ndeed, the idea of good faith has dominated western legal

thought for more than 2000 years. Therefore in all legal systems known to us there is no
doubt that officers are subjected to fiduciary duty in their relationship to their
corporation.'). The readily apparent purpose of fiduciary duties in the corporate setting is
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corporations appear to have a more relaxed set of fiduciary duties.'g' In
corporations, the legal concept of fiduciary duty has two quite different
functions. First, managers are generally expected to perform their duties with
the care of a prudent person who manages his own affairs of equal gravity.
Second, the managers owe the corporation a duty of loyalty that limits the
possibility of self-dealing transactions, prohibits managers from usurping
corporate opportunities and forbids unfair competition with the
corporation.182 In short, fiduciary duties offer protection against the
managers' pursuit of personal interest and excessively negligent behaviour.
They cannot be used to discipline directors in the performance of their
official duties, thereby second-guessing managers' business judgements.183

Because the corporate law fiduciary standards applicable to publicly held
corporations generally apply equally to close corporations, it is not quite
clear whether shareholders in the latter owe each other a fiduciary duty. As
noted earlier, in some jurisdictions courts increasingly extend the application
of strict partnership-type fiduciary duties to shareholders of close
corporations.'~ Because there are no capital market forces that help to
constrain opportunistic behaviour, and complete contingent relational
contracts are unfeasible,185 there really is something to the partnership
metaphor. It might be azgued that in close corporations, where management
functions are (at least to some extent) transferred from directors to
shareholders, strict fiduciary duties are justified to prevent the greater threat
of opportunistic behaviour.'~ However, the convergence of fiduciary duties

to protect shareholders fon~n directors' oppon.unistic behaviour. Directors owe fiduciary
duties to the corporation and not to shareholders individually. Nevertheless, in order for a
corporation to bring an action for the directors' breach of fiduciary duty, some
jurisdictions provide for what are known as derivative suits. These derivative suits are
brought by one or more shareholders in the name of the corporation and for the benefit of
the corporation as a whole, and are an exception to the usual rule that a corporation's
boazd of directors manages corporate affairs.

18' See Mitchell (1997: 472) (noting that no matter how ringing the rhetoric or how purple the
prose, the doctrines ofcorporate law typically take substantial account of self-interest).

'~ See Lutter (1998: 120).
'g3 In the corporate context, the limitation on the scope and impact of fiduciary duties is

necessary to preserve the separation of ownership and control. See Rock and Wachter
(2000: 537-539).

'~ See chapter 2. See also Lutter (1998: 120-121) (observing that, in the United States and
Germany at least, shareholders owe heightened fiduciary duties to each other).

1B5 See Goetz and Scott (1981). For another azgument against the use of formal contracts to
constrain shareholder opportunism in closely held firms, see Blair and Stout (2001: 1809)
(arguing that the use of formal contracts may increase the likelihood of exploitative
behaviour by interfering with the natural filtering effect of self-selection under conditions
of mutual vulnerability).

'~ This threat is perfectly described by Easterbrook and Fischel (1991: 238) ('[d]rafters of the
organizing documents of a closely held corporation cannot avoid a trade-off. On the one
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in partnerships and close corporations also seems to have its limitations.
Some law and economics scholars argue that strict and broad fiduciary duties
at all levels of closely held firms could be counterproductive. In this view,
broad fiduciary duties could encourage parties to engage in over-monitoring
at the expense of productivity.'~

In light of this discussion, many lawyer economists believe that fiduciary
duties should vary across the type of business fotm.'~ They question
whether broad fiduciary duties are optimal under different circumstances and
recognize that opportunism in closely held relationships is not always best
addressed by imposing broad and vague fiduciary duties. They conjecture
that if fiduciary duties are varied to suit various relationships, the parties' ex
ante adoption of a particular business form sends a signal about their
organizational preferences. Viewed in this context, a menu of business forms
should offer a range of fiduciary terms, shifting from relational contracts in
which the parties retain substantial autonomy to an organization in which
self-interest is subordinate to the firm's collective interest.'~ For instance,
the selection of a general partnership could send a public signal that broad
fiduciary duties apply to the relationship in a wide variety of
circumstances.'~

Both the strict interpretation of fiduciary duty for closely held firrns and
the menu approach raise the vexed question of the possibility of opting out
of fiduciary duties. In order to answer this question, one should distinguish

hand, they must provide some protection to minority investors to ensure that they receive
an adequate return on the minority shareholder's investment if the venture succeeds. On
the other hand, they cannot give the minority too many rights, for the minority might
exercise their rights in an opportunistic fashion to divert returns.').

187 See Talley (1999) (arguing that broad fiduciary duties might be inefficient as they create
incentives for the business participants to spend resources on monitoring each other rather
than on productive activities).

188 Ribstein (2002c) argues that under this categorical approach, fiduciary duties should only
exist in relationships which involve clear separation of management powers and
ownership. Cf. Levmore (1995: 229) (arguing that, although the choice between these
forms is often described as based on limited liability, governance or tax considerations, the
choice may also be based on the stark contrast in available remedies regarding internal
disputes); O'Kelley (1992: 356-357) (arguing that under the Coasean Contract Theory, if
there are sufficient standard forms, a Coasean judge should respect the parties' rational
choice); Talley (1999: 1033-1035) (considering the pms and cons of the `signalling
function' of the choice of a particular business fonn). See also Ribstein (1997: 591).

189 See supra footnotes 36-39 and accompanying text.
'~ See O'Kelley (1992: 363) (arguing that the court's ruling in Page v Page (55 Cal 2d 192,

359 P2d 41, 10 Cal Rptr 643 (1961)), imposing broad fiduciary duties on a stronger
partner trying to freeze the weaker party out and appropriate the business, was obviously
correct, since the general partnership form has historically imposed broad fiduciary duties
on partners).
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between the fiduciarian and the contractarian views."' While the former
defends restrictions on fiduciary waivers in closely held business forms, the
latter considers fiduciary duties as default rules that the parties should be
permitted to opt out of upon mutual agreement.192 While the critics of the
fiduciary approach seem to acknowledge that opting out is possible by
selecting another business form,193 they argue that bargaining around
fiduciary duties could contribute to norm erosion in the short term, and may
induce a norm change in the long term.'~ In the contractarian approach,195
the parties to a particular transaction are in the best position to reflect their
relational wishes in a contract. In this respect, the rules of fiduciary duty are
nothing more than penalty default rules from which the contracting parties
aze free to depart.'~

In the United States, the disagreement between fiduciarians and
contractarians has made partnership-type business forms a troublesome
battleground for lawmakers.197 The drafters of the RUPA have struggled to
take the viewpoints of both groups into account. As a result, RUPA reflects
both the fiduciarian and the contractarian approach, thereby causing
confusion and ambiguity. Upon first inspection, the statute maintains high
standards of fiduciary duties,19B but a closer look reveals that partnership law

19' See chapter 5 footnotes 54-60 and accompanying text.
~9Z See, e.g., Butler and Ribstein (1990: 28-32); Hynes (1997: 443);
193 See, e.g., Blair and Stout (2001: 1789); Vestal (1991) (arguing that high-tech and other

sophisticated joint ventures should be allowed to opt into a special regime with less strict
disclosure requirements).

194 See, e.g., Blair and Stout (2001); Dickerson (2001).
res it is often suggested that the economic analysis of law is synonymous with the

contractarian view. However, contrary to the frequent deregulatory flavour of law and
economics in the field of fiduciary law, some lawyer economists advocate mandatory and
broad fiduciary duties. See, e.g., Georgakopoulos (1999).

196 Because business form statutes cannot cover all future states of the worid, and relational
contracts are necessarily incomplete, judicial intervention ex post may promote efficiency
by filling the gaps in the contract. See Bratton et al (1996: 183), but see supra footnote
121 and accompanying text. In this view, fiduciary duties are `muddy defaults'. Ayres
(1992: 1404) defines `muddy defaults' as standards that `make contractual obligations
contingent on circumstances ("s[ates of the world") that are verifiable by courts ez post,
but prohibitively costly to identify ex ante.' Muddy fiduciary deten~ninations are beneficial
for two other reasons. F'vst, they provide a useful positive legal starting point for the
determination of private per se rules over time. Bratton et al. (1996: 184 fn 25) argue that
`judicial precedent provides information respecting changing relational contingencies.'
Second, the value of precedent runs parallel to the network extemality analysis, in that it
recognizes that `muddy standards' are preferable to `untailored rules' (see chapter 7
footnote 37), as they limit the probability of inefficient standardization. See Klausner
(1995: 833 fn 227).

'~ See supra footnote 191.
198 See Georgakopoulos (1999: 154).
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reform has been accompanied by a significant reduction in the fiduciary
duties of partners in the United States. Under the predecessor of RUPA,'~
parmership fiduciary duties were broad and vague.2~ Even though the courts
have defined the partners' fiduciary obligations as duties of loyalty, care,
disclosure, fairness and honesty to the partnership and their co-partners, the
concept of fiduciary duty could be expanded or shortened at the discretion of
the courts.201 In contrast, RUPA has defined the scope of fiduciary duties
within a partnership. RUPA (1997) ~404 provides that the only fiduciary
duties a partner owes to the partnership and the other partners are those of
loyalty and care, and defines these duties in exclusive tenms.~ The duty with
respect to the disclosure of information is contained in ~403 and so is not a
fiduciary duty.~3 The obligation of good faith and fair dea[ing, imposed on
the partners in ~404(d), is also viewed as a contractual concept rather than a
fiduciary duty. In this respect, RUPA conceives the partnership relationship
merely as a contractual relationship, thereby restraining the judicial
discretion to impose other fiduciary duties than those defined in the
statute.2~` It may be argued that the courts will be left some leeway to expand
the partners' duties and obligations, which are included within the non-
fiduciary obligation of good faith and fair dealing.z~ However, RUPA
(1997) ~404(d) appears to preclude claims based on bad faith and unfair
dealing by stating that the parmers have (only) an obligation of good faith
and fair dealing in the discharge of their duties.z~

It follows that the drafting of RUPA with respect to standards of
behaviour was guided by the goals of the larger sophisticated partnerships in
which the partners are represented by legal advisors.z~ Indeed, in order to
make clear that a partner is not a trustee and is not held to the same standards
as a trustee, ~404(e) permits a partner to pursue self-interest without
violating a duty or obligation under the statute or partnership agreement.z~

'~ The Uniform Partnership Act (UPA) (1914). See chapter 5 foo[note 50-52 and
accompanying text.

z~ See UPA (1914) ~21.
zoi See Callison (1997a: 114).
zoz See RUPA (1997) ~404(a). RUPA (1997) ~404(b) and (c) define the duty of caze and the

duty of loyalty.
zos ~e list in RUPA (1997) ~404 fails to include obligations that have been considered part

of a partner's fiduciary duties under UPA (1914). See, e.g., Vestal (1993); Weidner
(1991).

z~ See Weidner (1991).
zos See, e.g., Vestal (1993: 547).
z~ See Hillman et al. (1999: 194). See also ULA (1995: Supp. 2001, 85).
z~ See Mitchell (1997: 479).
zos See Weidner (2001: 1038) ('[elarly in [he RUPA project, proponents of reining in

fiduciary duties asserted the biggest problem with calling a partner a fiduciary was that
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In light of the `think small fust' paradigm, a better approach would have
been to impose an open-ended and broad fiduciary duty. There are three
types ofjustifications for this wide scope of fiduciazy duties. First, the focus
on business relationships between relatives and long-standing acquaintances,
in which trust plays a pivotal role, justifies the adoption of very broad
fiduciary duties. The law would simply prescribe what parties actually
believed and expected without being detrimental to the self-governing
character of the relationship.~ Because partners in these relationships
usually have only a vague awareness of the governing rules, broad fiduciary
duties are not expected to undermine trust among the business participants or
entail over-monitoring.210 The collective approach and the abnegation of self-
interest in small closely held relationships provide the foundation for broad
fiduciary duties and underline the complementary aspect between legal and
extra-legal standazds.21

Second, if one views business relationships in terms of a continuum of
businesses varying in `firmness', a menu of business forms should ideally
provide several levels of duties between the contracting parties.
Consequently, it might be azgued that general partnership statutes should
maintain a high level of fiduciary duties.Z'Z Certainly, in order to produce
guidelines for the application of fiduciary duties, legislators could define
specific duties that comprise a partner's fiduciazy obligations213 By
providing more clarity, the statute could reduce litigation costs, since
disputes could more easily be solved at a preliminary stage before tria1.214
However, these variations should not be exclusive. Other statutes could then
design duties that are less vague and open-ended and aze tailored to meet the
needs of more `arm's length' relationships.

Third, by imposing broad fiduciary duties in general partnership law,
lawmakers avoid ambiguities in legislation that could undermine the trust
between partners in small and often family-related fums. The RUPA

courts were likely to require a partner to be a selfless trustee. Case law, on the other hand,
recognized that there was a legitimate sphere for partners to pursue self interest.').

2~ See Johnston (1992: 321). See also Bratton et al. (1996: 182-187).
210 See chapter 7 footnote 181-183 and accompanying text.
Z" See Callison and Vestal (2001).
Z'z Cf. Dickerson (1997) (contending that the lowest level of good faith and strong fiduciary

duties are on the same continuum); Georgakopoulos (1999) (arguing that `broad fiduciary
duties are obviously necessary to allow parties to meaningfully customize them to their
relationship.').

z'3 For instance, RUPA (1997) ~404(b) provides several specific rules that make up a
partner's duty of loyalty: (1) to refrain from appropriating a partnership opporturtiity; (2) to
refrain from dealing with the partnership as a party having an interest adverse to the
partnership; and (3) refrain from competing with the partnership.

21 Cf. Ribstein (2002c: 28) (arguing that the clarity of fiduciary duty rules affects litigation
costs in several ways).
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approach, which distinguishes between fiduciary duties and obligations of
discloswe, good faith and fair dealing, thereby acknowledging the partner's
own self-interests, seems to confuse matters and in so doing supports
opportunistic behaviour ex post despite trustworthy preferences ex ante.Z's

This brings us to the question of whether the notion of fiduciary duties
should be mandatory or a default rule that the parties could tailor or waive
contractually. RUPA (1997) ~ 103 greatly limits the parties' freedom to
contract around fiduciary duties and good faiih obligations. The fiduciary
duties of loyalty or care and the obligation of good faith and fair dealing can
be modified by agreement, subject to a reasonableness test. Moreover, the
partners are not allowed to entirely eliminate these duties and obligations.
Because partners may want to state their preferences in a partnership
agreement ez ante, they should be allowed to tailor the scope of the fiduciary
obligations contractually or to opt out of the statutory regime entirely. To be
sure, it is argued that a mandatory rule is desirable in partnership law, since
it (1) emphasizes the importance of trustworthy behaviour, (2) levels the
playing field between the partners by protecting parties against oppressive
contracts and unforeseeable harm, and (3) prevents deleterious social
consequences in that the ability to opt out fosters exploitation and abuse.Z'6
However, mandatory fiduciary duties in partnerships involving less legally
sophisticated people may do more harm than good when parties do not seek
to completely surrender their autonomy upon entry into partnership.Z" In this
view, it seems more efficient to endorse the penalty default approach under
which the party that suggests opting out signals its intentions.218 In addition,
the contractual notion of good faith helps to prevent unreasonable and
opportunistic contractual modifications.

Even if parties could design the fiduciary duties for their relationship, it
is important that the role of fiduciary duties varies across business forms.
Parties that want to remain unaffected by statutory fiduciary duties may,
despite the default rule status of these duties, be reluctant to choose the
partnership form. For instance, for the sake of fairness, courts may be
inclined to impose fiduciary duties when disputes between parties arise.
Furthermore, given the `stickiness' of default rules, parties may be loath to

z'S Ribstein (2001: 846-847) and Weidner (2001: 1038-1039) lament the complexity of
RUPA's fiduciary duty approach. Nevertheless, Ribstein (2002c: 32-33) expects the
uncertainly inherent in RUPA to induce courts to continue to apply pre-RUPA case law.

2i6 See Blair and Stout (2001); Dickerson (2001); Vestal (1993).
Z'~ For an example of such a partnership, see Callison and Vestal (2001: 293-294) (`a partner

in a computer software development partnership may also be engaged in the software
development business for its own account or in other partnerships with other partners.').

218 See Ribstein (2001: 848) (noting that Delaware's business organization statutes permit
contracting around partnership-type fiduciary duties).



262 Chapter8

contract around or waive fiduciary duties.Z" Finally, the level of protection
of contractual good faith may be higher when parties decide to employ the
general partnership form (which could imply that the firm is a fraternal
association) than in other business forms~o If partners aze well informed and
represented by legal advisors, the parties may be best positioned to bargain
into the duties that suit them ex ante. As noted earlier, courts may find it
difficult to observe ex post what parties would have wanted at the formation
stage. In this context, it is suggested that a business form that dces not
impose broad fiduciary duties is a more efficient choice. Sophisticated
parties that want to disclose their trustworthy character will face few
strategic impediments to opting into partnership-type fiduciary duties.Z2'

The emergence of new partnership law and the proliferation of statutory
business fonns have produced a voluminous literature on the relationship
between fiduciary standards and business forms in the United States. It is
only to be expected that these highly relevant and not wholly uncontroversial
debates migrate to the European business organization law context. where,
although many of the same conflicts and situations have arisen, the role of
fiduciary and good faith duties in different business forms is not fully
recognized. In light of jurisdictions contemplating the reform of business
organization law to promote enterprise, attract inward investment and create
positive spill-over effects from foreign businesses using domestic legal
business forms, lawmakers will arguably experiment with internal
governance issues and statutory incentive mechanisms, including fiduciary
duties. The next section will address possible variations as it attempts to
answer the question of how many closely held business forms are likely to
evolve in Europe.

3. SPECIAL CLOSELY HELD BUSINESS FORMS

It is important for responsive lawmakers to concentrate on the needs of small
firms, not so much to attract these firms to their jurisdiction, but to create
positive spill-over effects.22Z Highly developed legislation for business firms
at all levels signals that a jurisdiction is responsive to the demands of the
business society. Furthermore, by having a legal framework in place for the
smallest and simplest fimis, jurisdictions mitigate the cost of statutory
ambiguity and, hence, negative spill-over effects for business forms that
focus on meeting the needs of more sophisticated firms. From this

219 See supra footnote 103 and accompanying text.
ZZO See Dickerson (1995); Weidner (1991).
n' See lohnston (1992).
ZZZ See chapter 4 footnotes 57-60 and accompanying text.
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perspective, introducing an LLP-form designed with the `think small first'
approach in mind is arguably necessary to prevent distortion of choice-of-
business-form decisions and the resulting legal problems that arise when
economic actors choose sub-optimal structures.~3 This would allow choice
of business forms to send a clearer signal about the parties' organizational
needs, which is attractive to more sophisticated parties who do not want
courts meddling in the internal affairs of the firm. It is subnutted that there
may be less need for liability protection for these very small firms.~Z'
However, it simply cannot be denied that many small fitms, whether
encouraged by `legal' advisors or not, choose a business fotm because it
furnishes them with the limited liability feature.u-`

An LLP form should be formally linked to the default provisions of
standard general partnerships.ZZb This could be achieved simply by making
the LLP provisions part of the general partnership statutes.~ Even though
limited liability diminishes the hat7n that partners can inflict on each other,
firms that opt for an LLP form, i.e., the small `mom and pop' businesses,
arguably expect the same default rules as if they were organized as a

ZZ3 Here, LLPs are viewed as a legal form for business associations consisting of two or more
partners. However, US commentators point to the discriminating effect of having an easily
accessible and flexible limited liability vehicle in place only for businesses with two or
more owners. See Hamilton (1996: 176). In this view, a'one-person LLP' should be
recognized that not only allows individual en[repreneurs easy access to liability protection,
but also gives them the advantage of the affirmative asset partitioning that they lack when
they conduct their business as a sole proprietor, because there is no separation between the
proprietors and the business they own. See Hansmann and Kraakman (2000b: 413-414).
Easily accessible limited liability vehicles for the smallest firms obviously raise the
question of why limited liability is not simply a default rule for business forms at all
organizational levels. Limited liability would then become an opt-out rather than an opt-in
provision. In view of path dependence factors, however, it might be argued that lawmakers
are generally not willing to prescribe a limited liability default rule. See Klein and Zolt
(1995); Ribstein ( 2001: 840); Weidner (2001: ]035).

22' See Freedman (1994); Freedman and Godwin ( 1994); Hicks er al. (1995); Hicks ( 1999).
See also Ribstein (2001: 853) (noting that there may be less need for limited liability for
small firms 'given the reduced threat of tort liability in Europe as compared to the United
States.'). Cf. chapter 4 footnotes 74-89 and accompanying text.

Z~ See chapter 2 footnote 46 and chapter 7 footnote 24 and accompanying text.
Z26 For an overview of the different forms of linkage between statutory business forms, see

Ribstein ( 1995b). Besides the situation in which business form statutes are linked in the
sense that rules from one statute are applied to a business form created under another
statute, Ribstein distinguishes three other variations on linkage: ( 1) explicit linkage (one
statute govems two business forms); (2) implicit linkage (a business form statute imports
language from other business form statutes); ( 3) implicit delinkage ( firms may waive
certain provisions of a particular business form statute and so create a different business
form).

22' See, e.g., RUPA (1997) ~306(c) and ~ 1001.
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standard partnership.2z8 In fact, the LLP form should be the realization of the
`incorporated partnership' with easy exit provisions and broad fiduciary
duties.Z~ Linkage also has the advantage that general partnerships can easily
convert to an LLP without having to deal with the cumbersome formalities
of changing to a completely new form. Finally, by organizing as an LLP the
firm has access to the same network and learning benefits as the general
partnership form.Z~

Yet outside the realm of small closely held business forms, linking
involves significant costs (e.g., increased information costs and uncertainty,
distortions in the signalling function of business forms, decreased coherence
of terms, erroneous gap-filling by courts and negative spill-over effects) that
outweigh possible linking benefits.231 It is therefore suggested that a menu of
separate business statutes would be more efficient in providing fu-ms at
different levels with different sets of default rules. In this respect, alternative
business forms imply varying levels of control and commitment and help
firms to tailor the organization of the business to their idiosyncratic needs.
These distinct sets not only help to define the fitm participants' expectations
ex ante, but also assist judiciaries and arbitrators in filling gaps in the statute
or the parties' contracts ex post.232 Another advantage is that it is easier for
lawmakers to create coherent and clear benefits for `delinked' business
fonms, which are consequently better able to attract firms to their network.23'

The diversity of business firms could be a problem in designing
appropriate sets of default rules. Most firms do not fit into a single mould.

ZZe Cf. Dickerson (2001: 1007-1008).
Z29 Cf. Raaijmakers (2002: 688).
Z~ See Ribstein (1995b: 213); (2001: 833). In the United States, the LLP is formally linked to

the general partnership form and is therefore linked to the existing network of partnership
law. In order to benefit from this network, firms could be expected to prefer the LLP to the
LLC, which is not explicitly linked to the general partnerstup. However, empirical
research shows that firms prefer the LLC business form. See Ribstein and Kobayashi
(2001). This evidence dces not prove that network and leaming beneóts do not influence
the choice-of-business-form decision. It suggests rather that other factors have played a
more important role. For instance, LLCs used to give a broader protection against claims
against the firm than LLPs. Moreover, if lawyers and other business advisors promote the
formation of an LLC, the LLC may act as a focal point around which economic actors
expect a new network to arise.

Z3~ See Ribstein (1995b: 203-206).
Z32 It might be argued that the business form is becoming detached from the substance of how

the firm is run. Admittedly, concerned outsiders of the firm, such as investors and
creditors, are interested mainly in the substance of how the firm is run. However, standard
forms can reduce the outsiders' costs of learning the terms of each of the firms with which
they contract. See Ribstein (1995a: 375).

Z33 A possible negative effect of the success of the Delaware Business Trust, which explicitly
invites business firms to take advantage of its incredibly flexible approach, is the
applicability of trust law, which dces not seem to fit business firms. See Frankel (2001).
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There are simply too many different types of firms, resulting in statutes that
are either too constraining or too flexible and vacuous. An array of business
forms could easily lead to inconvenience and confusion, thereby raising the
partners' costs of choice and third parties' information costs of dealing with
these different forms.Z~ It is surely inefficient to provide a business form for
every possible type of firm. A greater number of business forms would not
only overshoot the target of economizing on formation and information
costs, but would also hamper the potential of conferring large network and
learning benefits, which play a role in choice-of-business-form decisions.23s

The question is therefore of how many business form statutes there should
be. The evolution of business forms in the United States provides some
tentative answers. It is argued that the current menu of choices in the United
States (consisting of the general partnership, LLP, LLLP, LLC and a flexible
corporate form, among others) efficiently reflects firms' needs.236 The impact
of regulatory competition on the emergence and development of these
business forms indicates that lawmakers contemplating reform must have
taken the wishes and requirements of business firms into account. However,
as most business fotms are still evolving in the United States, it may be too
simple merely to emulate the US approach, particularly given distinct legal
and economic cultures within Europe. For instance, the US menu dces not
supply straightforward answers to the question of the extent to which
business forms should be linked to each other. On the one hand, the
development of the LLLP and the Re-RULPA suggests that the linkage
between general and limited partnership law resulted in confusion in
interpreting and applying limited partnership statutes237 On the other hand,
the evolution of the LLC reflects a tendency towards a process of ultimate
linking - i.e., combining separate business forms into a single unified
form.238 First, the LLC statutes are largely linked to general and limited

z~ See, e.g., Goetz and Scott (1985) for a discussion of both the advantages and shortcomings
of expanded choice. See also Freedman (1999); Ribstein (2001).

zss See Ribstein (2001) (arguing that the greater the number of forms, the less the potential for
standardization and development of private forms and case law interpretations). Cf.
Bratton and McCahery (1995: 1900) (noting that in common law countries, case law and
judges play an important role in conferring large benefits for incorporating firms; for
instance, in the United States, a code's advantages are less distinct than its case law, given
the convergence of statutes among states).

z36 See Ribstein (2001).
z3' See Ribstein (1995b); Vestal (1995b). See also chapter 5 footnote 69 and accompanying

text.
z38 Cf. Callison (2000: 123) (`[als part of this process, artificial distinctions between finn

govemance systems should be eroded when possible. Because the LLC form can be
viewed as straddling the corporation and partnership forms, it makes sense to continue
integration of forms by focusing on eliminating such distinctions in the LLC.'). See also
chapter 6 footnote 112 and accompanying text.
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partnerships and corporations. To the extent that LLC statutes do not contain
explicit linking provisions, the `pick and mix' of provisions of other business
forms could entail implicit linking problems. If the statutes are silent on a
particular issue, the import of general partnership provisions could imply
that gaps should be filled with other partnership law rules. In the absence of
statutory authority, courts could decide to extend general partnership
principles to the LLC and to treat different business forms alike. For
instance, since the Uniform Limited Liability Company Act (ULLCA) uses
identical language to RUPA for its fiduciary duties,239 it is obvious that there
will be some undesired spill-overs from one business form to the other.
Second, even though most LLC statutes provide for decentralized
management by default,2~ it is also possible to opt for centralized
management.24 This raises the issue of whether other default rules should
also differ according to the parties' choice. In this respect, ULLCA provides
for different fiduciary duty provisions, but similar dissociation and
dissolution provisions. Courts could view this as a legislative omission and
decide to apply corporate law rules to centralized management LLCs when
the underlying relational contract remains silent. The incorporation of
corporate governance principles could transform the LLC into an all-purpose
vehicle, in which uncertainty and linking problems abound.242 However, in

Z39 See ULLCA ( 1995) ~409.
Z~ See Ribstein and Keatinge (1999: ~8.02).
24 See, e.g., ULLCA (1995) ~203 ( stating that the articles of association must set forth

whether the company is to be `manager-managed').Z4Z The European Private Company ( EPC) also aspires to become an all-purpose vehicle with
respect to closely held business firms. T'he draft regulation allows business parties much
leeway in organizing their firm and the relationships between them. In order to help parties
save substantially on transaction costs, the drafters of the EPC regulation have drafted
model standard form `Articles of Association'. See Article 13 of the draft Regulation.
Model A is a standard form for small `member-managed' quasi-partnership business firms.
Model B is intended to meet the needs of larger businesses with one or more `passive'
investors. Statutory ambiguity and linking problems are likely to ensue from the `unified
business form' approach, which expects all types of closely held business firms to
organize under one statute. With respect to the EPC, the vexed question is of which
fiduciary duties courts will apply to shareholders of an EPC. 7iie Regulation itself and the
model Articles of Association are silent on this issue. The Explanatory memorandum,
however, states that the EPC should be viewed as `a company not issuing shares to the
public, and the shareholders of which are bound by a strong bond of partnership, a true
company of associates.' Unless these complex issues are resolved by the drafters, we can
expect few firms to be willing to opt into this European business form, given the legal
uncertainties. It might be argued that the omission may lead to incomplete contracting,
since the Regulation and model Articles of Association fail to supply a comprehensive
statutory framework. The fact that Article 12 of the Regulation provides that the 'matters
governed by this Regulation shall not be subject to application of the law of the Member
States, even with respect to those points which it dces not settle expressly' only
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light of the jurisdictional competition, the emergence of a corporate-type
LLC could also indicate that the menu of business forms in the United States
is evolving towards a more efficient set of forms that reflects the preferences
of a variety of firms.Za3

In Europe, as we have seen, the pressures of competitive lawmaking have
also induced domestic lawmakers to take action and initiate law reform
projects with respect to business organization law. To the extent that these
lawmakers had few revenue-based incentives for researching and designing
the optimal rules for all types of firms, they have attempted - for the most
part - to apply the legal provisíons designed for typical small partnerships or
large publicly held enterprises to a wide range of closely held firms.2~ The
issue here is whether, in the context of regulatory competition, the
`integrated framework' that seems to prevail across Europe will dominate, or
whether, as a result of increased competition, the `free-standing' approach,
which involves creating separate business fortns, can emerge.Zas It is argued
here that in a competitive legal environment, where the signalling function
of business forms becomes more important, business forms for firm
organization provided for by law should be adapted to prevailing forms of
ownership and incentive structures. Given the significant role of a
specialized judiciary and related case law in conferring large benefits to
firms, a`delinked' legal form that has distinctive statutory qualities for a
certain group of business firms is arguably better equipped to commit courts
and arbitrators to future responsiveness.

As Europe enters the competitive lawmaking environment, lawmakers
will mainly focus on the needs of business firms that are most likely to
engage in forum shopping. Since the Directives regarding publicly held
corporations have reduced the feasibility of competition in the context of
large corporations,Z~ European lawmakers will begin to turn their attention
to `closely held firms', such as large professional firms, venture capital
funds, joint ventures and high-tech start-ups.Za' Although jurisdictional

complicates the practical use of this form. In addition, the reference to the general
principles of the Regulation, Community company law and the general principles common
to the national laws (see Article 12 of the Regulation) dces not exacdy clarify the gap-
filling discretion of courts.

za3 See Kobayashi and Ribstein (1996); Ribstein (2001: 832).
z~ See chapter 2 footnotes 35-64 and accompanying text.
zas Because most national legislatures in Europe voluntarily apply the EU Directives on

publicly held corporations to the closely held corporate form (implicit linkage), it might be
argued that [he in[egrated approach prevails. A major source of lock-in for most
jurisdictions appears to be the implicit linkage of the close and public corporation
structures.

z~ See chapter 4 footno[e 119 and accompanying [ext.
247 Cf. chapter Z footnotes 65-95 and accompanying text.
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competition in Europe is still in a developmental stage, the empirical
evidence lends support to this view.z~ We can already foresee a pattern of
regulatory competition in context of business organization law that prompts
competitive lawmakers to innovate by initiating law reforms and introducing
new legal entities that aze better equipped than the traditional partnership and
corporate forms to meet the (changed) needs of these firms.

3.1 Professional Service Firms

Due to its many advantages, the general or civil partnership form has long
dominated the professional service industries.~' First, because the
professional partnerships are very human capital-intensive and the need for
physical and financial capital is sma[l, the partnership governance structure,
in which mutual self-monitoring is the default, was more efficient than
having an outsider attempt to monitor the partners. The free-rider problem,
which seems to loom in large professional service firms, was partly
mitigated by informal incentive mechanisms. The professionals teaming up
with partners that were doing similaz sorts of work and shared common
educational backgrounds arguably stimulated incentive mechanisms. Not
only did the partners' similar type and ability solve monitoring problems, but
it also reduced decision-making costs in partnership.~ While malpractice
claims were uncommon, the partners' being unlimitedly liable for the firms'
debts helped to overcome the monitoring problems and, more importantly, to
send a signal of quality commitment to a market in which clients cannot
perfectly observe and monitor the professional's performance. It is submitted
that, since market monitoring failed, the partnership's principle of re-
distributing profits among the partners also played a pivotal role in
guaranteeing a high quality of service 251 The redistribution of profits
provided a disincentive for partners to bring in new employees, resulting in
an incentive to hire only people that could meet the high quality standard.zsz

z~ See chapter 5.
z49 See Levin and Tadelis ( 2002); Milgrom and Roberts (1992: 522-523).
~ See Kandel and Lazear (1992); Milgrom and Roberts (1992: 523).
zst See Levin and Tadelis (2002).
zsz See Levin and Tadelis (2002: 2) (`[w]hen market monitoring is perfect, partnerships

provide too high a level of quality, while a profit maximizing corporation leads to efficient
hiring. With less effective market monitoring, there is a temptation to reduce quality, hire
less able workers, and benefit in the event that the market dces not discem this loss of
quality. Both corporations and partnerships suffer from this problem. However, while
corporations generate less profits as mazket monitoring deteriorates, partnerships move
closer to efficient hiring and reap more profits (though profits per panner decrease).' The
traditional `up-or-out' promotion schemes, under which only the best associates could be
promoted to partner, support the `tendency -towards -high quality' theory.
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Recent trends in professional service industries have put serious pressure
on the ethos of efficiency of traditional partnership law. The acceleration of

liability claims resulted in a stampede away from the unlimited liability
feature.~' But even without the liability problems, there are other pressures
working against the traditional partnership form. It is obvious that the many
partners (sometimes over 1,000) of a large, international law or accounting
firm cannot all be involved in the day-to-day decision-making process. Large
professional firnis often appoint a committee or use a corporate management
structure to deal with daily affairs.25' However, unlike shareholders in a
typical publicly held corporation, the :~on-managing partners are not passive
investors but specialists in different areas who, by forming alliances, capture
potential gains and diminish the variance of income. Ironically, the
specializations that emerge in large professional service firms are the main
reasons why partnerships unravel, and its monitoring and incentive systems
fail.zss

Another emerging problem is the destabilization of professional service
firms. If one takes a closer look at large law firms, one sees that a recent
change in the culture of law practice also ímposes a burden on the traditional
parmership form.ZSb There is considerable evidence that the instability of law
firms can be attributed to the decisions of lawyers to move their practices
(and sometimes departments within firms) elsewhere. Enhanced monitoring
by corporate counsel has made the market knowledgeable about the quality
of a law firm's legal services.257 As a result, the large corporate clients will
be more likely to leave a particular law firm if the quality level is not
sufficient. This reduces the importance of the firm's brand name as a sunk
commitment to assuring the delivery of quality,~8 and shifts the goodwill
balance from the firm to the lawyers themselves.~9 This has stimulated the
level of competition among law firms who have focused on hiring lawyers
with a large clientele whose reputation may attract even more clients.
Certain corporate clients are likely to follow their favourite lawyers from
firm to firm. Consequently, the value of goodwill and undermined loyalty of

zss See chapter 2 footnotes 91-95 and accompanying text.
~4 See Economist (1994a: 13-14); Fama and Jensen (1983a: 315-317); Peel and Eaglesham

(2002).
zss Cf. Carr and Mathewson (1998: 499) (noting that the emergence of `boutique' law firms,

in which similar specialists operate, `can be explained as a rational response to the
increased gains from monitoring and early detection.').

zse See Hillman (2001).
~~ See Gilson and Mnookin (1985: 381-383) (discussing the effect of more sophisticated in-

house corporate legal counsel on the market for legal services).
zse See Carr and Mathewson (1998: 499).
zs9 For an explanation of the differences between the goodwill arising out of the firm and the

goodwill of the individual lawyers, see Ribstein (1991) and Rosin (1998).
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lawyers to their firms has eroded significantly.2~ Law firms have become
confederations of individual lawyers, in which partners have their own
clientele but wish to share office space, equipment and staff.2ó'

This increase in the mobility of lawyers took place in the presence of
strong and mandatory fiduciary duties. In practice, the standards are much
lower, largely due to the high litigation costs and difficulties of pursuing
damages under an indeterminate standard. For the most part, partners'
fiduciary duties are matters of process and disclosure. At the same time,
attorney ethics rules, such as the norm of client choice, are generally
consistent with the substantive laws of partnership. It is recognized that the
recent decline in lawyers' loyalty to fin7ts has been matched equally (or even
exceeded) by the demise of the firms' loyalty to lawyers, a development
evident in the activities of firms that systematically review their membership
to eliminate less productive partners.262 The experience of law fin-ns under
this new regime shows that most have quickly adjusted by changing their
hiring, promotion and retention practices.

These trends may be working against traditional partnerships in favour of
the corporate form,Z63 but the latter is not free of difficulties. For instance, the
demand for high levels of public revelation of the firm's financial details
(and the partners' profit shares) is viewed as particularly cumbersome.
Moreover, corporate law statutes contain unwanted default rules and often
do not offer the freedom to tailor the statutory provisions to meet the needs
of professional services firms. It appears that large professional services
finns prefer a highly flexible business form that allows partners to adopt a
more corporate-style decision-making and monitoring structure, has highly
flexible and waivable fiduciary duties, and provides for limited liability
without losing partnership-type flexibility and privacy.z~

3.2 Venture Capital Funds

A business organization form that makes it possible to emulate the most
efficient US venture capital contracts may well attract sceptical investors,

z~ With client's loyalties redirected to individual lawyers, the most successful lawyer can
openly pursue offers from competing firms or use the threat of departure to effectively
reallocate the firm's income.

zb' In this respect, limited liability vehicles seem to fit into the changed business climate. Cf.
Fortney (1997) (arguing that by choosing a limited liability vehicle, lawyers no longer
function as a team with collective responsibility).zbz See Vestal (1997; 1998).

z63 See Levin and Tadelis (2002).
Z~ See Ribstein (1999b: 418-420). Note that the extensive disclosure and filing requirements

applicable to the LLP in the United Kingdom partly explain the reluctance ofprofessionals
to employ this business form. See chapter 5 footnote 100.
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and may bring a significant increase in the amount of venture capital
available for innovative start-ups. An entrepreneuríal state could reap the
benefits by presenting a set of rules that are ideally suited to venture capital
funds.Z~` Indeed, the recent history of the reform of the private equity limited
partnership, the standard organization form used by venture capitalists in the
United States, the United Kingdom and continental Europe to supply finance
to start-up firms,Z`~ suggests that governments have strong incentives to
create efficient legal rules designed to meet the needs of these funds. To be
sure, the success of the venture-capital funds experienced a climax during
the bubble years of the late 1990s when they succeeded in turning innovative
ideas rapidly ïnto gold.267 However, the fact that the venture capital industry
has undergone a profound change over the past few years, in that venture
capital funds have lost most of the millions of dollars invested in high-
technology firms, does not mean that these funds went out of fashion.2~ In
reality, with bank credit becoming harder to come by, venture capital funds
are still the only hope for start-ups.2~ The adaptability of these funds is a
necessary quality in an ever-changing business environment.Z'o

In the UK, the limited partnership organizational form owes its
popularity mainly to the venture capital industry.27 In particular, the tax
benefits, the flexibility surrounding its structure and terms, and its fixed life
make the limited partnership the dominant venture capital fund vehicle.
Individuals and institutions invest in a limited partnership and delegate all
investment and monitoring decisions to the venture capitalist;'Z who act as
the general partner.273 These limited partnerships share publicly held and
closely held aspects: passive owner-investors entrust their money to

zes See chapter 3 footnotes 186-190 and accompanying text.
z~ See Gompers and Lemer (1999); Lemer and Schaor (2002). In Europe, however, venture

capital funds are often an affiliation to a corporate group, in which case the fund is
structured as a corporation. See Menzer (2001); Schwienbacher (2002: 30-31).

zb' See Economist (2000b); (2000c); (2000d).
zbg See Economist (2001c); (2001d). See also McCallum (2002) (`[v]enture capital investment

in the EU in 2001 fell by 35 percent from 2000 levels but still remained above earlier
years.').

Z~ See Economist (2001f).
Z'o These high-risk business ventures would not normally come into existence without

assistance from private equity providers. Indeed, the entrepreneurs are often wealth-
constrained; debt financing is not apt in a setting where high risks, uncertainties and
intangible assets abound, and a public offering cannot be realized without a track record.
See chapter 2 footnote 74.

271 See chapter 5 footnotes 110 and accompanying text.
z'z Typically, the fund investors are sophisticated investors, including employee benefit plans,

insurance companies, bank holding companies, university endowments, pension funds and
wealthy individuals.

z'3 Venture capitalists are predominantly organized as corporations.
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powerful and entrenched owner-managers who have substantial discretion
over the funds. The flexibility of this business form allows the internal and
external firm participants to enter into covenants and schemes that align the
incentives of venture capitalists with those of the outside investors and
reduce agency costs.Z'" Despite several drawbacks, such as limited
partnership shares not being publicly tradable and the archaic law governing
this form,275 the UK limited partnerships have become the standard structure
used by European venture capitalists in general. That said, the iJK's
prominent position is under threat from other jurisdictions that have
introduced or plan to design modern legislation on limited partnerships. It is
not surprising, therefore, that policymakers are planning to revise the
Limited Partnership Act 1907 by proposing to abolish the rule on the
maximum number of partners (presently limited to 20) and introduce `safe
harbour' provisions similar to those found in the Delaware Revised Uniform
Limited Partnership Act and Jersey's limited partnership form. These
provisions clearly establish that limited partners may participate in the
control of the firm so as to improve certainty and accessibility to foreign
investors.276 The threat of competition, combined with the lobbying efforts of
venture capitalists and sophisticated investors will arguably make UK
limited partnership law more sophisticated and suitable for venture capital
investment. Consequently, the linuted partnership law reform fits the UK
government's objectives of creating modern business organization forms that
support the needs of a competitive economy.

Z" See Gompers and Lemer (1999: 29-55); Sahlman (1990: 489-494). Indeed, investors
protect themselves by employing covenants and schemes. For instance, `despite
restrictions on their managerial rights, limited partners are almost always permitted to vote
on key issues, such as amendment of the limited partnership agreement, dissolution of the
partnership before the termination date, extension of the fund's life, removal of any
general partner, and valuation of the portfolio.' See Sahlman (1990: 490). Given the fact
that the contractual framework deals with the monitoring and information asymmetry
problems extensively, it may be argued that in venture capital fund limited partnerships the
role of fiduciary duties should be limited. Moreover, because the general partners act as
co-owners rather than `fiduciaries on behalf of the limited partners,' it is submitted that
`no fiduciary duties should apply.' See Ribstein (2002c: 36).

Z'S See Myners (2001: I55) (azguing that English limited partnership law is particularly
cumbersome because of strict constraints on the number of partners and on limited
partners' involvement in investment advisory work). At the time partnership law was
under consideration in the United Kingdom, there was another deficiency in English
partnership law: English partnerships were not legal entities. This explains why Scottish
limited partnerships with separate personality were used as vehicles for investment in
Lloyds, which only permitted separate legal persons to be Lloyds names. Presumably
Guernsey has recently given its limited partnerships the possibility of opting for legal
personality to attract underwriting members of Lloyds. See Law Commission (2001: 2).

z'6 See chapter 5 footnotes 22; 140 and accompanying text. See also Sheikh (2002b).
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3.3 Joint Ventures and High-tech Start-ups

It is argued that joint ventures blur the line between a closely held fitm and a
long-term relational contract through the market.m A joint venture is often
described as a`quasi-firm', as the joint venture, owned and actively co-
managed by usually pre-existing, independent firms that pool resources for a
specific objective,rg resembles long-term relational contracts in many
important respects. First, the independent joint venture partners are often
simultaneously competitors outside the scope of the venture.279 Second, since
joint ventures usually involve the development of a particular product, their
average life span is not usually very long.2~ Third, joint venture partners
may rely more on renegotiation and reputational incentives than on the
firm's organizational structure.281 In fact, joint ventures may be merely
contractual arrangements that do not involve any joint ownership of assets.ZBz
However, they usually employ some kind of firm-like organizational
structure. This is especially true of joint ventures that explicitly employ a
legal business form.283

Joint venture partners may prefer to specify their rights and duties in an
agreement when those prescribed by law are deemed inappropriate.2~ For
instance, they may rely on explicit buyout options rather than vague and
open-ended fiduciary duties to overcome the consequences of incomplete
contracts.285 These vague concepts may increase the transaction costs of
negotiating the terms of the agreement and even foreclose potentially
productive ventures.286 This is especially true ofjoint ventures between rival
enterprises that want to deal at arm's length outside the scope of the jointly

Z~~ See Ribstein and Kobayashi (1998: 37á377). See also chapter 2 footnote 78-90 and
accompanying text.

278 See Raaijmakers (1976); (1992); Ribstein and Kobayashi (1998: 376). See also Alchian
and Woodward (1987: 132).

~9 See Pérez-Castrillo and Sandonís (1996); Ribstein (1999c: 10).
2~ See Rosenkranz and Schmitz (2001 a: 13-14); Urban et al. (1999: 10- i l).
281 See Alchian and Woodward (1988: 74-75); Halonen (1997); Williamson (1985: chapters 7

and 8).
282 In the literature, these contractual relationships are called non-equity joint ventures. See,

e.g., Hennart (1988: 361-362).
283 Note that contractual joint ventures are treated as a partnership in some jurisdictions, in

which case partnership law usually governs only the internal relationship of the joint
venture partners. See also Ribstein and Kobayashi (1998: 377); Volhard and Stengel
(1997: 8-9).

Z~ See Chemla et al. (2002: 1).
285 See Holmstrdm (1999: 81) (mentioning the variations on `shootout' clauses, in which one

party proposes a price that can be accepted as either the selling or buying price of the joint
venture). See also Chemla et al. (2002).

2~ See Miller (1997); Ribstein (1999b); (2000: 23-24).
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held firm. These venturers normally do not want to be hampered by broad
concepts of trust while renegotiating their deals.Z~ Yet contractual provisions
are obviously not the only sufficient means of overcoming the consequences
of incomplete contracts. It appears that the equity structure also plays a
significant role in the financial and organizational design of joint ventures.288
Theoretical and empirical research indicates that a corporate-type equity
structure is very useful to create optimal incentive mechanisms and to
allocate control and ownership rights that help to alleviate or resolve
opportunistic behaviour in joint ventures.289 Moreover, corporate-type share
capital facilitates easy transfer and listings opportunities. In this view, a joint
venture business form statute should therefore, in addition to the contractual
freedom to specify the rights and duties of the joint venture parties, provide
for a corporate-type management and equity structure and limited liability
protection.z~

Such a business form could also be attractive to firms backed by venture
capital, which, like joint ventures, have to deal with a`double-sided moral
hazard' problem.291 Both the entrepreneurs and the venture capitalists must
be actively involved in the venture for several reasons. The setback of the
`new economy' has shown that the passive investors who merely provide
capital are not sufficient to fertilize a promising and innovative idea.
Consequently, the venture capitalists closely monitor their investments,
actively participate in the venture's strategic decisions and furnish the
venture with value-added services.292 These services (e.g. identifying
business opportunities and management assistance) are often more important
than their financial resources. In this respect, start-up firms are typical
closely held firms. However, these firms also resemble publicly held
corporations. For instance, in order to help make the venture a success and to
professionalize the internal organization, outside directors are brought inside
the firm, thereby separating effective control and management from risk-
bearing.z93

Chapter 9 will discuss in more detail which organizational and legal
structures are favourable for the fortnation and development of innovative
start-ups. It is suggested that the introduction of a legal framework, in which

ZB' See Ribstein (1999b).
Z88 See Hauswald and Hege (2002).
Z89 See Belletlamme apd Bloch (2000); Hauswald and Hege (2002); Schut and Van

Frederikslust (2001); Van den Steen (2002).
Z~ Cf. Raaijmakers (2002); Van Duuren (2002).
~` See chapter 9 footnotes 15-20 and accompanying text.
Z9Z See Keuschnigg and Nielsen (2001: 2) (noting that entrepreneurs often have a professional

background in engineering and natural science rather than in business). See also chapter 9
footnote 7 and accompanying text.

Z93 See Hellmann (1998: 58); Hellmann and Puri (2000: 27).
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equity, contractual and non-legal incentives interrelate, is crucial to further
stimulate the development of a successful venture capital market in Europe.

4. CONCLUSION

In Europe, close corporations are usually a mirror image of their publicly
held counterparts, which causes them to incur substantial costs in carrying
out their business activities. Modenn business organization statutes are
required to enhance efficient outcomes. This chapter has argued that the
traditional menu of sole proprietorships, partnerships and corporations dces
not adequately meet the needs of all types of closely held fums. Given the
dual pressures of competition and the drive towards economic integration in
Europe, lawmakers will undertake reforms directed to meet the continuing
contracting needs of domestic firms and to supply innovative business forms
that could attract foreign firms. Properly conceived business forms are legal
products that assist economic actors in achieving efficient contracting ends.
In this respect, this chapter examined the main features of the RUPA in the
United States, highlighting the substantial benefits that parties can expect by
virtue of opting for a particular set of default rules. Despite the advantages of
`off-the-rack' standard form contracts, there are a number of circumstances
that parties typically encounter when contracting that contribute to the needs
of specialized terms. In this regard, it was demonstrated that an all-purpose
vehicle, while apparently simple and uncomplicated to implement, may be
less than optimal for a majority of firms, given their preferences and starting
points. For example, it was shown that the rote of fiduciary duties tends to
vary across business forms. While there is substantial disagreement about the
appropriate function and scope of these duties (and their ability to fill gaps in
otherwise incomplete contracts), we can expect legal reformers in a
competitive setting to seek to endorse fiduciary duties that are efficient for a
range of different businesses. Finally, the issue of whether closely held
business forms must be linked formally to default provisions of partnership
law is discussed in economic terms regarding the prospective network
benefits that are likely to emerge as a consequence of such linkage. With
regard to the LLP form, this chapter has shown that linkage could achieve
positive spill-over benefits for most small firms. The benefits are less
obvious when larger firms contract with diverse and sophisticated parties, as
in the case of venture capital investment, or when in the case of small firms
such linkage may prove costly and inappropriate for the parties involved. For
instance, despite the fact that in firms backed by venture capital information
asymmetry and exposure to opportunism are double-sided and extensive, it is
submitted that partnership-like fiduciary duties could seriously hamper the
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emergence of a deal. The next chapter will consider the possibility of
developing new business forms based on US mechanisms. It appears that the
prospect for the emergence of new business forms depends in part on the
removal of legal barriers.



Chapter 9

The Venture Capital Example: An Innovative
Business Form for the European Venture Capital
Industry

1. INTRODUCTION

This chapter considers the circumstances under which responsive lawmakers
will contemplate taking steps to design new legal and institutional structures
that could support the development of an EU-wide venture capital market.'
Should conditions emerge for lawmakers to act proactively, some will
inevitably look to the differences between the United States and European
venture capital environments so as to ascertain which institutions are best
suited to emulate the United States. While the lack of an entrepreneurial
mindset partly explains the differences, there are of course other economic
factors that may contribute to the difference in the relative performance of
the two markets.Z In particular, the European venture capital market is
constrained by regulatory hurdles that limit early-stage investment, and
capital market structures that limit the ability of venture capital funds to
liquidate their positions in innovative start-ups. However, a central problem
for Europe remains how to stimulate the development of an efficient
institutional and legal structure that encourages venture capitalists to actually
invest in start-up firms and stimulates a steady supply of entrepreneurs.3

See European Commission (1995); (1998b); (1999); (2000b).
Cf. Bankman and Gilson (1999).
See Black and Gilson (1997); Gilson (2001); Keuschnigg and Nielsen (2002); Rock
(2001).
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Commentators argue that the internal governance structure of start-ups
often proves decisive in the eventual success of the firm, and plays a crucial
role at several stages of the financing and development of start-up firms.' It
is submitted that if governance structures are effective in limiting
opportunism and controlling the level of risk, venture capitalists are more
likely to contribute capital to start-up firms. Problems stemming from
incomplete contracting can be reduced by selecting an efficient legal form
that sets the contracting framework and assists in aligning the parties'
conflicting interests. The attention to the contractual and organizational
swcture of business firms may increase now that it is widely accepted that
the venture capital market is prone to violent cyclical movements.s Indeed,
jitters in the financial market have altered the players' attitude and re-
enforced the importance of the role of governance and organizational
structures for economic performance.

Some characterize the relationship between the entrepreneur and the
venture capitalist as a`pure agency relationship' in which the entrepreneur is
the agent and the venture capitalists are the principals.b From this
perspective, the venture capitalist may encounter many complex and costly
problems that need to be addressed contractually. Monitoring costs are
substantial in high-growth start-ups. Venture capitalists invest large stakes in
entrepreneurs about whose abilities they have less than perfect knowledge.
They consequently need to monitor and bond the entrepreneur closely, as
basic problems of shirking and opportunism exist from start-up and
expansion until the financial buyout stage.' The impossibility of complete
risk diversification and the absence of an active market for shares emphasize
the importance of monitoring. Empirical research shows that monitoring
costs will increase `as assets become less tangible, growth options increase,
and asset specificity rises'.8

Nevertheless, venture capitalists tend to monitor their investments through
active participation, namely by due diligence, establishing a relationship
with the start-up businesses' managers and by sitting on their board of

0 See Dent (1992); Gompers and Lemer (1999); Hellman (1998); Kaplan and Stromberg
(2000); Sahlman (1990).
Cf. Bratton (2002).
See Bergltif (1994). This relationship is comparable to the relationship between the
shareholders and managers in a publicly held corporation. See chapter 7 footnote 197 and
accompanying text.
See, e.g., Gorman and Sahlman (1989) (stating that weak senior management is considered
to be [he dominant cause of venture failure); Hellmann (1998) (observing that, according
to venture capitalists, entrepreneurs are prone to pursue actions that are in their personal
interest as opposed to the company's interest).
See Gompers (1995).

s
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directors.9 Whilst involvement in key corporate functions tends to limit
moral hazard problems, information asymmetries are likely to persist and
can potentially create significant value dilution for investors. Information
asymmetries are likely to arise from two principal sources:'o (a) the
entrepreneur has information unavailable to the venture capitalist, and (b) the
entrepreneur's information is often distorted by overestimating his chances.
The first kind of information concerns the actual product, technology and
market, as well as the quality, ethics and fortitude of the entrepreneurial
team, whereas the second kind could diverge dramatically from reality due
to the entrepreneur's personal attachment to the venture and the feeling that
his bright idea will definitely yield the expected wealth. Nevertheless, to a
certain extent the venture capitalists must contemplate the opposite interests
of the business's founder in order not to destroy the incentive to the latter to
be prepared to go to any lengths to make the venture a success.

Conflicting interests bear particulazly on the control over the business and
issues involving the venture capitalists' means of exit." Venture capitalists
typically, choose to exit the venture either through an initial public offering
(IPO), transferring their shares piecemeal, or by trade sale.12 In the final
stage, the venture capitalists reap the fruits of their investment, while the
entrepreneur hopes to recoup control over `his' fum." It comes as no
surprise that the nature and costs of exit are also shaped by the venture's
internal governance structures and ex ante contracts.'"

Whilst the literature on venture capital emphasizes the one-sided moral
hazard issues that characterize the relationship between venture capitalists
and start-up firms, this relationship cannot be explained exclusively in such
terms.15 We now recognize that to a certain extent the relationship resembles
a`double-sided moral hazard problem', with each party contributing
resources so as to maximize their joint wealth.tó In order for the venture to
succeed, the (leading) venture capitalist must be willing to provide the
entrepreneur with `value-added' services, if the venture has the chance to
raise its performance. The importance of these services has recently been
demonstrated by the setback of the `new economy', which showed that the
provision of capital alone is usually not enough to fertilíze promising
ventures. Value-added services involve identifying and evaluating business
opportunities, including management, entry or growth strategies; negotiating

See Barry et al. (1990); Bratton (2002); Gompers (1995); Hellmann (1998).
See Norton (1993).
See Sahlman (1990: 506).
See Holmén and Htigfeldt (2000: 2).
See Black and Gilson (1997).
See Holmén and HSgfeldt (2000).
See Baker and Gompers (2000); Barry (1994); Sahlman (1990); Smith (1998).
See, e.g., Inderst and Miiller (2002).
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further investments; tracking the portfolio firm and coaching the firm
participants; providing technical and management assistance; and attracting
additional capital, directors, management, suppliers and other key
stakeholders and resources." Since these non-financial contributions are a
substantial element of the venture capital relationship, it might be azgued
that the entrepreneur, in obtaining these services from the venture capitalist,
is also subject to shirking and opportunism.1e Entrepreneurs often believe
that venture capitalists either fail to meet their obligation to provide value-
added services,19 or try to renegotiate the contract, including their promise to
add services, as soon as they obtain more leverageZo

Claims about the importance of organizational and legal structures and
institutions for the growth of start-ups suggest that certain business forms
prove more successful in the long term. In the US, there is a growing volume
of literature on the relationship between the legal structures and institutions
and fitm performance. Commentators explain that if Europe were to
replicate the US market, it should give priority to establishing high labour
mobility and risk tolerance,21 a well-developed stock market,22 and large,
independent sources of venture capital funding.23 In order to achieve this
objective, policymakers across Europe attempt to increase the supply and
demand of venture capital by giving subsidies in the form of tax breaks,Za but
largely ignore the role of business organization law. Recent research shows,
however, that government support should be cazefully weighed against
possible negative effects on the venture capital market. First, government
sponsorship could crowd out the supply of venture capital, if it dces not
encourage all the players in the venture capital industry. For instance, a tax

1~
IS
I9

See, e.g., Smith (1998); Gorman and Sahlman (1989).
See, e.g., Smith (1998).
See Bany (1994: 7) ('[t]he venture capitalist may have incentives to offer bad consulting
advice to the entrepreneur, i.e., advice that suggests a course of action contrary to the
interests of the entrepreneur, up to and including the abandonment of an investment that
has economic value.').
See Black and Giison (1997).
American executives and research personnel often resign to join new ventures. Americans
have an inbom tolerance of risk, whereas Europeans are generally more risk-averse. In
addition, failure is not something to be ashamed of in the United States; on the contrary,
failure is appreciated neazly as much as success. See Milhaupt (1997: 891-892).
See Black and Gilson (1997). They argue that a well-developed stock market that allows
venture capitalists to exit through an initial public offering (IPO) is critical to the existence
of a vibrant venture capital market.
See Milhaupt (1997: 874-882). Empirical research shows that independent venture capital
firms are willing to make early-stage investments. In the United States, most venture
capital firms are independent private partnerships, whereas in Europe most venture capital
firms tend to be affiliated to banks, pension funds, corporations and insurance firms.
See, e.g., Keuschnigg and Nielsen (2002).
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zl

2z

23

za



9. The Venture Capital Example 281

incentive to encourage individual investors to pour money into a special
venture capital fund vehicle could reduce the supply of other, relatively more
informed venture capital investments.u Second, policy measures that lower
the cost of entry and hence attract more entrepreneurial start-ups could cut
back venture capitalists' managerial support, thereby increasing the risk of
start-up activities.2ó Consequently, it might be azgued that in a start-up-
friendly environment the entrepreneurial success could decrease?'

Despite these arguments, this chapter argues that flexible business fotms
must play a central role in the development of a robust venture capital
industry across Europe. If there is a trade-off between the cost of entry and
the success rate of business start-ups backed by venture capital, it seems
more important to cut back on government sponsorship programmes and
stimulate business law reform, which benefits entrepreneurs, venture
capitalists and outside investors alike. The supply of a venture capital-
friendly business fotm could help to mitigate the double-sided moral hazard
problem. Not only should the business form statute facilitate privately
negotiated venture capital contracts, but it should also provide efficient
guidance to both the parties and courts in the event of an incomplete
contract. Thus, in an increasingly competitive environment, European
member states will arguably be better off by improving the infrastructure in
which a venture capital market can develop and offering clear-cut
advantages than by pursuing a one-sided stimulation programme.

This chapter has three more sections. Section 2 will question whether
`piggybacking' on US legal rules and institutions is conducive to the
development of a mature venture capital industry within Europe. It is
submitted that, despite its widespread use, piggybacking might straitjacket
the development of a robust European venture capital market. This chapter
will suggest that the introduction of an optimal organizational form for high-
tech start-ups is crucial to Europe's attempt to emulate the successful US
venture capital market.

Section 3 will briefly discuss why the general corporate form is used
predominantly in the US venture capital industry. More importantly, it will

zs
26
z~

See Cumming and Maclntosh (2002).
See Keuschnigg and Nielsen (2001).
Cf. Cassiman and Ueda (2002) (arguing that reducing the cost of entry dces not always
increase the start-up rate when it leads incumbent and established firms to reduce their
research and development expenditures): 'Contrary to common belief, we find that the
development of venture capital markets and stock markets, or subsidies towards new firms
do not always increase the start-up rate. This happens when the cannibalization effect is
strong. When a start-up becomes less costly, the established firm expects that rejecting
projects is more likely to lead to the start-up of competing firms. Because of this negative
extemality, the established firm reduces the RBcD expenditures and consequently less
ideas wiil be generated.'
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examine how the US corporation facilitates the salient features of the
traditional VC contract. The analysis will detenmine which of these devices
makes it attractive for venture capital investing. This section will also
analyze the particular control and financial incentives that accompany the
legal structures of high-tech start-ups. This analysis extends the empirical
research and studies that have already been carried out in the United States.28

Section 4 looks to the prospects of introducing a separate, free-standing
limited liability vehicle that may improve the rate of start-ups, as this new
form allows entrepreneurs greater flexibility and procedures, thereby
reducing their transaction costs. It will promote new forms of
entrepreneurship, in that potential innovative entrepreneurs and new
participants in venture capital investing could more easily translate their
ambitions into reality. The commitment to introducing a new business form
could stimulate high-profile, sceptical domestic and foreign venture
capitalists more willing to invest in new firms. The prospects for the
introduction of a new vehicle depend on regulatory competition and
emulation, which together may eventually culminate in overcoming path
dependent barriers to the European venture capital market. This seems to be
particularly true for the business forms and contractual mechanisms that are
employed at the level of both the venture capital funds and the portfolio
firms into which venture capitalists pour their money.

2. THE NEED FOR A GENUINE EUROPEAN
VENTURE CAPITAL MARKET

Despite the venture capital market's wave of growth in the late 1990s, it is
widely assumed that the European market continues to lag considerably
behind the United States.29 For the European market to mature so as to
support further phases of economic growth and development, policymakers
should focus on overcoming the institutional, legal, fiscal and cultural
obstacles that impose significant costs on firms and investors. As far as the
institutional and legal obstacles aze concerned, we can identify a large
variety of rules that create disincentives for potential entrepreneurs to
innovate and for risk-averse venture capital funds to make early-stage

zs See Admati and Pfeiderer (1994); Baker and Gompers (2000); Bankman (1994); Barry et
aL (1990), Barry (1994); Black and Gilson (1997); Dent (1992); Gompers (1995); Gorman
and Sahlman (1989); Hellmann (1998); Jeng and Wells (2000); Kaplan and StrSmberg
(2000); Lerner (1995); Milhaupt (1997); Norton (1993); Sahlman (1990); Smith (1999).
See McCallum (2002: 5) (arguing that despite sustaining an even steeper decline, the
United States still raised three times more venture capital than the European Union in
2001).

z9
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investments.~ In a competitive lawmaking environment, it is only to be
expected that some jurisdictions within Europe will continue to adjust their
business form and securities regulations to satisfy the preferences of
entrepreneurs and suppliers of capital.

Yet commentators suggest that in order to overcome these barriers,
entrepreneurs should attempt to be as `American' as possible, preferably by
relocating to and incorporating in the United States.31 They argue that start-
up firms can piggyback on US capital market institutions and their securities
regulations, i.e., `NASDAQ and its institutional infrastructure, including
venture capital investors, investment bankers with experience in venture
capital-backed IPOs, and experienced lawyers and accountants'.32 Some
scholars emphasize that the presence of an IPO is perhaps the most
significant factor explaining the existence of a robust venture capital market.
The importance of the IPOs relates to the willingness of venture capitalists to
invest more money when there is security to withdraw funds from an
enterprise at a specific date. The focus on the exit mechanism is crucial to
venture capitalists, not so much because of the purported virtuous link
between venture capital and a national capital market, but because of the
availability of different efficiency-enhancing mechanisms that allow exit.

The importance of a national stock market for the growth of a venture
capital market has already been questioned by scholars, who have noted that
over the last decade venture capitalists and entrepreneurs have been able to
entirely bypass their local exchange when exiting the firm or rely on trade
sales.33 Evidence from Israel's IT sector, for example, suggests that foreign
firms may be able to piggyback on another jurisdiction's institutions, makíng
it possible to grow a domestic venture capital industry at low cost.~ One way
to address the absence of a mature capital market is for start-up firms to
publicly trade shares on a foreign exchange. The increasing reliance on
foreign regimes to supply the full range of regulatory protections that
investors prefer could explain the greater distribution of firms listing in the
United States and the impressive development of Israel's venture capital
market in the late 1990s. It may be, as Rock argues, that foreign IT firms
really have the option of becoming US firms. Yet there may be little reason
to think that most of these fu~m.s, given their presence in the United States,

30
31

See European Commission (1995); (1998b); (1999).
See Rock (2001). But see Rock (2002) (arguing that despite the fact that Delaware markets
Delaware incorporation all over the world, US securities law allows and invites foreign
firins to present themselves as Americans without incorporating in the United States).
See Black and Gilson (1997).
Venture capitalists consider trade sales as the most important exit vehicle for venture
capital finance. In fact, for many markets, IPOs are the least probable exit strategy for
venture capitalists. Cf. Cumming and MacIntosh (2000).
See Rock (2001).
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are actually anything more then US corporations. The level of institutional
investor holdings and industry-wide support tends to confirm the view that
these firms operate and report as if they are US corporations. In this respect,
contrary to Rock's assertion, there may be little freedom for Israeli
entrepreneurs to choose their identity. Indeed, the piggyback hypothesis has
been a plausible scenario in the capital markets of the 1990s, which were
heavily influenced by sophisticated US institutional investors and financial
íntermediaries.

In contrast, European venture capital players tend to work within the
institutions and legal regimes that aze currently available across the
European Union. Piggybacking is not terribly promising for European
venture capitalists, since most rely on trade sales as a means of exit.
Policymakers in Brussels argue that it is of `major strategic importance' for
the European Union to develop `its own financial and entrepreneurial
capacity to develop its own innovative ideas through new technology
companies inside Europe'.35 It is asserted that piggybacking cannot supply
the most fundamental ingredient, which is the presence of ambitious
entrepreneurs willing to undertake the necessary risks to create value.~ The
need to immigrate to the United States is not conducive to an entrepreneurial
mindset. High transaction costs, due in part to unfamiliarity with the
institutional, legal, fiscal and cultural infrastructure, may deter potential
European entrepreneurs with low risk-tolerance from starting a business
from scratch in the United States.37 In practice, both entrepreneurs and
European venture capital funds are loath to piggyback on the US market.
They tend to invest and divest increasingly in their home countries, relying
often on their `sub-optimal' domestic institutions and legal regimes.3a
Venture capitalists aze prone to avoid risks that result from the uncertainty of

35 See European Commission (1998b: 7) ( `[m]any good European ideas - themselves the
result of expensive public investments in education and research - end up being developed
in the United States where capital, know-how and the business environment aze more
conducive to their development and success. It means the migration and loss of some of
Europe's best talent and best ideas.').
Although Gilson suggests piggybacking, he is aware that entrepreneurs are the most
important factor. See Gilson (2001).
Different Rock (2001): `The decision to incorporate in the U.S., or to set up a corporate
headquarters in the Valley, or to seek investments from prominent Silicon Valley venture
capitalists, may be important not so much in and of themselves, but because they teach the
entrepreneurs what it takes to succeed and they signal to investors that this is a company
that understands what it takes to succeed today.'
See Jeng and Wells (2000). See also the European Commission ( 1998b: 12) ( `there is also
evidence of strong regional fragmentation in the EU as well, with an overemphasis on
`domestic' equity placements.'). To be sure, data shows that European firms have listed on
the NASDAQ as means ofexit.
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unfamiliar foreign regulations. In addition, the recent decline in the IPO
markets worldwide makes it less attractive for firms to seek such a solution.

The empirical evidence shows that in the past, many European firms,
under pressure to `act American', have adopted US practices, leading to an
eventual listing on a US exchange.~ However, the 1990s boom of
entrepreneurs in Europe, inspired by the overwhelming success stories of
American high-tech firms, suggests that the ctuTent set of European
institutions (many of which are not identical to US institutions) will
eventually be able to bridge the gap between Europe and the United States.
While the success of some European start-ups in the late 1990s can be
attributed to their choice of adopting US-style legal rules and listing on US
technology exchange, this dces not mean that the European entrepreneurial
environment need not to make adjustments in the face of declining
competition from US markets. European policymakers continue to concede
that the creation of an entrepreneurial environment is a necessary
prerequisite to stimulate the `American' mindset and entrepreneurial culttu~e
in Europe.

It might be argued that, unlike piggybacking, emulating US techniques
could enhance the realization of the much-coveted entrepreneurial
environment. This process could gain momentum, since the US institutional
investors are shifting into Europe.~ Over the past few years, overseas
venture capital funds seeking to invest in European fin!ns have established
offices across Europe. As a result, considerable pressure on path-dependent
barriers in the European market may be exerted, as US venture capitalists
and investors (including their lawyers and advisors) convey the `American
way' to European players."

In order to devise a genuinely European strategy that could eventually
bridge the gap between the US and the European venture capital markets, the
European Commission conducted several comprehensive comparative
studies of the two markets. These studies identified certain instítutional,
legal, fiscal and cultural ban~iers that might offer a starting point for further

;9 See Coffee (1999: 673-674) (`(t]he accelerating pace of this migration tnay seem
surprising when one realizes that foreign issuers incur extensive regulatory costs when
they enter the U.S. markets and that most have never thereafter made securities offerings
in the United States. Why then do they list? Arguably, companies in smaller markets gain
liquidity and possibly also some intemational recognition and prestige from a U.S. listing.
But greater motivation probably lies in the finding, repeatedly observed by financial
economists, that the announcement of a dual listing on a US exchange by a foreign firm
typically increases the firm's share value.').
See Adler and Monod (2002) (noting that US investors are increasingly being invited to
participate in European Venture Capital Funds).
Cf. Hertig (2000: 282).
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policy reform at both the Ewopean and member state levels.42 A significant
barrier identified by the European Commission is the lack of an
entrepreneurial environment, due principally to the fragmentation of
Ewopean capital markets, the obscwe and expensive Ewopean intellectual
property system, the high costs of business failure, the regressive rules on
labow standards and mobility, and the legal rules regazding the formation
and operation of domestic close corporations, which are not well-suited to
the knowledge~riven economy.

The importance of business organizational law rules for the success of
start-ups in Europe is an under-reseazched theme. Small and medium-sized
European enterprises face limited choices when making the incorporation
decision. Apart from restricted access to low-cost limited liability vehicles,
these firms are required to incorporate a number of mandatory terms into
their corporate charters. The EU system of public cotporation law
harmonization stipulated that firms must meet minimum capital
requirements, disclosure rules and accounting standards, thereby providing
high costs for start-up firms.43 If an entrepreneur wishes to establish his
business rapidly, independent of his savings, he may face significant barriers
to establishing a public company in Europe.Q4

In contrast to the US venture capital market, small and medium-sized
enterprises (SMEs) in Europe are therefore frequently structwed as close
corporations, a separate form designed for use by closely held firms. This
should enable them `to avoid the more onerous regulation' imposed on
publicly held corporations.45 Yet recent empirical research shows that in
many member states forming a close corporation is expensive and involves
many long and complex formalities ~ It often takes several months to
actually set up a company in Europe, whereas in the United States the
formation of a general corporation may take only one or two business days.47
Time-consuming incorporation procedures tend to hinder early-stage start-
ups, which often possess few resources and expertise and to whom speed is

42 See European Commission (1995); (1998b).
See also chapter 4 footnotes 120-121 and accompanying text.
See European Commission (2000a). It is not surprising that the Commission's working
paper on the extension of SLIM (Simple Legislation for the Intemal Market) highlighted
the need to review the provisions of two directives on company law, namely the First
Directive (relating to disclosure and ultra vires) and the Second Directive (on capital
requirements).
See Romano (1993: 139).
See European Commission (1998b); BEST (1998); Centre for Law and Business (1999).
Under modern statutes in the United States, the legal requirements for fonning a
corporation are relatively simple. Persons without legal training can successfully form
corporations on their own.
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everything.~ For instance, the internal relationship of the firm is governed
mainly by the law and the articles of incorporation.49 Most continental
European corporation laws expressly require firms to disclose essential
information in their filed articles of incorporation, such as the capital
structure, the firm's objectives and the deviations from the default rules
supplied by law (e.g., the system of voting, supervision and regulations
concerning the conduct of the shazeholders' general meeting). In practice,
the notaries (lawyers who specialize in incorporations and are qualified to
issue a notarial deed) often struggle to translate the parties' wishes into the
comprehensive set of articles of incorporation. For example, a stock
purchase agreement,~ which is typically incorporated in the articles in the
United States, is not easily inserted into the articles of incorporation due to
the restrictive quality of continental European corporation laws. In the event
of a conflict between the venture capitalists and the entrepreneur, provisions
of the articles will trump the terms set forth in the stock purchase agreement.
The upshot is that unless the venture capitalists take control of the boazd,
such conflicts may dilute the value of the agreement for the start-up.
Moreover, the mandatory capital maintenance rules with respect to the
repurchase of issued shares, the reduction of capital and the issuance of new
shares, and the minimum capital requirement, which has largely been
repealed in the United States, mandate firms to hold on their books accounts
often in excess of E8000. The effect of these mandatory rules is to limit the
flow of potential wealth-constrained entrepreneurs (e.g., university
graduates) from starting up a business.51 Understandably, the revision of
domestic close corporation law is hígh on the European political agenda.sZ

In its attempt to convince the European Council and member states to take
action, the European Commission has frequently stated that if the fotmation
constraints are not tackled in the near term, Europe will fall even further
behind in the competitive race with the US.53 Since the European legislature
is reluctant to meddle with these laws,54 the member states themselves will

48 See Centre for I,aw and Business (1999: 50) with respect to Norway: '[ncorporation within
a week is still possible, bui companies are still bought off the peg to speed matters up.'
See, e.g., Hewitt and Picot (2000: 41-42).
See infra footnotes 94-109 and accompanying text.
Case 211297 Centros (see chapter 6 footnotes 14-36 and accompanying text) illustrates
that the draconian capital requirements could persuade potential entrepreneurs and venture
capitalists to incorporate in a more favourable jurisdiction. See Gilson (2001); Wymeersch
(1999); (2000).
See BEST (1998).
See Rogers (2000). The Dutch Commissioner for EU intemal market affairs, Frits
Bolkestein, has stated that in Europe `Company set-up costs are much higher than they are
in the US.' 'We have to tackle the costs of setting up small businesses, otherwise we will
fall a long way behind in our competitive race with the US.'
Cf. chapter 7 footnote 6.
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be responsible for revising their laws. Again, it could mean that the pressures
stemming from competitive lawmaking, the advent of the euro and the recent
development of Europe's Stock Markets act as a catalyst for business
organization law reform at the member state level.ss

3. THE U1vITED STATES: ~VENTURE CAPITAL
CONTRACTS'

Having demonstrated the importance of developing efficient organizational
fon~ns to bridging the gap between the US and European venture capital
industry, we turn now to analyze the salient features of the contractual and
legal structures designed to control opportunism and agency conflicts in
venture capital start-ups in the United States. These complex contractual
mechanisms have evolved in the context of the public corporation. Before
the structures are discussed in more detail, the question of why venture
capital start-ups often prefer to use the general corporate form in lieu of
business statutes that are more flexible and offer a more favourable tax
treatment should be asked. Upon first inspection, the choice to incorporate as
a public corporation seems to make little sense in terms of efficiency. Yet
the tendency to employ a legal form that is devised to satisfy the investors of
publicly held corporations, while there are other attractive limited liability
vehicles available, suggests that there may be other reasons that determine
the choice of this form.

3.1 The Employment of the Public Corporation Form

When the economic environment is uncertain, US entrepreneurs seeking
venture capital will select a business form that attenuates infonmation
problems (board structure and control) and incentive concerns (stock
options), while retaining a flexible structure and providing tax advantages. In
this context, entrepreneurs have a variety of legal business forms to choose
from. However, many commentators have dismissed the importance of
business forms as an ingredient in the successful formula of the venture
capital market in the late 1990s. The success of the US venture capital
market has been attributed mainly to the combination of a vibrant and liquid
capital market that facilitates IPOs, the critical use of financial instruments
that nutigate the double-sided moral hazard problem and support the
efficient structuring of staged financing, and the sustained level of new
entrepreneurs with a high capacity to realize their commercial aims. Yet the
success of the venture capital market is arguably due to the availability of a

ss See chapter 6 footnotes 42-46 and accompanying text.
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corporate form that combines strong management and control characteristics
with contractual flexibility. This subsection assesses the compazative
advantages of the respective legal forms available to venture capítal
investors and their advisors.

In the United States, start-ups are predominantly structured as public
corporations.sb Contracting into this regular corporate form even seems to
attract venture capitalists in their own decision-making about one-time legal
decisions.s' From a fiscal perspective, this is surprising in that the choice to
incorporate entails that the predictable tax savings arising from the pass-
through tax treatment are not accessible. These alleged tax savings may
provide them with a respectable sum of money. The usual losses from the
stazt-up venture do not flow through to the `partner-shazeholders' in a
corporation, while these tax-deductible losses could offset other sources of
income at the parties' level. The use of other business forms, such as a
general partnership, limited partnership or limited liability company (LLC),
which couple internal flexibility with limited liability for all players and
pass-through tax treatment, can yield more favourable benefits.

Naturally, a question arises as to why venture capital players forgo tax
savings by selecting the public corporation.58 The factors prompting venture
capitalists to prefer the corporate legal form to other vehicles are the subject
of considerable controversy in the United States. Commentators have azgued
that the governance structure, rather than the lower tax rate, is the main
consideration for entrepreneurs and venture capitalists selecting the
corporate form.59 With respect to determining the optimal business
arrangement, it is submitted that the general partnership is not a viable
alternative, due to the excessive risks and agency costs in combination with
personal liability for the partnership's debts. As for the limited partnership, it
may be that taking part in the control of the business could render the limited
partner personally liable~ Consequently, even though venture capitalists try
to avoid taking control of a start-up firm, the limited partnership is not a
viable option due to the higher liability costs associated with downside risks.
Furthermore, at least in Europe and increasingly in the United States
entrepreneurs are unlikely to leave well-paid employment without ex ante
liability protection.

The reluctance on the part of high-tech start-ups to choose the LLC is
explained in terms of a preference to save on transaction costs and time in

s6
s~
sa
59
60

See Bankman (1994).
Cf. Cumming and MacIntosh (2002).
See Bankman (1994); Callison (2000); DeMott (1997); Klausner (1995).
See Callison (2000); DeMott (1997).
See Uniform Limited Partnership Act (1976) with 1985 Amendments ~303. But see
chapter 5 footnote 140.
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the course of the venture capital cycle.b' By forming a public corporation, for
instance, they avoid the high costs of converting the LLC into the corporate
form before an IPO.~ Underwriters in the United States rarely employ
unincorporated business forms that can be utilized to issue equity interests.ó3
Yet from an efficiency standpoint, the legal, accounting and organizational
costs of a conversion do not explain why venture capitalists and their legally
literate advisors are reluctant to experiment with other business forms if tax
savings exceed these costs. Paradoxically, venture capitalists and
entrepreneurs, usually fond of innovations, are apparently not eager, in the
absence of high-powered incentives, to experiment with other legal forms.
This is especially true if these other legal forms fail to supply a
comprehensive statutory template with regard to the governance structure,
fiduciary duties and possible waivability of default rules. The fact that
parties in an LLC may be subject to broad fiduciary duties that may require a
party to forgo other interests appears to act as a deterrent to venture
capitalists.~` If entrepreneurs are allowed to bring an action based on a
venture capitalist's breach of fiduciary duty when their high-risk gamble
dces not pay off, thereby circumventing the contractual mechanisms put in
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Cf. Bankman (1994).
Cf. Bankman (1994: 1749-1750). In Europe, start-up businesses are often compelled to
choose the close corporation to avoid the more onerous and rigid regulations imposed on
public companies. See supra footnote 45. This entails that start-ups cannot avoid
conversion prior to an IPO.
See Bankman (1994: 1749-1750). Issuing interests to the public dissipates the tax
advantage because most publicly traded business forms are taxed as corporations under
section 7704 of the Intemal Revenue Code.
The partnership analogy may confer broad fiduciary duties on co~porations backed by
venture capital. See Padilla (2001). However, since the governance attributes of LLCs
`either fail to separate equity ownership and control or, if they make such separation, fail
to differentiate between operational control functions and ratification and monitor
functions', participants in LLCs are arguably more prone to broad fiduciary duty
protection. See Callison (2000: 113). But see Ribstein (2002c: 38) (noting that although
case law regarding fiduciary duties in LLCs is limited, courts have held so far that LLC
members as such have no fiduciary duties). Thus, despite the tax advantages, venture
capitalists prefer the public corporation to the LLC when making the incorporation
decision. The cotporate form may actually increase their opportunities and perhaps even
the level of effectiveness of the firm. The existence of the IRS tax classification rules used
to detemnne when an entity is taxed as a corporation has led some states to introduce
`partnership' default rules in their LLC statutes, such as decentralized management,
restrictions on interest transferability and partnership-type dissolution rules. It appears that
these partnership rules repel venture capitalists. Equally problematic from a venture
capitalist standpoint is the incompleteness of LLC statutes, which do not clarify whether
partnership or corporate defaults control. See chapter 8 footnotes 238-243 and
accompanying text.
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place to overcome information problems, the transaction costs will increase
significantly.~

In this context, entrepreneurs tilt away from other business forms relative
to the corporate form, because their investors and independent advisors
prefer a vehicle that provides parties with a set of well-developed,
standardized and widely used contractual structtues, in addition to a strong
management and control structure. Thus, the learning and network effects
arising from prior and futtue usage of terms andlor statutes confer benefits
such as existing and prospective judicial precedents, common business
practices, cheaper legal services and positive effects on the valuation of
businesses.~ The use of stock options as a compensation system for
entrepreneurs reflects the prevalence of standardized venture capital
contracts. Stock options, as distinct from fixed cash salaries, function as a
contingent compensation linked to the performance of the business.b' Ideally,
stock options provide entrepreneurs with an incentive to benchmark their
perfotmance in accordance with the venture capitalists' expectations, and
prevent overly risky actions and opportunism. Although the great flexibility
of the LLC statutes warrants a similar compensation system, parties may
prefer to use stock options, thereby forgoing alleged tax savings.~

Furthermore, the competition between the states for corporate charters has
broken down anachronistic mandatory state laws in the United States.~ As a
result, general corporation laws have become more flexible, allowing closely
held businesses to modify their charters in accordance with their special
needs. Another benefit of the general corporate form is the uniformity
among the state laws, whereas the LLC statutes vary from state to state.'o
However, the new federal `check-the-box' tax rule is expected to trigger the
development of corporate-type LLC statutes and enhance their uniformity

65 The voluminous literature on venture capital investment shows that, given the high risks
involved, cour[s should shy away from applying broad fiduciary duties in firms backed by
venture capital if doing so interferes with the contractual mechanisms. See, e.g., Bratton
(2002); Cohen (1997); Padilla (2001); Rock and Wachter (2001); Smith (1997); Stevenson
(2001). See also Ribstein (2002c: 8) (arguing that the high costs of altemative contractual
devices would expiain the imposition of broad fiduciary duties). But see Georgakopoulos
(1999).
See chapter 3 footnotes 114-146 and accompanying text.
See McCahery and Renneboog (2001).
See Bankman (1994: 1750-1753). See also Klausner (1995: 821) (`[o]ne explanation that
venture capitalists offered for adopting a tax disfavoured structure was that start-ups rely
primarily on stock options as a form of employee compensation, and that economically
equivalent partnership interests or options would be too unfamiliar to employees.').
See chapter 4 footnote 84 and accompanying text.
Cf. chapter 8 footnotes 238-243 and accompanying text.
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among states.71 Within these considerations, the corporation as the preferred
business form is likely to dominate until reputation or incentive reasons alter
the preference profile of start-up firms.

3.2 Incentive and Protection Mechanisms

To the extent that the general corporation makes specific investments more
likely, the entrepreneur will use this form to build relationships with
investors and attract capital supplies.72 As soon as he incorporates his firm,
he should be ready to abdicate full contro1.73 It is much easier to lure venture
capitalists when other key employees also have a stake in the business.
Efforts on the part of the entrepreneur to hold on to most of the corporation's
stock repel possible venture capitalists. In fact, once venture capitalists are
hooked, they normally demand that the entrepreneur cede control and step
aside.74 Venture capitalists will not typically depose an entrepreneur by
acquiring a majority of the corporation's common shares. This is usually
counterproductive, as discrepancies between them and the entrepreneur,
implying an increase in agency costs, would augment. Allocating a
substantial equity stake in the firm to the entrepreneur and other employees,
which is akin to the stock option compensation system, fortifies the incentive
to conduct the business diligently and discourages shirking and

71 Under the Internal Revenue Service's `check-the-box' regulations, which became effective
on 1 lanuary 1997 (see chapter 2 footnote 33), unincorporated associations are taxed as
paztnerships unless they affirmatively elect to be taxed as corporations. See Hamilton
(1998: 161-162) (`[m]any LLC statutes contained substantive requirements for LLCs that
were designed to ensure that LLCs formed under the statute qualified for paztnership
taxation under the old Kintner rules. These substantive pmvisions became unnecessazy
with check-the-box, and aze gradually being eliminated, increasing the freedom of choice
for LLCs.' ).
See Klausner (1995: 785): (`[nJetwork externalities may also be involved in marketing a
firm to potential investors or other constituents. A firm seeking to attract shareholders and
bondholders, for example, offers them ctíarter and indenture tenns that they or their
advisers must analyze and price. The cost and reliability of analyzing and pricing these
terms may be affected by their similarity to the terms that other firms use. If a firm
employs commonly used terms, investors and securities analysts can use routine financial
analysis to estimate the value of its securities.').
Cf. Dessein (2002) (arguing that by giving up fon.nal control rights the entrepreneur
obtains better contracting terms and also shows his trustworthiness).
See Dent (1992: 1037-1038) (`although they often deny a desire to interfere with the
control of a company, venture capitalists generally demand a voice in control'). See also
Hellmann (1998: 71) (`only those willing to yield control rights choose venture
capitalists.'). In some circumstances, the venture capitalists may wish to devise a sharing
arrangement that does not lead the entrepreneur to cede control.
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opportunism.75 Instead of seeking a majority of the corporation's equity,
venture capitalists obtain control by utilizing complicated contractual
mechanisms in their relationship with the entrepreneurial team.7ó

In the United States, it is common for the entrepreneur and the venture
capitalists to consummate their anrangement through a stock purchase
agreement.n This document, which governs their relationship, aims to align
their interests. Yet closer examination reveals that the agreement focuses
particularly on the interests of the venture capitalists by allowing them to
obtain and to retain ultimate control and to maintain liquidity of the
investment.78 The terms and conditions that can be distinguished in the stock
purchase agreement will be discussed below.

3.2.1 Staging of Venture Capital Investment

The most efficient control mechanism is the staging of venture capital
investments.79 Instead of infusing all the capital necessary to accomplish the
business plan up front, venture capitalists typically invest just enough money
to allow the entrepreneurial team to progress to some identifiable milestone.
If the money runs out before the milestone is reached, the game is over.~
That said, reaching a milestone, which demonstrates that the business's
prospects have improved, necessarily initiates another awkward process of
raising the subsequent round of financing. It is often thought that it is easy to
entice current investors to commit more money to the venture, but such a
perception is misleading. Because `the first-round backers have stolen the
excitement of finding a new, virginal deal, and the euphoria of cashing out
may yet be years away',a' the entrepreneur must again make every effort to
convince them to actually commit more money. By attempting to reassure
them of the importance of a new capital infusion, the entrepreneur will
furnish current investors with new information about the progress of the

7s However, 'since entrepreneurs are wealth constrained (...) their equity stakes will not in
general be large enough to pmvide first-best incentives.' See Hellmann (1998: 59).
A non-contractual control mechanism, lett aside in this book, is the syndication of
investment. See Lerner (1994). Venture capitalists often invest through syndicates in
which one or more venture capitalists take the leading role in working with the portfolio
firm.
See Sahlman (1990: 503). For an economic explanation of the clauses in such an
agreement, see Chemla et al. (2002) (arguing that these clauses are a response to the
double moral hazard problem).
See Sahlman (1990: 506); Milhaupt (1997: 887).
See Sahlman (1990: 506).
See Kaplan (1995: 22).
See Kaplan (1995: 67) (`trying to corral investors for an intermediate round is like herding
cats.' ).
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business.82 Consequently, information asymmetries and agency costs may be
mitigated.

Yet another advantage is attached to this control mechanism. If the
venture turns out to be a failure, the current venture capitalists will simply
refuse to minister to the entrepreneur's extra needs, thereby only losing the
money that they injected in order for the entrepreneur to reach the
milestone.S3 This is an essential characteristic, as entrepreneurs are often
inclined to spend every single penny that has been invested by others on a
failing dream.~ From the venture capitalists' perspective, however, the
option of abandoning the venture offers a more significant advantage: it
provides the entrepreneurial team with an incentive to refrain from reckless
conduct and to be continuously attentive to the business affairs. This results
in a reduction of monitoring costs. After all, in a game dominated by fear,
distrust, suspicion and procrastination, new venture capitalists will not easily
be convinced of the prospective success of a business without the
commitment of current outside investors. Thus, staging the capital
investment keeps the entrepreneurial team on a`tight leash' in that an
abandonment of the project or signal of disinvestment by venture capitalists
will eventually shut down the business.85

Staged capital dces not only benefit the venture capitalists. The
entrepreneur may like to raise just a certain amount of the required money,
so that he dces not initially have to sell too much stock, enabling him to hold
on to a significantly larger shaze.8ó Subsequent rounds of financing, i.e.,
selling more shares to (other) venture capitalists, inevitably result in the
dilution of his ownership. The entrepreneur can curtail this effect by
achieving a high valuation of the firm at each new stage. The valuation
determínes the number of shares that will be sold. The entrepreneur and the
`lead' of the current venture capitalists together fix the amount necessary to
reach the next milestone.B7 A high valuation will naturally set the price of
newly issued shares high, and the higher the price of one share, the fewer the
number of shares that must be sold.BB The threat of substantial dilution once

82
83
8a
ss
86

See Sahlman (1990: 506-507); Gompers (1995: 1464); Smith (1999: 966).
See Sahlman (1990: 506-507).
See Barry (1994: 8); Gompers (1995: 1485); Admati and Pfleiderer (1994: 372).
See Gompers (1995: 1462).
But see Eijgenhuijsen and Scheffer (1998: 167) (noting that staging the investment
increases the aggravation to the entrepreneurs).
See Kaplan (1995: 59-60) (`[hJowever, they cannot credibly set the price, because they are
usually interested in 'writing up' the value of their portfolio to improve the rate of return
they can report to their own investors. Therefore the price must be established by a new
investor, called the lead.').
In legal systems that assume that shares have a par value, the price that must be paid on the
shazes consists of both par value and share premium.
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again fortifies the incentive for the entrepreneurial team to make the business
the expected success.

One disadvantage of staged capital investments is `window-dressing' or
shoR-termism.89 In order to increase the odds of receiving another round of
financing, the entrepreneur has an incentive to manipulate the interim
performance either by making the conditions that affect the valuation more
favourable or by focusing on short-term goals only. By doing so, he makes
the project look better than it actually is. Convertible preferred equity,
discussed in the next subsection, mitigates the window-dressing problem.~

3.2.2 Convertible Preferred Stock

Many commentators suggest that the venture capital investment in start-ups
characterized by a small entrepreneurial team and a relatively small amount
of initial venture capital should optimally be made as convertible preferred
stock.9' In practice, it appears that US venture capitalists usually avail
themselves of the features of convertible preferred stock.92 Initially, finance
scholars argued that convertible preferred stock was an optimal instrument to
control the double-sided moral hazard conflicts in the venture capital
process. More recently, theorists have argued that convertible preferred stock
is predominantly used by venture capitalists seeking to protect themselves
against the downside risk of their investment by providing seniority or
priority rights over the straight equity.

Convertible preferred stock allows for significant ex post flexibility in the
determination of control rights and the conditions upon which venture
capitalists are allowed to exit their investment. Convertible preferred stock is
considered optimal, on the one hand because it secures downside protection
for venture capitalists, and on the other hand because it gives entrepreneurs
inceniives to take significant risks in order to obtain a higher final firm value
in the event of success. In fact, convertible preferred stock limits

89
90

See Cornelli and Yosha (1997); Barry (1994).
See Cornelli and Yosha (1997) (arguing that convertible debt andlor convertible stock
prevents window-dressing by the entrepreneur). However, in high-tech start-ups,
convertible preferred stock appears to be more suited than convertible debt. See Robinson
and Stuart (2000) (comparing biotechnology and high-technology).
See Bergmann and Hege (1997); Gompers (1995); Sahlman (1990); Cornelli and Yosha
(1997); Kaplan and Stromberg (2000). See also Cumming (2000) (explaining that certain
agency problems associated with financing an entrepreneurial venture will be more
pronounced depending on the stage of investment and characteristics of the entrepreneurial
firm). The Model Business Corporation Act (1984) ~6.01(c) assures the validity of the
convertible preferred stock. See also the General Corporation Law of Delaware ~ 151.
See Dent (1992: 1060-1061) (`[a] separate class of common stock could include these
features. Yet, because they are not typical features of common stock, drafting would be
somewhat difficult.'). See also Hellmann (2001); Schmidt (1999).
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opportunistic behaviour by allocating exit control to the venture capitalist.
More recent models show that convertibles are an optimal form of finance
when entrepreneurs and venture capitalists aze required to introduce value
into the firm sequentially. The use of convertible preferred stock is crucial
for venture capitalists, since, having become active investors, they must
obtain a secure means of exit from their investment.93 The precise scope of
the features is established by the terms of the stock purchase contract.
Although we speak of a contract, the rights must traditionally be defined in
the corporation's articles of incorporation for the purpose of certainty of
information.~

The following terms can usually be distinguished: preference on
dividends and liquidation, voting rights, conversion rights and anti-dilution
provisions, redemption of the preferred shares, pre-emptive rights, go-along
rights and information rights. All of these rights must be defined in detail, as
directors' fiduciary duties do not protect preferred stockholders
significantly95

Venture capitalists can acquire preferred shazes with a cumulative
dividend right. This right means that if a preferred dividend is not paid in
any year, it accumulates; the accumulated arreazs must be paid in full before
any dividends aze paid on common stock. Preferred shazes can also be non-
cumulative, so that the portfolio firm has no further obligation for unpaid
dividends. In between those two are partially cumulative preferred shares.
Furthermore, venture capitalists sometimes use participating preferred
shares. In such a case, in addition to the dividend preference, they may
participate with the common stock in any dividends declared on that stock.
In practice, since most innovative start-ups scarcely yield any profits at the

93 It is widely acknowledged that convertible preferred stock is the dominant fon~n ofsecurity
used by venture capitalists in the United States. This may be due to the standardization of
purchase agreements. See Gilson and Schizer (2002). Commentators argue that there are a
number of reasons for the significantly higher usage of convertibles in the US compared to
Europe, Canada and elsewhere. First, it is assumed that US venture capitalists are more
sophisticated and better established than the venture capitalists elsewhere, which accounts
for the significantly lower use of these instruments by non-US venture capitalists. Second,
the size of the European debt market and the preference on the part of venture capitalísts in
Europe for straight debt may account for a lower rate of use ofconvertible preferred stock.
Third, Gilson and Schizer (2002) have argued that US venture capitalists are attracted to
the tax advantages associated with convertible preferred stock, which allows them to make
a lower valuation for the entrepreneur's common shares. Implícit in this argument is the
view that the tax incentives connected to the reduced initial valuation of common stock for
venture capitalists are the reason for the significantly higher use of convertible preferred
stock, rather than the agency cost-reducing qualities of the instrument identified by models
created by finance scholars.
See Cox et al. (1997: 499-500).
See Cox et al. (1997: 509-510).
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time of the venture capital financing, the parties often agree that the
corporation pays no dividends at all.

Preferred stock usually grants the venture capitalists a liquidation
preference, which provides that on liquidation a designated amount -
typically, the price at which the preferred shazes were issued - should be
paid to the preferred shazeholder before any distributions are made with
respect to common stock~ In the worst-case scenazio, this right gives the
venture capitalists a senior claim to cash flow and distributions in
liquidation, through which they could retrieve at least some of their
investment. It shifts the risk from the venture capitalists to the entrepreneur.97

Preferred shares are normally non-voting shazes. However, venture
capitalists often procure convertible preferred stock that confers a right to
vote. The voting rights typically con espond to the number of shares they
would have after conversion.98 They are entitled to vote as a separate voting
group on amendments that aze burdensome to them as a single class and are
beneficial to other classes.~ If the venture capitalists do not actual[y control
the majority of the votes, this `class voting' mechanism protects them
against troublesome resolutions. In addition, the class of preferred shares is
typical[y entitled to elect half or more of the members of the board of
directors.'~ This implies that venture capitalists may participate directly in
management by serving on the board themselves. In so doing, they have
substantial control over the board. It also gives them the opportunity to
rep[ace the entrepreneur as Chief Executive Officer (CEO) if the business is
ín danger of failing.'a'

Venture capitalists have a strong willingness to take convertible preferred
stock. If the business is successful and an IPO is feasible, the venture
capitalists may, at their option, convert their preferred shazes into marketab[e
common shares and sell them profitably as soon as the corporation gces
public.'~ The articles of incorporation must contain the conversion ratio at

96 See Kaplan and Stromberg (2000: 18).
97 See Milhaupt (1997: 886-887).
98 See Baums and Mtiller (1999).
~ The Model Business Corporation Act (1984) ~10.04 lists nine types of proposed

amendments that trigger the right of a class of shares to vote as a separate voting group on
an amendment.

'~ See the Model Business Corporation Act (1984) ~8.04 pmvides that directors may be
elected by certain classes of shareholders. As for the removal of directors, ~8.08(b)
provides that if a director is elected by a voting group of shareholders, only the
shareholders of that voting group may participate in the vote to remove him.

'o' See Baker and Gompers (2000). See also Gorman and Sahlman (1989: 241) (`[t]he venture
capitalist, acting through the board of directors, typically gains the power to fire senior
management in the initial negotiation.').

'~ Agreements usually confer on the venture capitalists the right to register their shares with
the Securities and Exchange Commission (SEC) for public sale. `Piggyback' rights entitle
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which the conversion is to take place.103 A favourable ratio to venture
capitalists may mitigate window~íressing by the entrepreneur, since
manipulating short-term signals may persuade the venture capitalists to
exercise the conversion option and so dilute the ownership of the
entrepreneurial team. The ratio may also depend on the performance of the
business, i.e., `if the company dces well, the conversion price might be
higher'.'~ A contingent conversion ratio will increase the short-term
incentive to the entrepreneurial team, as a high price due to good (short-
term) results may prevent the venture capitalists from converting. In such a
case, `window dressing' would decrease the chance of dilution of the
common stock held by the entrepreneur and his key employees.

In addition, the articles of incorporation normally provide for antidilution
provisions to take into account changes that have occurred in the number of
outstanding common stocks since the preferred stock was issued. They
ensure that the venture capitalists retain a relatively steady level of
ownership.

Preferred stock is often made redeemable at the option of the venture
capitalist (often called a`mandatory redemption', a`put' or a`buyout'). This
right supplies an exit mechanism in the event that the business `is financially
viable but too small to go public'.'os The redemption price is typically the
original purchase price increased by a reasonable rate of interest. In a few
isolated instances, the entrepreneurial team has the power to redeem the
preferred shares from the venture capitalists on behalf of the corporation.'~

The venture capitalists are usually entitled to purchase new shares
proposed to be issued in a pro rataportion of their common-stock~quivalent
holdings. A pre-emptive right averts the dilution of the proportional interest
of the venture capitalists in the corporation.'~

In the event of the entrepreneur and the key employees receiving an offer
to sell their stock, most preferred shareholder contracts provide that the
venture capitalists can sell their shares after conversion at the same time and
on the same terms. A go-along right protects the venture capitalists from the

the investor to include his stock in the firm's public offerings. `Demand rights' go further
by allowing an investor to compel the firm to register the investor's stock with the SEC.
See Dent(1992:1049-1050).

103 The ratio determines how many shares of common stock a preferred shareholder receives
upon the exercise of the conversion.

'~ See Sahlman (1990: 510).
ios See Sahlman ( I990: 509). Thus, it is not a realistic mechanism when the business has little

or no cash inflow.
'~ See Sahlman (1990: 509). Contracts sometimes provide that entrepreneurs are entitled to

sell stock back to the venture capitalists, e.g., in the event of termination of the
entrepreneur's employment without cause by the venture capitalists.

'~ See Cox et al. (1997: 475).
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unwanted influence of a third party over the business. While they cannot
prevent the third party from buying the shares, they can demand that the
third party buy them out on the same terms as the entrepreneur and the key
employees. This right prohibits the entrepreneurial team from selling their
stock unless venture capitalists are offered the same terms.'~

Finally, the articles of incorporation often specify that the firm must
maintain and provide specific records, including financial statements and
budgets. They also provide that the venture capitalists can inspect the
business's financial accounts at will. The right to information is essential, as
(1) preferred stockholders do not have the broad protection of fiduciary
duties, (2) information is necessary for venture capitalists to use preference
rights intelligently, (3) it restrains the en[repreneurial team from engaging in
reckless conduct, and (4) in most states, corporation statutes by default
restrict the right to inspect the books and records either to cettain documents
or to certain events.'~

3.3 Assessment of the Contractual Mechanisms

The combination of staged financing and the use of convertible preferred
stock protects the venture capitalists extensively from shirking, opportunism
and incompetence, and limits the information asymmetries and monitoring
costs."o But what about the entrepreneur? At first sight, it seems that the
contractual mechanisms mainly favour the venture capitalist. Are the
entrepreneurs sufficiently protected from shirking, opportunism and
incompetence on the part of the venture capitalists as far as value-added
services are concerned? In other words, dces the formation of a corporation,
in combination with the stock purchase agreement, bring their separate
interests really into alignment?

As for shirking on the part of the venture capitalists, ihe stock purchase
agreement tends to omit explicit provisions that protect the entrepreneur.
Nevertheless, the market provides the venture capitalists with strong
incentives to furnish the portfolio firm with the necessary value-added
services. Only an IPO or an acquisition renders the investment lucrative. A
dividend (if any) and liquidation preferences are not enough to satisfy
outside investors. A novice entrepreneur will not be able to accomplish a
successful sale alone. Both capital and services are indispensable to the
ultimate success of the sale. As described earlier, the performance of those
value-added services has become even more important now that the venture

'~ See Sahlman (1990: 504); Dent (1992: 1029 and ]054).
'~ See, Cox et al. (1997: 310).
"o See Kaplan and Strbmberg (2000).
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capital bubble has burst and real - not potential - profits are the key to a
successful exit.

Opportunism is not usually addressed by the stock purchase agreement.
Conversely, the staging of the investment might invite the venture capitalists
to act opportunistically. Black and Gilson ask:"' `what can the entrepreneur
do if the venture capitalist offers to provide the second-stage financing that
the entrepreneur needs to continue at an unfair price?' If an entrepreneur
fails to obtain new financing elsewhere, without the current venture
capitalists re-embarking upon the business, he may have few alternatives but
to accept the unfair terms of the incumbent venture capitalists.

Entrepreneurs might have a contractual protection against incompetence
at their disposal, namely discretionary stock redemption at the option of the
corporation. This is an efficient remedy for incompetent venture capitalists,
as it enables the entrepreneur to repurchase the stock from the venture
capitalists at a fixed price. On close inspection, venture capitalists can avoid
the actual deployment of this mechanism by converting their preferred
shares into common shares. Since this would entail the dissipation of their
preferences, venture capitalists are understandably loath to accept this
provision.

The terms of the `venture capital contracts', consisting of the corporate
statute, the articles of incorporation and the stock purchase agreement,
provide for the venture capitalists taking over command of the business.
They can rest assured that the entrepreneur will do everything possible to
make the venture a success. Yet it remains to be seen whether the venture
capitalists will meet their obligations. Why then is the entrepreneur willing
to cede control of his business? Several factors may explain why he accepts
a possible bad performance by the venture capitalists. In the typical event of
venture capital being the only available method of financing, an entrepreneur
has `no choice but to accept the extreme terms'."Z The less money the
entrepreneur has, the more desperate he will be to make a deal: it is a matter
of starting up a business or not attempting to start one up at all. A less
plausible explanation suggests that an entrepreneur has a`gambler's
mentality'. A number of authors have modelled aspects of entrepreneurial
behaviour. These results are consistent with the observation that the
entrepreneur is both over-optimistic and self-confident. Convinced that he is
going to reach the top, he is willing to accept every possible deal."'

Black and Gilson offer yet another explanation. With regard to the control
over the business, they argue that the entrepreneur and the venture capitalists
enter into an implicit contract about future control. In addition to capital and

11 See Gilson and Black (1999: 16).
"Z See Hellmann (1998: 59).
13 See Sahlman (1990: 510).
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value-added services, an entrepreneur receives, an `implicit incentive
contract' through which he can retrieve control from the venture capitalists.
He has a call-option on future control, which can be exercised simply by
demanding an IPO. At the time of the IPO, the entrepreneur will regain
control,"' as the IPO wil! dilute the venture capitalists' equity stake; the
entrepreneur will be able to throw off the `staging of venture capital
investment' yoke; and, last but not least, the venture capitalists' preferences
will cease to affect the venture. Clearly, the entrepreneur will only be able to
regain control if an Il'O tums out to be feasible and the venture capitalists do
not breach the implicit contract by chc~sing to exit by selling the corporation
to another firm.' 15

Yet none of the denominated `venture capital contracts' contain
provisions regarding such a breach. This is similar to the customary failure
in the `contracts' to cover shirking, opportunism and incompetence on behalf
of the venture capitalists with regard to the value-added services. According
to Black and Gilson, the market for reputation among venture capitalists
could fill these gaps. It is safe to say that the fear of damage to their
reputation, which could hurt them `in the competition to be lead venture
investor in other companies in the future',16 gives venture capitalists
sufficient incentives to refrain from opportunism. As for incompetence,
reputation can work as an ex ante sorting device for entrepreneurs: an
entrepreneur will not seek venture capital from a fund if he knows it to be
incompetent."'

The market for reputation may serve as a solution to agency problems or
conflicts of interest between the entrepreneur and venture capitalists, if it is
both quickly and accurately accessible to entrepreneurs. This appears to be
the case when both sides of the market are relatively concentrated, both
numerically and geographically, and venture capital funds specialize in
portfolio firms geographically near to the fund's office."a But the fact that
venture capital funds operate in both the United States and Europe and, due
in part to [he Internet, these funds increasingly operate on both sides of the

"' `(E)ven if, as is typically the case, the venture capitalist does not then dispose of its entire
investment.' See Gilson (2001: 343).

15 See Black and Gilson (1997) (`[t]he implicit contract implies that the venture capital
market is linked to an active stock market that caters to small and medium-sized high-
technology enterprises. For example, an investment banker willing to underwrite a firm-
commitment IPO shows the feasibility of the IPO. Venture capitalists breach this implicit
contract by selling their shares to another company as control will pass to the acquirer.
Exit through sale to another company will not only deprive the entrepreneur from
retrieving control, but also from the elements of control he had retained.').

16 See Black and Gilson (1997).
"~ See Smith (1998: 156).
'tg See Black and Gilson (1997).
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Atlantic disposes of the `proximity' that facilitated the emergence and
maintenance of a reputation market. The Internet, however, improves the
access to the `reputation market' by centralizing the information and
reducing the cost of distribution. Thus, it remains to be demonstrated
whether, in the absence of systematic evídence, the assumption and
predictions that the combination of `venture capital contracts' and market
mechanisms, such as reputation, provide for a welfare-maximizing
equilibrium.19 The robustness of this link should prove particularly
significant for Europe, which differs both in market size and investment
style from the United States, where would-be entrepreneurs tend to shy away
from high risks of failure. They are typically reluctant to resign from well-
paid jobs to start their own business, of which they must almost immediately
leave the control to outsiders, while the alleged reputation concerns are their
only protection.'ZO Yet there is some evidence that reputation tends to affect
the behaviour of venture capitalists.12' If venture capital finms are associated
with rushing companies to the IPO market or underperformance generally,
they will signal their potential to entrepreneurs. Venture capital firms that
are insufficiently sensitive to these concerns may affect general market
conditions and contribute to the difficulty for start-ups to raise capital. It may
be that, where markets are crowded with venture capitalists with poor
reputations, this is likely to generally inhibit the conditions for start-ups.

4. THE INTRODUCTION OF A CORPORATE-TYPE
`LLC' IN EUROPE

As noted earlier, the success of the US venture capital market is attributed to
the mixture of a vibrant and liquid capital market that facilitates IPOs, and
the critical use of financial instruments that mitigate agency costs and
support the efficient structuring of staged financing and the sustained level
of new entrepreneurs with high capacity to achieve their commercial aims.
Yet, the European legal and commercial venture capital environment
contrasts significantly with the US template. Despite the importance SMEs
in the high-tech sector,'ZZ there have been few legal reforms to enhance the

ti9 See Smith (1998: 174).
'ZO The fact that immigrant entrepreneurs are successful cannot warrant scepticism about

claims of large cultural differences. After all, immigrating already shows that one has an
entrepreneurial mindset. No one can deny that there are still too few entrepreneurs in
Europe, where reluctance towards risk-taking, wealth-creation, entrepreneurship and
employment mobility still dominates.

12' See Gompers and Lerner (1999: 202-204).
'ZZ See chapter 2 footnotes 35-40 and accompanying text.
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wider dispersion of start-ups generally. In addition, the legal rules that
entrepreneurs must contract into tend to create high barriers and so limit
opportunity. This section considers the possibility of European lawmakers
(who have not been very forthcoming) creating a corporate-type LLC that
would meet the needs of start-ups and take the non-legal mechanisms into
account.

Legal innovation is crucial to address the uncertainties that characterize
the venture capital industry, and to accommodate the needs of both the
entrepreneurs and venture capitalists.123 Deregulation may be preferable to
the multiplication of business fon;ns, which can undoubtedly lead to
uncertainty and a problem of choice.'Z' But however attractive deregulation
may be, it dces not offer a swift and complete solution to the lock-in
effect.'ZS Moreover, there are few jurisdictions in the European Union that
are responsive to the productive concern of businesses seeking transferable
shares and limited liability on the one hand and that permit parties to engage
in private ordering with substantial freedom of contract to govern their
relationship on the other.126 In practice, many start-ups are excluded from the
US bias towards incorporating in a foreign jurisdiction. Under the
circumstances, foreign firms can be expected to migrate to business-friendly
jurisdictions only if the inherent benefits exceed the negative externalities.`Z'
Since employing foreign business forms involves substantial transaction
costs, it would not be immediately obvious that the benefits would outweigh
the costs. It might therefore be concluded that despite the potential to select
business forms from among the many European states, regulatory
competition may be limited due to the absence of significant benefits for the
start-up firm. But one cannot rule out the possibility of stepped-up regulatory
competition if some states were to innovate by creating new vehicles that
could encourage high-tech start-ups to migrate.128 It is submitted that the
emergence of a new limited liability vehicle in Europe that ideally suits the
venture capital process is better positioned to offset the inefficiencies
resulting from the lock-in effects, and could prompt the evolution of new
forms across the European Union.

123 See Barry (1994: 3) (`problems encountered in venture capital investing are so
challenging, the uncertainty so high, the asymmetries of information so great, and the
opportunities so outstanding'). Perhaps the venture capital setting of extremes warrants
entirely new business forms that accommodate entrepreneurs, venture capitalists and
extemal investors. Cf. Bauman (2000) on the relationship between the venture capitalist
and the extemal inves[ors.

'Z4 See chapter 8 footnote 60 and accompanying text.
'25 See chapter 4 footnote 64 and accompanying text.
'Z6 See chapter 6 footnotes 47-81 and accompanying text.
127 See chapter 7 footnotes 34-39 and accompanying text.
126 See chapter 8 footnotes 246-248 and accompanying text.
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Given the apparent demand for new business fonms, we might expect the
proliferation of new statutes from a range of EU domestic producers. One
can plausibly project the legislatures of some member states offering a
variety of statutes, several of which provide different sets of default rules for
distinct type of firms. The very novelty of this thesis is that introducing
multiple business forms could benefit firms by supplying a flexible set of
rules and standards, designed to meet the needs of different types of
businesses, which provide an attractive means of limiting information and
transaction costs. If there is sufficient demand from firms, one can expect a
number of jurisdictions to provide the new forms as long as the costs of
innovation are not too onerous.'~ Consequently, the introduction of new
legal rules and structures could overcome the barriers and opposition by
interest groups to innovate existing business forms.'~ At a more general
level, the introduction of a partnership-type business form is likely to serve
as a framework to assess the level of flexibility in the organizational rules of
new business forms.

As argued in this book, the debate over innovation in European business
organization law turns on the credibility of national lawmakers finding a
compelling reason to abandon the defence of well-entrenched legal forms
and the mandatory rules that reinforce their position (and therefore block the
diffusion of new innovative legal rules). Provided that the proposed statutes
afford a workable menu of beneficial provisions and are attractive enough to
be widely used, the new legal business forms could supply a focal point
around which new networks arise. If the new form offers the appropriate
protections and incentives that draw (potential) venture capital firms into its
framework, one should expect support from a number of organized groups.
If one looks to the governance and organizational benefits that emerge from
the introduction of new business statutes, arguably innovative business
forms will attract those new-style high-tech firms that cannot benefit from
the older, existing legal forms. Furthermore, as discussed in chapter 7,
evidence from the United States shows that the introduction of a new form
could provide the necessary impetus to help erode the mandatory nature of
EU corporation law rules.13'

129 Where domestic lawmakers are unable to supply provisions that these firms prefer, a
model statute composed of voluntary default rules may help legislatures to draft their own
statutes. See chapter 6 footnotes 150-160 and accompanying text.

'~ Cf. chapter 3 footnotes 147-184 and accompanying text.
13' See chapter 7 footnotes 30-33 and accompanying text.
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4.1 Towards a New Venture Capital Business Form

If one accepts the view that the introduction of new legal vehicles could
stimulate the evolution of legal business forms in Europe, then this account
of legal change has very sharp implications for the way in which the
structure and form of the different legal rules relating to venture capital-
backed firms might be altered. Looking just at the venture capital industry,
venture capitalists and entrepreneurs take advantage of a combination of
contractual and organizational mechanisms to manage the allocation of
resources and the monitoring and control of participants within the fum.
This subsection considers the potential benefits that an LLC business form
with management-based and corporate-type equity structures could have for
the monitoring and control of high-tech start-ups.

The attractiveness of the US LLC statutes can be seen in contrast with
other similar-styled business forms.12 Although the great majority of LLC
statutes provide for decentralized management directly by the members
unless otherwise provided,133 several features of this form could be very
attractive to entrepreneurs and venture capitalists. The American form
provides almost a complete and easily accessible shield against personal
liability, which is important given the risk inherent to a highly innovative
start-up. `~ In the United States, an LLC (a lega[ entity distinct from its
members)135 is formed simply by filing the articles of organization with the
Secretary of State office in any jurisdiction. These articles must disclose
only a few facts, including the name of the firm and the name and address of
the registered agent.136 Theoretically, the formation of our new legal entity
should be possible without professional assistance. Entrepreneurs should be
able to create this form rapidly over the In[ernet. By streamlining the
process, lawmakers make it possible to establish businesses in the same way
as buying books or CDs online. Filed information should be electronically
available upon payment. In this way, the government would keep pace with
new developments in computer technology and e-commerce.137 Under US

i3Z See chapter 5.
'33 See chapter 8 footnotes 240-241 and accompanying text.
'~ The easy, cheap and quick formation of this limited liability vehicle will probably not lead

to high levels of failure or abuse. See DTI (1999: 59) ('[wJe are not aware of evidence
suggesting that ease of incorporation (which is cheaper and quicker than almost anywhere
in Europe) has led to unusually high levels of failure or abuse by the standards of
international comparison.' ). See also chapter 4 footnotes 84-89 and accompanying text.

'3s See Uniform Limited Liability Company Act ~201.
'~ See Uniform Limited Liability Company Act ~203.
137 This will create a government-to-consumer (G2C) and~or a government-to-business (G2B)

marketplace. See European Commission (2000a); DTI (2000b); High Level Group of
Company Law Experts (2002c: 36-41); Wymeersch (2000b).
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law, the relationship (i.e., capitalization, distributions, admission and
withdrawal, management and so forth) between the participants insíde an
LLC is governed by the informal `operating agreement', which may even be
oral. Most LLC statutes provide extreme flexibility with respect to the
internal organization: there are few mandatory statutory provisions. An LLC
is therefore best viewed as a contract between the firm's internal
participants. The operating agreement overrides the articles of organization
in the event of a conflict.

Earlier, it was shown that the corporate governance structure is the
dominant and preferable structure for portfolio firms. This implies that the
default governance structure with respect to the venture capital business
form should provide for centralized management. The legal studies of
independent venture capital pools in the United States show that the
partnership-type decentralized management structure dces not appeal to
prospective entrepreneurs who want to entice venture capitalists.138 In the
venture capita] industry, three groups of players can be distinguished:
outside investors, venture-capital organizations and entrepreneurs. The
relationship between the first two players is typically managed and
organized in a limited partnership.139 Outside investors who supply the actual
funds will usually agree to be limited partners for a definite period. The
venture capitalists will invest their money in several innovative businesses
without taking part in day-to-day management.'~ In this respect, the
corporate structure places the venture capitalists in an authoritative and
informed position to monitor management and to intervene when warranted
without undertaking the burdens and liabilities of direct operationa]
management."' The differentiated governance structures of the limited
partnership and the corporation clearly distinguish the three groups of
players, which each have their own distinctive obligations and rights. In

138 See DeMott (1997: 607-608) (`[m]ost stock purchase agreements structure the venture
capital investment as a purchase of convertible preferred stock; a part of the deal is the
venture capitalist's right to participate in the governance of the portfolio company by
electing one or more directors to its board. Indeed, the number of venture capitalists who
serve on the board of a portfolio company tends to increase during times of crisis, as
manifested by tumover in the portfolio company's chief executive officer. Thus, the
governance elements in the venture capital deal appear to be significant. This conclusion is
unsurprising given the degree of industry concentration present in most venture capital
firms' portfolios and their lack of market liquidity prior to a public offering of portfolio
companies' stock. Govemance issues are especially salient when an investment is
rela[ively illiquid, even in deals that, líke the quintessential venture capital deal, are
structured to facilitate the venture capital firm's exit as an investor.').

139 See chapter 2 footnote 12 and chapter 8 footnotes 265-276 and accompanying text.
'~ See Gorman and Sahlman (1989).
"' See DeMott (1997: 608).
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addition, the corporate structure is better suited for exiting the actual venture
in the event of an IPO or trade sale.

To be sure, the di~culty of the failure to separate ownership from control
could be overcome by careful drafting of the firm's LLC agreement. In fact,
some LLC statutes provide that a firm may be centrally managed - even if
the statute provides for decentralized management - by allowing the parties
to contract around the default structure. However, devising the optimal
governance structure is di~cult. On the one hand, the flexibility afforded by
the LLC statutes takes into account the diverse organizational needs of a
variety of firms. In this regard, the LLC statute can play a significant role in
transaction planning and design. On the other hand, there is an important
trade-off between a high degree of flexibility and the cost of specificity.
Extensively tailoring the default rules of an LLC statute to satisfy the needs
of venture capitalists may be problematic because of the effort and
transaction costs involved in contracting around the statutory defaults. As
evidence from the US evidence shows, venture capitalists are reluctant to
choose and modify an LLC statute, despite its beneficial tax treatment and
flexible structure. In such an environment, we expect that a successful and
attractive LLC statute that captures the needs of venture capitalists will
supply a set of `off-the-rack' rules that include corporate governance-style
provisions.

A new statute could also provide a set of default rules that mimic optimal
venture capital contracts.12 A menu of options regarding different financial
instruments could be available so as to facilitate different protection and
incentive levels. This would not only lower the costs of contracting, but
would also increase the bargaining power of unsophisticated entreprenetus,
who would therefore be more willing to take the risk of starting up a highly
innovative business. If policymakers wish to protect the entrepreneur from
incompetent venture capitalists, the statute could contain a discretionary
redemption provision for the entrepreneurs in case of incompetence by the
venture capitalists. Venture capitalists, who dominate the writing of the
contract, would disfavour such a default provision and so would probably
attempt to opt out. By opting out, they send a signal to entrepreneurs about
their future behaviour, thereby revealing information.143 The same argument
could be used for providing broad statutory fiduciary duties. Although the
promulgation of inenus of alternative financial contract terms could provide
firms with value-enhancing opportunities that might not otherwise be

142 See Stevenson (2001: 1176).
i43 See chapter 8 footnotes 9á97 and accompanying text.
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available,`~ there are several disadvantages involved in the supply of an
extensive set of default rules. First, the default rules may have a significant
standardization effect, thereby impeding the introduction of new contractual
and financial incentive mechanisms. Second, the `stickiness' of default rule
provisions may lead to uncertainty as to the enforceability of contractual
modifications of the default rules. This seems to be particularly true for
fiduciary duty provisions.145 Entrepreneurs and venture capitalists may rather
rely on reputational and contractual incentives than on extensive sets of
default rules. In this view, the corporate-type LLC could provide that the
right and duties of the parties will be specified in their agreement. Because
only incomplete contracts can be written, the default rules must focus on
matters that help parties to fill in the gaps. Consequently, in addition to the
corporate governance structure, the statute must also provide for an equity
structure similar to the corporate form so as to easily allocate ownership and
control rights. The incentive and protection mechanisms necessary to
prevent opportunistic behaviour are arguably best achieved by the
employment of corporate-type stock.

Moreover, an optimal business form should allow investors to exit their
investments via an IPO. Even though the US LLC allows for publicly traded
`units' that are nothing more than depository receipts for the owners'
property interest, the efficiency of selling units is called into question
because underwriters are probably unwilling to employ `units' on a large
scale. If European lawmakers wish to create a favourable business
environment for new firms, they should design an LLC vehicle that allows
owners to have a share capital that is similar to that of corporate forms.

Finally, uncertainties about whether the new form will be transparent
under the tax classification rules might inhibit the realization of innovative
new business forms."~ The tax treatment should therefore be clear in
advance. Again, the US LLC should be a source of inspiration. As a default,
the LLC is taxed as a partnership, i.e., the losses can be deducted at the
member's level. The flexibility afforded by the check-the-box regime allows
firms to select a range of tax treatments depending on their preference. After
an IPO or at the choice of the fum, it is treated as a corporation for tax
purposes.'a'

'~ It might be argued that the significantly lower use of convertible securities in Europe (see
Schwienbacher (2002)) stems from the vagueness of business form statutes about their
enforceability.

~as See chapter 8 footnote 219 and accompanying text. See also Ribstein (1999b).
'~ See Ribstein (1995a: 405).
'a' New IRS `check-the-box' regulations provide that every unincorporated entity will be

taxed as a partnership unless its owners check a box (on [RS Form 8832) electing to have
the entity taxed as a corporation. See supra footnote 71 and accompanying text.
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A short remark concerns the application of several EU Directives that are
extended to the limited partnerships with a share capital. Since the
corporation law d'uectives refer by name to the entities to which they apply,
they are not applicable to a new limited liability vehicle without amending
the particulaz Directives.18 In order to facilitate competitive lawmaking and
the development of a natural venture capital market laboratory in Europe, it
is probably not surprising that it is this book's considered opinion that
Brussels should remain silent on this question.

5. CONCLUSION

This chapter has shown the fundamental role played by business
organization law in venture capital markets in Europe. We have seen that the
rigidity of European corporate law provisions restricts the deployment of
efficient incentive and protection mechanisms that seem necessary to
persuade entrepreneurs and venture capitalists to invest in starting up
innovative businesses. While the deregulation of corporate law is high on the
political agenda of several member states,19 the reforms appeaz to have been
stifled, partly by inertia and the lock-in effect. It is submitted that the
introduction of an unincorporated limited liability business form based on
the US LLC might not only provide the key to unlock the lock-in effect, but
could also attract both the entrepreneurs and venture capitalists who often
look further afield for portfolio companies to back. That the new form might
compete with the current close cotporation dces not provide an excuse for
statutory stasis.'SO There is a clear case that a more competitive legal form
will enhance the emergence of the coveted entrepreneurial culture that is yet
to become fully ingrained in European society. An unincorporated limited
lialíility entity that confomts to the needs of the knowledge-driven economy
could well have the same effect as general corporations in the early part of
the 20th century.

18 See Freedman and Finch (1997: 149).
'49 See DTI (1999); Omar ( 1998); ( 1999); Guyon (2000).
uo See chapter 8.
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Conclusion

1. INTRODUCTION

In light of the forces of globalization and economic integration, some have
called for legal and institutional reforms that could strengthen the economic
role of small and medium-sized enterprises (SMEs). Recent research into the
regulatory burdens on smaller firms has determined that, despite differences
in development and ownership patterns, to a large extent closely held
European business forms developed in the image of the mandatory
framework of the publicly held corporation, conferring tax advantages and
network and learning benefits rather than meeting organizational needs.
Because close corporations are in fact quasi-partnerships, the participants in
the firm are regarded as partners, and so governance problems are often
resolved by referring to the principles of partnership law. Across Europe,
participants in small firms select the quasi-partnership business form to take
advantage of limited liability and beneficial tax rules, even though corporate
governance rules are far from optimal for this class of firms. Despite this,
courts increasingly attempt to resolve conflicts between parties in such
closely held fums by reference to partnership law. In this regard, equal rights
in management, automatic buyout rights and broad fiduciary duties govern
`partnership corporations'.

There are significant problems with the European approach to the legal
control of closely held firms. For instance, lawmakers run the risk of
ignoring the needs of entrepreneurial firms that operate as close
corporations. Historically, the family-run enterprise has formed the most
significant component of business ventures that operate in this category. It is
well known that legal rules for fums with capital symmetry differ from the
rules for those without. Recently, however, the introduction of high-tech
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start-ups and joint ventures, which are a by-product of the changes in the
business environment in some European countries, has contributed to a new
demand for this legal structure. The latter group of firms requires a set of
legal rules flexible enough to accommodate the various interests and
concerns involved so as to limit information asymmetries. The effectiveness
of these rules will depend on the characteristics of the firm's participants.
One might suspect that the mandatory nature of the legal rules governing
closely held firms would not serve the needs of this class of firms, and
consequently that participants are likely to be drawn to new business forms
that allow them, as far as possible, to modify the statutory structure to suit
their own needs. Arguably, the question raised by allowing firms to contract
out of the terms set by the close corporation statutes, while simultaneously
allowing parties to create another menu tailored to their own purposes, is the
main issue facing business organization law reformers within the European
Union.'

The aim of this book is therefore to broadly entertain the possibility of
deregulating business organization law in Europe. The approach advocated
here is to emphasize the importance of the horizontal and vertical choice of
business forms that could provide firm participants with good information
about the features of the business form in question, meet their organizational
needs and protect them from opportunistic behaviour on the part of other
insiders. There is evidence that, to the extent that a country undertakes to
initiate legal and institutional reforms along these dimensions, it can expect
to enhance entrepreneurship, thereby attracting inward investment and start-
up firms, for instance. In the federal system of the United States, the rules of
business organization law changed dramatically due to jurisdictional
competition, creating a variety of legal business forms. In light of these
changes, there is a growing body of evidence for the benefits of legal rules
and institutions that provide low-cost solutions to the governance problems
of closely held firms. Entrepreneurial jurisdictions are attempting to
overcome the weaknesses of their existing regimes by developing supporting
legal rules and institutions and a menu of business forms designed to
encourage the formation and development of start-up firms. In Part I of this
book, it was explained why, given the empirical relationship between
economic growth and a legal regime that supports and encourages
entrepreneurship, the coveted development in business organization laws is
unlikely to be stimulated in Europe without the introduction of competitive
lawmaking. In chapters 3 to 6, it was argued that regulatory competition
between European member states is needed to significantly encourage the
development of closely held business forms within the European Union.

' But see chapter 4 footnote 113.
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Indeed, sub-optimal statutory frameworks have persisted partly because of
the failure of small firms to lobby lawmakers to create a business
organization form that serves their special needs. In chapter 3, it was
demonstrated that the standardization of provisions in corporate codes has
the effect of creating network benefits. For example, the fact that a majority
of firms select their domestic close corporation law regime to govern their
rights leads to a network benefit for firms that incorporate as a domestic
close corporation. At the same time, the learning benefits explain why most
of the parties that originally opted into the framework have an incentive to
continue to use the regime. As a consequence, firms are reluctant to diverge
from the existing close corporation framework. From the perspective of legal
change, firms are only able to overcome the learning and network costs
when they select a new legal arrangement that gives rise to economic
benefits that maximize firm value. A number of other reasons limit legal
innovation in business organization law. The involvement of the European
legislature in developing a harmonization programme designed to create a
degree of uniformity in the law regarding creditor and investor protection
throughout the European Union has tended to restrict innovation in business
organization law in general. This harmonization process, which introduces
essential minimum standards and tolerates a degree of diversity at national
level, applies mainly to the public corporation; this may well explain why
start-up firms within the European Union employ a separate business
organization form, unlike those in the United States. Even though the EU
directives initially focused on public corporations, both national and EU
lawmakers tend to extend their reach to the close corporation when
introducing policy reforms. Given the network and learning effects,
imposing mandatory rules could be thought to encourage the standardization
effect, hence decreasing the prospects for changing European business
organization laws.

The evolution of European business organization law may well turn on
the prospect of national lawmakers finding a compelling reason to abandon
the defence of well-entrenched legal forms and the mandatory rules that
reinforce their position and so block the diffusion of new innovative legal
rules. Yet given the way in which lawmakers have responded to date, the
emergence of new separate legal statutes responsive to the needs of closely
held firms would appear improbable, particularly in the absence of the
conditions necessary for competitive lawmaking. For several reasons, in
most European jurisdictions, the SME business community is not likely to
play an important part in the development of business organization
legislation. Except for in the United Kingdom, where accountants have
already played a central role in the adoption of an LLP statute, the national
lawmaking process in Europe is led by lawmakers and civil servants who
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give priority to the preferences of large fu-ms. Thus, unless SMEs and
affiliated interest groups are able to influence the pattern of lawmaking, any
statutory changes made will not be particularly beneficial to closely held
firms. This book has aimed to show that where national lawmakers are
unable to supply provisions that closely held fu-ms prefer, a model statute
composed of voluntary default rules may assist domestic legislatures in the
drafting of their own statutes. For example, if a private lawmaking group
were to produce model laws, it might encourage national lawmakers to
innovate by supplying legal rules that are acceptable to different interest
groups. Moreover, it is reasonably likely that such a proposal could promote
the emergence of an efficient set of legal provisions and perhaps foster the
right conditions for competitive lawmaking.

Yet some governments, i.e., those with sufficient resources and a well-
organized interest group, may choose to ignore the model act and instead
decide to act entrepreneurially themselves. They may be motivated to
improve the environment for small and medium-sized firms in Europe by
actively attempting to attract investment or business, or to promote the
competitiveness of indigenous industries by adopting a more favourable
business fortn. If the future brings a significant increase in the number of
business formations migrating to the most favourable jurisdiction, as
envisaged by the European Court of Justice's (ECJ) decisions in Centros and
Uberseering, the pressure from interest groups for competitive lawmaking
can be expected to increase. If an entrepreneurial state were amongst the
early group of states to create new modern business forms, it could very well
create a focal point, leading a significant number of domestic and foreign
firms to select from a~new generation of business forms.2 This could give
such a state a lead in start-up formations and contribute to a more vibrant
and competitive economy. Although the best evidence available indicates
that the roadblocks for a market for business forms within the European
Union are substantial, it might be argued that small member states, such as
Ireland and Luxembourg, may have a financial incentive to compete for
inward investment by offering businesses new legal forms. There is,
however, one impediment to this generally positive regulatory competition
scenario: by free-riding on the efforts and resources of the national
legislatures of small states by copying their statutes, other member states
might exhaust this lead in a very short space of time. This free-riding could
act as a disincentive to invest any resources in legal innovation. The only
solution to this supply-side problem is for the first-mover jurisdictions to
develop less easily replicated expertise, or other long-term advantages, such
as a highly specialized court. The lack of transparency among the

2 There is good evidence that European states compete fiercely for inward flows of venture
capital funds by offering the most competitive limited partnership structures.
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legislatures of the member states could supply a much-needed window for
first-mover advantage that is sufficient to support further process and
structure innovations.3

This book has paid considerable attention to the law and economics of the
firm so as to provide a conceptual basis to understand the process of legal
innovation. The analysis presented in chapter 7 suggested that competitive
business forms require not only modern tax and liability rules, but also legal
rules that reduce costs rising from opportunistic behaviour and information
asymmetries. To be sure, extra-legal mechanisms often play an important
role in reducing these costs. They exert a strong presence in closely held
business forms, since in many circumstances participants put their own
reputation on the line when they engage in opportunistic behaviour. It was
argued in chapter 7 that legal rules and standards should take the working of
extra-legal mechanisms into account. Thus seen, business forms provide an
incentive framework for firms to arrange their internal governance structure.

Although particular attention has been paid to explaining the theories of
the firm, chapter 8 also provides considerable insight into how these theories
should affect the development of business forms. While most research
focuses on the theories of the firm and their implications for the publicly
held corporation, this book explains how these economic theories should
influence the evolution of closely held business forms. This new emphasis
on legal rules and institutions for closely held business firms should provide
a fruitful basis for discussing how to develop a more efficient responsive
lawmaking process. From this perspective, this book has focused on the
adequacy of a menu of business form statutes, legal entity status and default
rules on dissolution and fiduciary duties.

This work grew out of the ongoing debate among European academics
about the need to expand the available menu of business forms to meet the
needs of closely held business forms at all levels. As discussed in chapter 2,
the creation of business forms that are flexible and limit transaction costs is
arguably most important now that entrepreneurs are facing increased risks in
starting a business. The significance of partnership-type business forms for
productívity growth, innovation and job creation explains the high priority
given to the attempt to create new legal structures that are more favourable
to the needs of these firms. It has been demonstrated that a number of
countries are moving towards fostering an institutional framework designed
to make the advantages of limited liability available to an increasing number
of closely held businesses. The significance of new business forms for firm
performance derives from the observation that the level of regulatory burden
and creditor protection varies appreciably across Europe, depending on the
nature of the corporate law regime in each country. Many closely held firms

3 But see chapter 6 footnotes 84-88 and accompanying text.
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in Europe are organized to a considerable degree in a legal structure that is
designed simply to meet the needs of the public corporation. It is therefore
natural to give attention to the significant differences between firms when
attempting to supply legal forms designed to meet their needs. Concerns
about the diversity of business activities and firm structures mean that policy
must work at different levels, and may involve considerable complexity. As
a consequence, the debate on the appropriate design and expansion of
business forms is gathering momentum.

The next section will proceed through two stages, following the two parts
of this book. Section 2.1 focuses on the main elements in the lawmaking
process of an island jurisdiction in order to reveal some of the deficiencies in
the practices and to assess a new lawmaking approach for modern business
organization laws within the European Union. The approach taken in this
book has the potential to shed light on the nature of institutional and legal
problems that pervade the lawmaking process and to offer insights into how
a new lawmaking approach could affect changes. Section 2.2 will then focus
on a series of suggested policy reforms, emerging from the detailed review
of the theories of the firm. This section explains why regulatory competition
creates the necessary basis for the adoption of new business forms. At the
same time, the introduction of new business form statutes may induce
competitive lawmaking in Europe, since their emergence may create
additional pressure on domestic legislatures to respond faster and more
effectively to the changing needs of start-ups and other closely held firms.

2. CONCLUSIONS

2.1 The Evolution of Legal Business Forms

It might be argued that the powerful effects of internationalization and
economic integration tend to develop a set of rules and institutions that
represent the best possible outcome. Chapter 3 was devoted mainly to
evaluating the pattern of lawmaking in an island jurisdiction, questioning
whether a theory based on legal transplants could lead to efficient business
forms. Arguably, the pressures of social change and exogenous forces
contribute to the demand for competitive business forms as part of an
environment in which firms can compete successfully. Creating a menu of
legal business forms that meets the needs of firms at several levels is viewed
as particularly important as it can facilitate economic growth by providing a
more efficient way for firms to organize their internal relationships and raise
capital. Yet the public interest alone seldom swings legislatures into action.
A number of path dependence barriers prevent the adoption of legal business
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forms that would make closely held finns better off. Competing legal
formants, increasing returns and dominant interest groups tend to block legal
innovation in an island jurisdiction. Accordingly, a large number of small
closely held business firms are not only forced to suffer higher costs but will
also remain uncompetitive in relation to larger firms. While the rules of the
lawmaking game are probably different in a federal system, as a result of
increased competition, it was argued that the centralization of lawmaking at
a federal level would seriously hamper countries' willingness to invest in
legal innovation.

Chapter 4 explored whether in federal systems such as the European
Union and the United States, efficient business organization laws are likely
to emerge. Upon the establishment of the European Union, the centralized
legislature immediately set out to produce a corporate law system that could
encourage the social and economic integration of the member states and
prevent a race-to-the-bottom. The now dominant model of contractual
freedom found in the United States is largely absent in Europe for a number
of reasons. Despite the legal and economic barriers that prevent the
introduction of a low-cost business form, one could plausibly project a
pattern of legal regulatory competition in legal business forms in which one
or more European states emerge, because of their size and location, and
which could promote the deregulation of business law. However, it was
questioned whether the conditions obtain for competition between national
governments for the supply of new partnership-type forms. Even if there are
clear incentives to compete, legal competition may be subject to structural
barriers that inhibit the evolution of new business forms. Indeed, it is
submitted that the debate about innovation in European business
organization law turns on the credibility of policymakers finding a
compelling reason to abandon the imposition of mandatory rules (such as
capital , and cumbersome formation requirements) and making limited
liability cheaply accessible to small and medium-sized firms.

As demonstrated in chapters 3 and 4, three main features of the European
legal environment significantly shape the landscape of business forms and
influence the debate about the reform of business organization law. First, the
prevalence of harmonizing measures in the field of corporation law, which
have direct effects on national legal systems, restricts regulatory competition
rather than enhancing its ~development. Second, European fu-ms have
considerably less freedom to adopt particular provisions that match their
own needs. The existing stracture of corporation law imposes significant
costs on closely held firms that are required to comply with highly
formalistic and technical requirements. While some policymakers may seek
to limit the effects of unequal bargaining power, the absence of default rules
appears to run against current economic thinking about efficiency gaíns from
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the use of default rules. Third, the standardization of business forms confers
large network benefits to the network users, consequently limiting the
development of new innovative business forms. Most European close
corporations tend to rely on standard legal rules: as most parties are familiar
with these, the costs of using them aze mduced. That is not to say that many
of the standard rules are cumbersome and inefficient. Furthermore, even if a
firm had additional incentives to employ a different legal form, it is unlikely
to select the vehicle due to the lack of certainty about the legal rules and the
signal it would send to suppliers of capital.

One strategy for law reform, explored in chapter 5, would attempt to meet
the needs of close corporations through the deregulation and modification of
the general provisions of corporation law. Advocates of this approach would
re-conceptualize corporation law by allowing greater contractual flexibility.
Typically, this means providing a separate statute that offers a bundle of
legal rules regazding transferability of rights, dissolution and internal
governance rules. The promulgation of the LLP in the United Kingdom and
the SAS in France clearly demonstrates the movement towards the
establishment of new arrangements that could involve economic benefits for
individual firms.

The debate on the design of limited liability business forms has gained
momentum amid continuing demands for targeted legislation. In chapter 5,
the forces that explain the emergence of new limited liability vehicles for
closely held firms were evaluated. If properly structured, limited liability
forms allow closely held firms the opportunity to grow in the context of a
highly competitive business environment. In the United States, state
lawmakers have embráced new limited liability business forms to improve
the conditions for firms doing business. Interest group pressure and the
competitive incentives of not losing local filings to other states have moved
states into hasty action. The expansion of new business forms appears to be
based on compelling logic: it allows firms easy access to a range of
governance structures designed to access limited liability, reduce complexity
and limit transaction costs.

In Europe, the introduction and modernization of new legal entities is now
high on the policy agenda. As noted, a number of developments in the
context of partnership-type business forms have recently taken place. We
have witnessed a series of initiatives in the United Kingdom that involve the
establishment of modern partnership arrangements that may entail economic
benefits for individual firms. The policy debate in the United Kingdom has
centred on the problems of the easy availability of limited liability for small
businesses. Given the apparent success of the new vehicles in the United
States, lawmakers in the United Kingdom have recently introduced
legislation that allows access to limited liability for closely held firms.
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French lawmakers have also been active in the supply of new legislation
directed to creating new types of limited liability forms for firms that wish to
operate with flexible structures. In addition, actions in the Netherlands have
been undertaken to modernize its partnership law, concentrating on (amongst
other things) the question of legal personality for partnership forms.

The question of allowing the vertical choice of business forms for new
firms was recently addressed by the ECJ's decision in the Centros case,
which recognized the right of a Danish firm to incorporate in the United
Kingdom without the intent to conduct business operations in the
jurisdiction. Centros could well be the forerunner of a completely different
approach to the lawmaking process regarding business forms and may
eventually yield some tangible results in this field. This case shows that
start-up firms will migrate to countries that offer internal processes and legal
regimes that lower their costs. Chapter 6 focused on the vexed question of
whether the introduction of regulatory competition is necessary to overcome
the difficulties encountered in promulgating a new business vehicle with few
mandatory rules. This chapter aimed to extend the debate about regulatory
competition to closely held business forms. In principle, one could imagine a
European member state becoming the dominant producer of business
organization laws as products by being the first to establish a legal
infrastructure and a bundle of rules that fully benefit firms organizing under
its laws. More specifically, the point of this chapter was to show how the
development of an innovative business organization form can be expected to
strengthen the business organization law regime of the jurisdiction choosing
to create the statutory innovation, thereby potentially inducing rival member
states to supply similar sets of rules.

Some doubts persist, however, as to whether this is a perfect choice for
Europe. In any event, the harmonization route proposed implicitly by
Uberseering could eventually require a European equivalent of Delaware. In
chapter 6, it was suggested that the United Kingdom, which differs from
Delaware in a number of important respects, has recently taken the necessary
steps to provide a wide menu of business forms that firms prefer. It was
argued that the combination of interest group pressures and a suitable
business organization law regime is confirming evidence of favourable
conditions for regulatory competition. Further support for this view is
evidenced by the interest of legislatures in supplying new business form
statutes in response to the threat of competition posed by offshore
jurisdictions for start-up entities. Even though there is considerable pent-up
demand across Europe for firms to organize under the laws of low-regulation
jurisdictions, it is nevertheless diff'icult to predict with certitude the
circumstances that would lead to the development of regulatory competition
in the context of closely held business forms.



320 Chapter 10

Legal feasibility aside, some doubts persist as to whether regulatory
competition in Europe is a viable alternative for the evolution of business
forms. Taking the above-mentioned chapters together, it could be concluded
that, despite its potential innovative effects, regulatory competition has
played a relatively unimportant role in the development of business forms
within the European Union. Not surprisingly, the lawmaking process within
the European Union is less competitive than the US market for business
forms. The absence of major market players and the lack of transparency
mean that the European market is less developed. It would therefore appear
that the barriers to competition could lead to a race to laxity, because the
lack of transparency in the market results in difficulties for firm participants
to obtain and compare information about differences in quality. At the same
time, it has been argued that there are serious regulatory problems associated
with providing minimum requirements, due to the deregulatory approach of
the ECJ and the difficulties surrounding the adoption and implementation of
European directives. The hands-off approach of the member states with
respect to centralized intervention arguably hampers the sufficient protection
of firm participants across the board. Yet it appears that a private legislature
or associations of lawyers will emerge due to increased pressures from
businesses operating in a number of inember states. Their legislative
products (in the form of model laws) could introduce minimum standards
while stimulating regulatory competition and the much-needed legal
innovation and change within the European Union. In short, a model statute
could create adequate demand for adoption at member-state level. The most
likely candidates for innovation would be first-mover states that respond to
business needs. The migration of firms to new forms could prompt other
states to innovate (if there are sufficient rents). In this view, the task of EU
refonn efforts should be to create private institutions that contribute to the
production of model laws.

2.2 The Economic Role of Legal Business Forms

In Part II, the question of which organizational forms and legal structures are
best suited to meet the needs of a variety of closely held firms was
addressed. Chapter 7 provided a framework for understanding the regulatory
design of business forms generally. The analysis explained why it is
important not to overstate the projected benefits of introducing limited
liability and a beneficial tax treatment when choosing a legal business form.
It was argued that a simple change in direction on the part of an
entrepreneurial government seeking to attract capital and other factors of
production could figure significantly by drawing a group of businesses to a
new statutory form. Although tax features and limited liability may serve as
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an incentive device for a substantial number of firms, it is not to be expected
that a large number of closely held firms will avail themselves of new
business forms because of path dependence factors.

As noted earlier, firms use standardized forms that can yield more
favourable benefits by allowing tax~eductible losses to offset other sources
of income. Nevertheless, in terms of law reform, the incentive picture might
be altered should legislatures come under pressure from special interest
groups to make changes to their tax system and bring about the erosion of
inefficient constraints with respect to limited liability. The exercise of
creating competitive incentives for cross-border firm formations may serve
to increase the benefits to government actors while stimulating further
innovation. But even when incentives clearly exist, capital movement may
be unlikely if firms have access to limited liability in their own state and are
unwilling to pay the substantial costs of moving their assets for relatively
limited additional savings. Other drawbacks - such as legal uncertainty and
learning costs - can be expected to deter foreign firms seeking to use a
newly promulgated statute. However, because evidence from the United
States suggests that the introduction of new legal business forms eventually
allows firms easy access to limited liability and simplifies tax classification
rules, chapter 7 concluded that a jurisdiction could reap benefits from
introducing a set of rules that favour the organizational preferences of
closely held firms. In this view, stepped-up regulatory competition (and the
rapid diffusion of innovative statutes) cannot be ruled out if some states were
to induce business and capital movement by, for instance, providing business
forms that meet the organizational needs of these types of firms. If the new
statutes were to offer the appropriate protections and incentives that draw
closely held firms into their framework, political support could be expected
from a number of organized business and professional groups.

The economic theories of the firm are crucial to explain the nature and
limitations of business organization law. Unlike the legal entity doctrine,
theories of the firm do not separate business organization law from the
underlying factual relationship. For instance, the property rights theory of
the firm can play a substantial role in dealing with a number of fundamental
problems at hand in corporate and partnership law. The property rights
approach offers a broader and more effective understanding of the
mechanisms required for the optimal design of firm contracts and
governance structures. Indeed, the concept of integration of ownership,
suitably interpreted, can be used to describe the structure of property rights
in business organization law. It has been shown that the integration of
ownership, however, is sometimes beset with trade-offs. If a firm chooses to
integrate vertícally to mitigate the inefficiencies of bargaining with its
supplier, the firm's owner may lack the time or expertise to monitor the
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internal production, which, in turn, increases moral hazard problems. In
certain circumstances, giving power to one party (the employer) could
minimize the opportunity for other participants (the employees) to engage in
opportunistic conduct. At the same time, since the owner can secure a high
value for the surplus, it could give the employees less incentive to invest in
the relationship. The trade-off may increase when the employees also make
relationship-specific investments in human capital. After the investments are
sunk, they would be vulnerable to opportunistic behaviour on the part of the
employer, who may attempt to steal most of the sunk value. If, however, the
employees acquire certain skills and specialized expertise over a period of
time, they may put the employer in a real bind. Not only could they extract
all the quasi-rents, but they could also shirk or otherwise perform poorly in
the short term, because it is often too costly to replace them with new
employees lacking equivalent firm-specific knowledge.

To be sure, when specific human capital is involved, non-legally-
enforceable instruments influence employees' incentives. In fact, the
presence of extra-legal mechanisms casts doubt on the property rights theory
that the allocation of ownership rights to one party is the only organizational
solution. That is not to say that these mechanisms offer the same protection
against hold-up and moral hazard problems as vertical integration. It is
submitted that if the gains of opportunism are large, non-legally-enforceable
mechanisms will be important but often imperfect. Consequently, if vertical
integration is not an option, parties should rely more on formal contracts
enforced by courts or arbiters to help uphold their relationship.

Against this background, chapter 8 then turned to the role of business
organization law in formulating solutions without interfering with extra-legal
mechanisms. It evaluated legal business forms that might attract closely held
firms, suggesting that new partnership-type business forms, compared to the
traditional menu, could provide effective choices for controlling
opportunism while limiting transaction costs. Three questions were asked
here: (1) whether small closely held firms would prefer to select a
redesigned partnership form, which sets forth the joint ownership structure,
provides important coniractual provisions in advance and gives the business
relationship legal entity status; (2) whether new business forms ideally suited
to particular businesses are better positioned to offset the inefficiencies
resulting from the lock-in effects at national level; (3) how many other
partnership-type business forms an efficient menu should contain.

With respect to question (1), chapter 8 found that the current partnership
and corporation forms are subject to important shortcomings and suggested
that a general parmership law statute, reformed by an optimal set of default
rules, might actually minimize transaction costs for firms that are least
probable to enter into customized agreements, while also reducing the costs
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of statutory ambiguity. Questions (2) and (3) could not be answered with
certainty since the diversity of business firms could be a problem in
designing appropriate sets of default rules. But it was asserted that in the
long term the beneficial aspects of a menu of special partnership-type forms
could strengthen the position of several types of firms that are likely to
engage in forum shopping. Comparing and weighing up the competing
interests on the demand side of legislation dces not reveal a cleaz-cut story
about the probability of enactment. The outcome will depend largely on the
power of reform-minded interest groups, lawmakers and business groups to
bring pressure to beaz so as to roll back the otherwise mandatory and
standardized laws. As far as the government acts as an entrepreneur itself, it
may be plausible to conjecture that several jurisdictions, such as the United
Kingdom or Ireland, could seek to further their comparative advantage vis-à-
vis other member states by making particulaz adjustments to their menu of
business forms in order to place them on a more efficient footing, thereby
offering a degree of diversity to firms making decisions about business
formations. One can already foresee a pattern of regulatory competition in
the context of business forms that meet the idiosyncratic needs of
professional service firms, venture capital funds, joint ventures and high-tech
start-ups.

As for question (1), there is a strong presumption that could come to bear
here. This presumption is that an off-the-rack business form statute that
focuses on the needs of the smallest firms reduces organization costs for all
types of closely held firms. When legislatures `think small first' by
providing a modernized general partnership law statute and a limited liability
partnership form that is linked formally to the partnership law provisions, the
negative spillover and devaluation effects of these smallest firms using other
business forms can be prevented. As a consequence, the corporate and other
partnership-type business forms could target other business firms with
distinctive characteristics. Indeed, when the economic environment is
uncertain, participants will arguably select a business form that helps to
attenuate information problems and incentive concerns but that dces not
involve courts meddling in their relationship by imposing rules and
standards for the smallest firms. A menu of business forms saves on
transaction costs and time in the course of the formation and operation of
business entecprises.

Chapter 9 considered the possibility of making new business forms based
on the US LLC available in the European Union, which could lead to an
increase in the number of start-up firms while also satisfying the needs of a
range of SMEs. This chapter examined the theoretical arguments concerning
the importance of new business firms. Commentators have widely ascribed
the competitive strength of the US economy to the robust venture capital
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industry and the promotion of innovative start-ups there. In addition to a
brief survey of the central features of the venture capital cycle, chapter 9
explored the significance of the corporate form in the United States, which
seems to guide the venture capital process towards efficient outcomes. This
chapter then expanded on the legal discussions of the economic importance
of the corporate form's features for the growth of high-tech start-ups. It
sought to show that the introduction in Europe of a similar cost-saving
business form that features a management governance structure and limited
liability promises to benefit the venture capital industry.



Samenvatting

De ontwikkeGng van rechtsvormen in Europa en de Verenigde Staten
Organisatiestructuren voor venture capital, joint ventures en andere
samenwerkingsverbanden

Verbetering van het ondernemingsklimaat voor het midden- en kleinbedrijf
(MKB) wordt steeds meer als de hoogste prioriteit beschouwd in Europa,
aangezien deze ondernemingen heden ten dage hun activiteiten in een
complex en steeds evoluerend klimaat moeten uitoefenen. Onderzcek naar
de administratieve lasten voor het MKB wijst uit dat
vennootschapsrechtelijke regelgeving vaak te ingewikkeld en complex is
voor kleine en middelgrote ondernemingen. Aangezien fiscale motieven en
bekendheid vaak een grote rol spelen bij de rechtsvomilceuze en organisatie
van de onderneming, maken deze ondernemingen vaak gebruik van de
besloten vennootschap met beperkte aansprakelijkheid. Voor het
oprichtingen en uitcefenen van een onderneming in een besloten
vennootschap moeten vaak veel omslachtige administratieve formaliteiten
worden vervuld. Bovendien is de interne organisatiestructuur van deze
rechtsvorm veelal ontwikkeld naar het evenbeeld van de naamloze
vennootschap voor grote beursgenoteerde ondernemingen. Omdat besloten
vennootschappen vaak niets meer zijn dan quasi-personenvennootschappen,
waarvan de aandeelhouders kunnen worden beschouwd als vennoten,
worden problemen in de interne organisatiestructuur steeds meer opgelost
door te verwijzen naar beginselen van personenvennootschapsrecht, zoals
unanieme besluitvorming, eenvoudige ontbindingsmogelijkheden en
verzwaarde eisen van redelijkheid en billijkheid.

Deze zienswijze is evenwel niet zonder problemen. Zo loopt men
bijvoorbeeld het risico speciale vereisten voor snelgrceiende en innovatieve
ondernemingen buiten beschouwing te laten. Familiebedrijven vormen van
oudsher de grootste grcep van bedrijven die gebruik maken van de besloten
vennootschap met beperkte aansprakelijkheid. Echter, snelgrceiende,
innovatieve bedrijven en joint ventures vormen een steeds belangrijkere
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grcep ondernemingen die voor hun organisatie gebruik maken van de
besloten vennootschapsvorm. Deze grcep van ondernemingen vereist de
flexibiliteit die kenmerkend is voor personenvennootschappen en partijen in
staat te stelt opportunistisch gedrag zoveel mogelijk contractueel te
beperken, maar de organisatiestructuur en soms dwingendrechtelijke
beginselen van personenvennootschapsrecht geven weinig houvast voor
ondernemingen waarin belangen vaak uiteenlopen en de infonmatie
asymmetrie groot is. Deze ondernemingen bieden de voorkeur aan de
besloten vennootschap. De omslachtige administratieve formaliteiten en
wettelijke regeling van de besloten vennootschap worden echter als nadelig
ervaren, omdat deze op de financierings- en innovatiemogelijkheden van
ondernemingen een negatieve uitwerking kunnen hebben. We mogen
daarom aannemen dat nieuwe, meer flexibele hybride rechtsvormen een
grote aantrekkingskracht kunnen hebben op ondernemers die op zcek zijn
naar een organisatiestructuur die zij zoveel mogelijk naar eigen gceddunken
kunnen inrichten. Hervormers van het vennootschapsrecht in Europa zouden
derhalve een meer klantgerichte benadering moeten kiezen, waarbij hun
keuzes een meer pro-actief denkpatroon dienen te volgen ten aanzien van de
vraag hce het bedrijfsleven te helpen in plaatst van hce er greep op te krijgen
door allerhande complexe regelgeving.

Dit bcek onderzcekt en beschrijft mogelijkheden voor modernisering van
het vennootschapsrecht in Europa. De benadering waarvoor is gekozen
benadrukt dat wettelijke regelingen aangaande rechtsvormen: (1) juiste
informatie moeten verschaffen over de eigenschappen van verschillende
rechtsvormen; (2) mceten voldcen aan de vereisten van verschillende
ondernemingen in het steeds complexer wordende ondernemingsklimaat; (3)
belanghebbenden bij een onderneming afdcende mceten beschermen tegen
allerhande opportunistisch gedrag. Het is te verwachten dat, met het oog op
een steeds verdergaande Europeanisering en internationalisering, jurisdicties
die deze lijn volgen het ondernemerschap bevorderen en investeringen in het
bedrijfsleven aantrekkelijker maken.

In de Verenigde Staten heeft jurisdictionele competitie tussen staten
geleid tot vergaande veranderingen op het gebied van vennootschapsrecht
waarbij het `menu' aan rechtsvormen aanzienlijk is uitgebreid. Deze
ontwikkelingen vormen het bewijs voor het feit dat een voor het
bedrijfsleven aantrekkelijk vennootschapsrecht economísche voordelen kan
opleveren. Europese jurisdicties zouden mceten proberen het bestaande en
vaak verouderde wettelijke systeem te moderniseren om het vooral
aantrekkelijker te maken voor startende ondernemingen. Het eerste deel van
dit bcek concludeert dat jurisdictionele competitie tussen lidstaten
noodzakelijk is om nationale wetgevers in Europa een meer klantgericht en
pro-actief denkpatroon te laten volgen. Hoofdstuk 3 tot en met 6 laten zien
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dat modernisering van vennootschapsrecht met name gestimuleerd wordt
door jurisdictionele competitie.

Hoofdstuk 3 laat zien dat mceilijke en ingewikkelde regelgeving voor het
MKB vooral is blijven bestaan omdat deze kleinere ondernemingen vaak
onvoldcende middelen hebben om te lobbyen voor rechtsvormen die
tegemcet komen aan hun speciale eisen. Zogenaamde `netwerk voordelen'
die kleven aan het gebruik van gestandaardiseerde rechtsvotmen, zoals de
besloten vennootschap, en de bekendheid met deze rechtsvorm blijken
dikwijls aanleiding te zijn voor een voortdurend gebruik van de besloten
vennootschap. Vooral kleine ondernemingen zijn vaak huiverig af te wijken
van de `gevestigde orde'. In Europa zijn er bovendien een aantal andere
factoren aan te wijzen die de modernisering van vennootschapsrecht in de
weg staan. De Europese harmonisatie van het vennootschapsrecht, die regels
inzake de bescherming van schuldeisers en kapitaalverschaffers tracht te
harmoniseren, heeft een remmende werking op de modernisering van het
vennootschapsrecht in het algemeen. Hoewel dit Europese proces vooral
betrekking heeft op de naamloze vennootschap hebben nationale wetgevers
de werking van harmonisatierichtlijnen uitgebreid en in meer of mindere
mate tcegepast op de besloten vennootschap. Omdat het hier meestal gaat
om dwingend rechtelijke bepalingen heeft deze benadering standaardisatie
juist in de hand gewerkt en de weg naar een grondige herziening belemmerd.

Alleen wanneer nationale wetgevers gegronde redenen hebben het huidige
systeem te verlaten kunnen we daadwerkelijk vernieuwingen verwachten.
Echter, het is, gezien de huidige houding van nationale wetgevers en de
afwezigheid van de juiste condities voor jurisdictionele competitie in
Europa, onwaarschijnlijk dat nieuwe innovatieve rechtsvormen binnen korte
tijd het daglicht zien. Met uitzondering van het Verenigd Koninkrijk, alwaar
accountants met het oog op de beperking van hun aansprakelijkheid een
belangrijke rol hebben gespeeld bij de totstandkoming van de `limited
liability partnership', blijft het wetgevingsproces in Europa vooral gericht op
de herziening van de organisatiestructuur van grote ondernemingen. Dus,
tenzij het MKB en andere betrokken belangengrceperingen invloed gaan
uitcefenen op het wetgevingsproces, is het niet te verwachten dat het
principe `eerst op de kleintjes letten' als lakmcesprcef wordt gebruikt bij de
totstandkoming van nieuwe regelgeving op het terrein van het
vennootschapsrecht. Dit boek stelt voor dat wanneer nationale wetgevers
niet in staat zijn wettelijke regelgeving en vereenvoudigde procedures te
ontwikkelen die kleine en middelgrote ondernemingen tot voordeel strekken
en toch afdcende bescherming bieden voor schuldeisers en
kapitaalverschaffers, modelwetgeving kan helpen bij de modernisering van
het vennootschapsrecht. Een grcep van wetenschappers en praktijkjuristen
kan met de ontwikkeling van modelwetgeving een zodanige stimulans geven
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aan nationale wetgevers om rechtsvormen te ontwikkelen die voor
verschillende belangengrceperingen acceptabel zijn. Bovendien kan een
zodanig voorstel bijdragen aan het ontstaan van de juiste condities voor
jurisdictionele competitie tussen de lidstaten.

Wetgevende instanties kunnen de modelwetgeving negeren en zelf
specifieke hervormingen doorvceren die het ondernemingsklimaat
bevorderen om zodcende buitenlandse investeringen en ondernemingen aan
te trekken dan wel de concurrentiepositie van binnenlandse bedrijven te
verbeteren. Wanneer in het licht van de recente uitspraken van het Europese
Hof van Justitie inzake Centros en Uberseering ondernemingen zich bij de
rechtsvormkeuze meer laten inspireren door buitenlandse rechtsvormen, zal
de druk van belangengroeperingen op wetgevers om zich te mengen in een
concurrentiestrijd tcenemen. Wanneer een bepaalde lidstaat voorloopt bij de
totstandkoming van rechtsvormen die de oprichting en ontwikkeling van
kleine en middelgrote ondernemingen, met name joint ventures, innovatieve
ondernemingen en venture capital fondsen, vereenvoudigen kan dat
rechtssyteem wel eens zekere aantrekkingskracht uitcefenen. Door een
dergelijke ontwikkeling heeft zo'n lidstaat vaak een competitieve
voorsprong die niet gemakkelijk ongedaan is te maken. Hoewel algemeen
wordt aangenomen dat een `markt voor rechtsvormen' niet gemakkelijk zal
ontstaan in Europa, kan worden gesteld dat met name kleinere lidstaten,
zoals Luxemburg en Ierland, het economisch aantrekkelijk vinden om te
proberen buitenlandse financieringen en ondernemingen binnen hun grenzen
te halen door het aanbieden van gemoderniseerde of nieuwe rechtsvormen.
Natuurlijk lopen deze lidstaten het gevaar dat hun investeringen in nieuwe
wetgeving wordt uitgebuit door andere jurisdicties die dergelijke wetgeving
onmiddellijk kopiëren en implementeren in hun eigen systeem. Deze
zogenaamde `free-rider' problematiek kunnen de ontwikkeling van
wetgeving belemmeren. Echter, `first mover' jurisdicties kunnen deze
problemen oplossen door minder eenvoudig te reproduceren expertise aan te
bieden, zoals het hebben van een gespecialiseerde rechtbank die rekening
houdt met het complexe en steeds evoluerende ondernemingsklimaat. In
Europa kan bovendien een gebrek aan kennis bij wetgevers van
internationale ontwikkelingen eraan bijdragen dat `first mover' jurisdicties in
staat zijn hun competitieve voorsprong te behouden.

Naast het wetgevingsproces binnen de Europese Unie wordt in dit bcek
onderzocht welke rechtsvormen en organisatiestructuren het beste tegemcet
komen aan de verscheidenheid aan ondernemingen die worden gekenmerkt
door besloten verhoudingen. Hoofdstuk 7 biedt .aanknopingspunten die
bijdragen aan een beter begrip van de economische functie van
rechtsvormen. Als uitgangspunt dient de economische analyse van de
onderneming te worden genomen. Deze analyse laat zien dat innovatieve
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rechtsvormen niet alleen moderne fiscale regelgeving en
aansprakelijkheidsregels behceven, maar eveneens de kosten die kunnen
voortvlceien uit opportunistisch gedrag van belanghebbenden dienen te
beperken. Hoofdstuk 7 concludeert, onder andere, dat wetgevers bij het
vaststellen van regelgeving geen afbreuk mogen dcen aan buitenrechtelijke
mechanismen, zoals normen en waarden die in het handelsverkeer gelden.
Rechtsvormen zijn vanuit een economisch gezichtspunt immers standaard
contracten die door ondernemers gebruikt kunnen worden om
transactiekosten te besparen. Wettelijke en niet wettelijke mechanismen
dienen hierbij uiteraard hand in hand te gaan.

Hoofdstuk 8 biedt belangrijke inzichten in hce verschillende in de
economie gebruikte theorieën van de onderneming, de modernisering en
ontwikkeling van vennootschapsrecht kunnen beïnvlceden. Hierbij wordt, in
tegenstelling tot de meeste literatuur, slechts zijdelings aandacht geschonken
aan de naamloze vennootschap, maar wordt vooral de invloed van deze
theorieën op besloten rechtsvormen geanalyseerd. Wetgevers die een meer
klantgerichte benadering en pro-actief denkpatroon willen volgen bij de
herziening van het vennootschapsrecht mceten zich meer rekenschap geven
van de economische theorieën. In hoofdstuk 8 wordt vooral gekeken naar de
verscheidenheid van rechtsvormen, de rechtspersoonlijkheid, de functie van
wettelijke bepalingen met betrekking tot de ontbinding van de onderneming
en verzwaarde eisen van redelijkheid en billijkheid.

In hoofdstuk 9 wordt een voorbeeld gegeven van de ontwikkeling van een
rechtsvorm die met name voor ondernemingen die voor hun ontwikkeling
afhankelijk zijn van venture capital een belangrijke rol kan spelen in Europa.
Zoals besproken in hoofdstuk 2 worden flexibele rechtsvormen die
transactiekosten verminderen steeds belangrijker in het door Europeanisering
en internationalisering complexer wordende bedrijfsleven. Omdat
rechtsvonmen die de interne belangen van ondernemers en financiers in
ogenschouw nemen kunnen bijdragen aan economische grcei en een
verbetering van de werkgelegenheid, ligt het voor de hand dat
vooruitkijkende wetgevers de verscheidenheid aan besloten ondernemingen
in acht nemen bij de herziening van het vennootschapsrecht. Gezien de
ontwikkelingen in de Europese Unie zullen nationale wetgevers zich steeds
meer rekenschap moeten geven van de gevolgen van een gebrek aan voor
een grote verscheidenheid aan besloten ondernemingen geschikte
rechtsvormen.
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Universiteit van Tilburg, 2 juni 2003

1. Ungeacht de globalisering en economische integratie speelt de

historische ontwikkeling toch een onmisbare rol in de evolutie van

juridische rechtsvormen.

2. Vennootschapsrechtelijke contracten zijn altijd incompleet.

3. Zonder rechtseconomisch onderzoek is het voor wetgevers

onmogelijk te komen tot de meest efficiënte juridische rechtsvormen.

4. De Europese harmonisatie-richtlijnen hebben een averechts effect op

de ontwikkeling van rechtsvormen.

5. In een federaal systeem, zoals de Europese Unie, moeten
rechtsvormen worden gezien als producten die verhandelbaar zijn in

de markt.

6. Zonder jurisdictionele competitie kan niet worden aangenomen dat

wetgevers voldoende gemotiveerd zijn om de meest efficiënte

rechtsvormen te ontwikkelen.

7. Als de rechtsorde werkelijk letterlijk zou bestaan, waren er geen

wetten nodig.

8. Het feit dat je op een been niet kunt lopen heeft alcoholisme in de

hand gewerkt.

9. Dat een grootgrutter op de kleintjes let, houdt niet in dat elke winkel

over een crèche beschikt.

10. Van alle landgenoten die 's-ochtends in de spiegel kijken is er

niemand die de "gemiddelde Nederlander" ziet of wil zien.
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