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This Article provides a theory of the relation between legal and nonlegally en-
foreeable riles and standaids in the corporation, and then uses that theory to ana-
Iyze @ variely of prominent features of corporate law. In the first Part, we draw on
recent developments in the theory of the finm to identify key problems facing par-
ticipauts in the firm. In developing this approach, we combine the “property
vights" strand in the theory of the firm with the transaction cost approach. From
this perspective, the main issue is solving the related problems of coordinating ac-
tivities, rhoosing the firm's assets, and developing appropriate incentives for spe-
cific investiments. In Part 11, we argue that the firm so understood will lavgely be
governed through “norms,” by which we mean “nonlegally enforceable rules and
staudards™ ("NLERS"). Indeed, the vaison d'étre of firms is fo replace le-
gal/contractual governance of relations with NLERS. Using this framework, in
Part Il we analvze the duty of loyally. In Part IV, we analyze the duly of care
and the husiness judgment rule, along with a variety of other puzeling features of
rinporale lazw.

From our perspective, corporate law can be understood as a remarkably so-
phisticated merhanism for facilitating governance by NLERS, Centralized man-
agrment is used to determine the assets over which the corporation must have ve-
sidnal rights of control and to develop a governance structure for protecting the
mialcl-investments of insiders in these assets. Legal rules provide the default set-
tings through which ceniralized management operate and prohibit non-pro-rata
distrilnziions (a combination of ex ante rules and the ex post duly of loyally),
which pushes controlling shareholders to maximize the value of the firm.

Having established -an “incentive compatible™ legal form that facilitates
NILERS governance, the law must be careful not to undermine that governance by
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midstream interference. Here, the duty of care and the business judgment rule are
critical. The business judgment rule acts as a jurisdictional rule that facilitates a
self-governing NLERS relationship by preventing parties from turning to third-
parly adjudicators. As such, it plays a role very similar to the role of the employ-
ment-at-will doctrine in employment law, and for the same reasons. This analysis
Mamda‘; an explanation Sfor why the duty of care. despite is appearance. does not
{umtta:m as a m'gltgmce uis, (md why habdg;} Jor d;m-tmml malpractice is so
much less common than liability for other Jorms of professional malpractice, such
as legal or medical malpractice.

The principal contexts in which the business judgment rule does not afiply are
situations in which NLERS governance breaks down, generally because of last pe-
riod temptations to defect. The difference in the ability of NLERS to govern mid-
stream and endgames provides the key to understanding a variety of corporate law
puzzles. These puzzles include: the asymmetry belween the legal standards gov-
eming purchases and sales of assets; the asymmetry between judicial review over
decisions o resist all bids for control (“fust say no”) versus the review of sales of
control; and the demand requirement in derivative litigation.
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INTRODUCTION

Economic investigation of the nature of the firm is often traced to
Coase’s classic 1937 article, The Nature of the Firm." In it, Coase quotes
the observation of D.H. Robertson that we find “islands of conscious
power in this ocean of unconscious co-operation {that is, the market]
like lumps of butter coagulating in a pail of buttermilk.” Coase then
famously asks, “But in view of the fact that it is usually argued that co-
ordination will be done by the price mechanism, why is such organiza-
tion necessary? Why are there these ‘islands of conscious power’®™

Since Coase, economists have provided a great variety of theories
that try to answer Coase’s question, theories that are called “theories
of the firm.” A theory of the firm, by describing why we have firms,
what goes on inside firms, and what are the boundaries of the firm,
helps us identify the key problems that parties to the firm need to
solve, A theory of the firm can also help us figure out what problems
the parties are able to solve themselves, how they solve them, and the
role the law plays in facilitating or interfering with solutions.

In this Article, we draw on recent developments in the theory of
the firm and on the “law and norms” literature to explicate the core
organizing role of centralized management and the facilitating role
played by corporate law." Our central claim is the following: accord-

- ' Ronald Coase, The Nature of the Firm, 4 ECONOMICA 386 (1937), reprinted in THE
NATURE OF THE FIRM 18 (Oliver E. Williamson &: Sidney G. Winter eds., 1991).
~ “Id. at 19 (quoting D.H. ROBERTSON, THE CONTROL OF INDUSTRY 85 (1930)).
Interestingly, Robertson then observes that “[t]he factory system itself, while it involves
endless specialization of the work of ordinary men, involves also deliberate co-
ordination of their diverse activities by the capitalist employer; and the head of a single
big business to-day exercises a width and intensity of industrial rule which a Tudor
monarch might have sighed for in vain.” ROBERTSON, supra, at 85.

Cuase, supranote 1, at 19,

"In drawing on this literatare, we are not alone nor are we first. Important con-
tributions that have drawn on these same models of the firm include: LUIGI ZINGALES,
CORPORATE GOVERNANCE (Nat'l Bureau of Econ. Research, Working Paper No. 6309,
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ing to an emerging consensus among theorists of the firm, the raison
d’étre of firms is to replace legal governance of relations with nonle-
gally enforceable governance mechanisms (what are sometimes called
“norms”). Corporate law, we argue, should be understood as protect-
ing and perfecting this choice. We show that understanding corpo-
rate law in this way allows one to explain a variety of features of corpo-
rate law that seem quite peculiar from the more traditional agency
theory. These features include: the content and scope of the duty of
loyalty; the fact that the duty of care, despite appearances, is not a
negligence rule; the asymmetries in legal regulation of midstream ver-
sus endgame dedcisions, including “just saying no” and sales of divi-
sions versus sales of companies; and the demand requirement in de-
rivative suits. Our claim is not that agency costs are unimportant;
indeed, in certain areas such as the duty of loyalty, agency concerns
may be central. Rather, we argue, agency costs are not the only thing
that matters in corporate law and, standing alone, are either unable to
explain major areas of corporate law jurisprudence or are even mis-
leading.

" In this Article, we do not try to show all the implications of the
emerging theory of the firm for corporate law. Here, we primarily use
it to understand the duty of care, the business judgment rule, and
companion doctrines. In later papers we intend to extend our analy-
sis to other areas, such as the standards governing defensive tactics
adopted by management to fend off hostile tender offers and the
rules governing when shareholder ratification is required.

Theories of the firm teach us that for firms to exist and thrive,
they must figure out how to encourage and protect specific invest-
ment in tangible and intangible assets. In Part I, we discuss the in-
completeness of the “nexus of contracting” theory of the firm and of-
fer a synthesis of the “property rights” and “transaction cost” theories
that now represent the most complete explanation for why firms exist,
what determines the boundary between firms and markets, and how
firms survive in competitive markets.

1997); Margaret M. Blair & Lynn A, Stout, A Team Production Theory of Corporate Law, 85
VA. L. REv, 247 (1999); William W. Bratton, Dividends, Noncontractibility, and Corporate
Law, 19 CARDOZO L. REV. 409 (1997); William W, Bratton, Morten Hviid & joseph
McCahery, Repeated Games, Social Nerms, and Incomplete Corporate Contracts, in ASPECTS OF
FAIRNESS IN CONTRACT 161 (Chris Willett ed., 1996); Melvin A. Eisenberg, The Concep-
tion That the Corporation Is a Nexus of Coniracts, and the Dual Nature of the Firm, 24 J. CORP.
L. 819 (1999); Robert Flannigan, The Economic Structure of the Firm, 33 OSGOODE HALL
L. 105 (1995); Eric W. Orts, Shirking and Sharking: A Legal Theory of the Firm, 16 YALE
L. & POL'YREV. 265 (1998).
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In Part 11, we provide a bridge between the theory of the firm and

the “norms” literature by arguing that the firm thus understood is a

~ context in which governance will primarily be through “norms,” by
which we mean nonlegally enforceable rules and standards
(“NLERS").

In Parts 111 and IV, we turn to corporate law and ask how corpo-
rate law helps solve the problems identified by the theories of the firm
in Part I and how it facilitates the NLERS governance described in
Part II. Using this perspective, we analyze the key features of corpo-
rate law including the default settings of the corporate form, the duty
of loyalty, the duty of care and the business judgment rule, and the
demand requirement in derivative suits. We also address a variety of
puzzling asymmetries.

This approach casts a different light on the role and function of
corporate law than the traditional agency cost approach. Viewed from
this perspective, corporate law emerges as a remarkably sophisticated
mechanism for facilitating selfgovernance by NLERS. Centralized
management is used to determine the assets over which the corpora-
tion must have residual rights of control and to develop a governance
structure for protecting the match-investments of insiders in these as-
sets. Legal rules provide the default settings through which central-
ized management operate and prohibit non-pro-rata distributions (a
combination of ex ante rules and the ex post duty of loyalty), which
pushes controlling shareholders to maximize the value of the firm.

Having established an “incentive compatible” legal form within
which governance is primarily by NLERS, the law must be careful not
‘to undermine NLERS governance by midstream interference. Here,
the duty of care and the business judgment rule are critical. The
‘business judgment rule acts as a jurisdictional rule that facilitates a self
.governing NLERS relationship by preventing parties from turning to
third-party adjudicators. As such, it plays a role very similar to the role
‘of the employment-atwill doctrine in employment law and for the
same reasons. 'The duty of care, despite looking like a typical legally
“enforceable standard of care, actually is best understood as an NLERS,
with the business judgment rule assuring that enforcement is almost
entirely nonlegal. This analysis explains why whole categories of cases
“are not brought (such as duty of care cases in response to disastrous
mergers or investments), and why liability for directorial malpractice
is so much less common than liability for other forms of professional

“malpractice, such as legal or medical. The principal situations in
“which the business judgment rule does not apply are situations in
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which NLERS governance breaks down, generally because of last pe-
riod temptations to defect. Finally, it helps explain the very late ap-
pearance of the duty of care in Delaware law and the doctrinal ten-
sions that continue to plague¢ it.

In 2 sense, thic Article is as much about what we do not see in cor-
porate law as it is about what we see. That is, we are frying to under-
stand both the cases that are brought and those that are not. This
point is vital, as corporate lawyers are not primarily litigators. In many
areas in which corporate law plays a central role, as in dealmaking,
litigation takes a back seat and the number of important cases is small.
That latter category—the “dark matter” of corporate law, the dogs that
don’t bark—is at least as important as the former. Why is this the
case? Qur theory of the firm offers an explanation.

I. THEORIES OF THE FIRM AND THE PROBLEMS THAT MUST BE SOLVED

What is the relation between the “theory of the firm” and corpo-
rate law? Oddly enough, despite years of corporate law scholarship
that relies on the “theory of the firm,” the question is not often asked.
In the “corporation as contract” literature of ten years ago, Jensen and
Meckling’s agency cost analysis, elaborated in Theory of the Firm:
Managerial Behavior, Agency Costs and Ouwnership Structure, played an
important role. This role, however, was somewhat peculiar and sec-
ondary. It was as if everyone already knew (from Berle and Means)
that the master problem of corporate law was agency costs, and along
came an economic model and 2 vocabulary to elaborate that view.
Even better, the model had some wonderfully provocative implica-
tions. Because we all already knew that corporate law was about
minimizing agency costs, the model could be assimilated quickly.

In retrospect, two things are odd about this. First, as we discuss in
more detail below, Jensen and Meckling, despite the title, did not
really offer a fullfledged theory of the firm. Rather, they offered a
theory of agency costs within firms, an important move that breathed
life into the inert manager of the neoclassical model. In so doing,
Jensen and Meckling dealt only with the agency relationship between
the original owner/manager of the corporation and those to whom
she sold equity (described as residual claims on the assets and cash
flow of the organization) or debt. Nevertheless, they clearly under-
stood these contracts as fitting into a broader nexus that included

® Michael C. Jensen & William H. Meckling, Theory of the Firm: Managerial Behavior,
Agency Costs and Oumership Structure, 3 J. FIN. ECON. 305 (1976).
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suppliers, customers, et cetera. Jensen and Meckling used the phrase
“nexus of contracts” to mean that a corporation’s status as an entity
had no economic meaning and that the corporation was, in their
framework, nothing more than the contracts negotiated by the
owner/manager.’

Second, the use made of Jensen and Meckling’s analysis by legal
scholars did not follow at least one common form of law and economn-
ics arbitrage. Often, in law and economics, one identifies the “best”
economic theory of a phenomenon and then asks how it advances our
understanding of the law. In the case of Jensen and Meckling, it
seems that an article that primarily focused on explicating the agency
relationships within firms was taken by many legal scholars to be, it-
self, the best available theory of the firm. The nexus of contracts
metaphor was adopted as corporate law’s prevailing theory of the
firm. Others, while perhaps acknowledging that the nexus was an in-
complete theory of the firm, viewed it as a sufficient, partial theory be-
cause it addressed those aspects.of the firm that were taken to be the
(sole) topic of corporate law, namely the financial contract or rela-
tionship between shareholders and managers.
~ Thus, in rereading the definitive 1989 symposium in the Columbia
Law Review on Contractual Freedom in Corporate Law, one finds a curious
disconnect between the “law and economics” analyses and Oliver
Hart’s An Economist’s Perspective on the Theory of the Firm." Legal scholars
traded sharp words over the implications of the “nexus of contracting
model” and over whether it provided an accurate description of the
legal entity, the corporation. Meanwhile, the visiting economist,
Oliver Hart, summarized his emerging synthesis of transaction cost
and property rights theories of the firm, a synthesis in which Jensen
and Meckling’s agency cost analysis figures importantly, but in which
the “nexus of contracting” model of the firm is dismissed as seriously
incomplete. Hart's contribution to the symposium was largely ig-
nored by the other participants.

What if, instead, one takes the theory of the firm as analytically
prior? Suppose that one puts aside the assumption that corporate law
is only about minimizing agency costs. If one does this, one looks to
the theories of the firm to identify a set of problems that must be

" Ser id. at 310 (*[M]ost organizations are simply legal fictions which serve as a
nexus for a set of contracting relationships among legal individuals. .. .").

7 Symposium, Contractual Freedom in Corporate Law, 89 COLUM. L. REV. 1395 (1989);
Oliver Hart, An Economist’s Perspective on the Theory of the Firm, 89 COLUM. L. REV. 1757
(1989).
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solved if firms are to exist and thrive. Having identified a set of prob-
lems, the theory or theories of the firm then provide a way of asking
what corporate law is about, without assuming that we already know.
In particular, it allows us to inquire into corporate law’s role in help-
ing the participants in the firm solve the key problems identified by
the theory of the firm. 7

Our claim in this Article is not that agency costs do not matter in
the firm, nor that corporate law does not address agency costs. Nei-
ther statement would be true. Rather, we argue, agency costs are not
the only thing that matters in corporate law and, standing alone, are
either unable to expiain major areas of corporate law jurisprudence
or are even misleading. Unless one places agency costs within an op-
erational context, one will find all sorts of surprising absences and
“failures” in corporate law. Agency cost analysis, alone, does not pro-
vide a framework within which Delaware courts can be understood as
acting in an intelligent and principled way. Our claim in this Article is
that the emerging theories of the firm, of which agency cost analysis
forms a part (but only a part), are a more promising starting point
and do a better job.

In the last fifteen years or so, there has been a flowering of eco-
nomic analysis of the firm. Many of these efforts share a common
preoccupation with endemic incompleteness of contracting and the
resulting importance of “governance.” While the various analyses dif-
fer, both in detail as well as in core claims about what explains the ex-
istence and boundaries of firms, they share enough fundamental as-
sumptions to provide a useful basis for exploring corporate law’s role
in the firm. In this Part, to provide a concrete example of these theo-
ries, we focus on the transaction cost theories of the firm associated
with Oliver Williamson and his co-authors and the property rights
theory of the firm associated with Oliver Hart and his co-authors.

A. A Standard View

Corporate governance has traditionally focused on the transac-
tions between the executive officers, the board of directors, the share-
holders, and the creditors. Issues involving the executive officers of
the corporation and their management activities, while important,
arise through the narrow lens that focuses on the agency relationship
between them and the board—that is, the degree to which the inter- .
ests of the managers are aligned with those of the shareholders. Top-
ics involving the operating management of the company have been set
outside the scope of corporate governance and of corporate law
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scholarship and teaching. This matches the standard casebook state-
ment, that the corporate form is characterized by four characteristics:
limited liability, free wansferability, legal personality, and centralized
management. This ordering matches the relative attention paid to
¢ach, with the greatest focus on the two initial features that describe
the sharehoiders’ investment in ithe firm. The discussion of centrai-
ized management, when it does arise, is an agency story that places
shareholders on the outside attempting to control their agents.”

This particularly narrow focus of corporate governance owes
much to several factors. First, it reflects the enduring influence of
Berle and Means, For nearly seventy years, corporate law has been de-
fined by the “problem” of the separation of ownership and control.

Second, the paradigmatic corporation of corporate law is the pub-
licly traded company with dispersed shareholders and, to a lesser ex-
tent, dispersed creditors. Shareholders invest in a diversified portfolio
and, with little invested in any single corporation, do not take an ac-
tive interest in or acquire knowledge of the operations of any of the
companies. This is in contrast to the more intense relationship be-
tween the company and its employees, suppliers, customers, or even
creditors. With ease of stock transferability, shareholders also have a
lower cost to terminating their relationship with the company.

This has paved the way toward the current prevailing view of the
corporation as 2 “nexus of contracts,” with the contracts or agree-
ments between the board of directors and the shareholders and credi-
tors as the nodes of particular interest to corporate law. The many
other nodes of the nexus fall into other categories: employment law,
e¢nvironmental law, and commercial law.

These influences are reinforcing: if shareholders have the least
knowledge of the company and the lowest cost of exit, viewing their
“contract” with the firm as just one of many has intuitive appeal. At
the same time, the fact that shareholders are the “owners” of the cor-
poration would seem to conflict with a description that minimizes
their involvement. The answer, in the nexus of contracts approach, is
that shareholders are owners in the sense that they are the residual
claimants with the associated right to vote on extraordinary matters
like the sale of the company.’

" Examples of this ordering include WILLIAM L. CARY & MELVIN ARON EISENBERG,
CANES AND MATERIALS ON CORPORATIONS 4-23 {7th ed. 1995), and ROBERT CHARLES
CL\RK, CORPORYTE Law 11720 (1986).

" SeFRANK H. EASTERBROOK & DANIEL R, FISCHEL, THE ECONOMIC STRUCTURE OF
COR'ORATE LAW 63-89 (1991) (examining the voting rights of shareholders).



1628 UNIVERSITY OF PENNSYLVANIA LAW REVIEW [Vol. 149: 1619

B. Limitations of the Nexus of Contracting Model

In its time, a central contribution of the nexus approach was to
place the corporation into the grand scheme of equilibrating mar-
kets." The firm, as an organization, could be viewed as a collection of
the GuMSIoUs agICeenis, Unaers@nuITgs, and arrangements aimong
its members and between its members and its suppliers, customers,
and others who interacted with it. Each of these was labeled as a con-
tract as a matter of terminology. The “contracts” were assumed to be
proﬁt or utlity maximizing for the individuals involved. The firm en-

ters this picture as a coordinating organization. It would be wasteful
for each of the employees, customers, suppliers, et cetera, to negotiate
their own separate contracts. The firm, as an organization, provided
the solution. Instead of numerous separate contracts, each actor ne-
gotiated a single contract with a firm that would then negotiate con-
tracts with the other relevant firms or individuals, thereby saving on
transaction costs. As a legal construct, the firm could be a partner-
ship, corporation, or any of the various legal forms of organizations.
In this general form, the relationships between r.he firm and its vari-
ous counterparties are defined by their contracts.”

As a continuing theory, the nexus of contracts serves as a powerful
metaphor, focusing on the voluntary nature of the firm. As a positive
statement, it describes statutes that regulate organizations as primarily
énabling rather than mandatory, with individual terms serving as de-
faults which, while designed to meet the needs of most drafters, can
be overwritten when they do not.

But as a motivating theory for corporate law or for business asso-
ciations in general, a weakness of the nexus of contracts approach is
that the firm as an operating unit appears to be without a core and
without “insiders,” as the term is normally understood.” In the Jensen
and Meckling article, as noted above, the only insider is the original
manager/owner, who begins with 100% ownership and no debt, then
sells equity and debt to others, and thereafter manages the firm as the
agent of the shareholders. Because the nexus view defines the various
constituencies by their contractual rights, the firm is merely the total

Seejensen & Meckling, supra note 5; see also Hart, supra note 7.

! Sec EASTERBROOK & FISCHEL, supra note 9, at 1-39 (discussing the corporate
conu-act theory).

? It is as if one took as the paradigm case those firms that hold themselves out as
being nothing more than a nexus of contracts, namely general contractors whose only
raison d’&tre is riding herd on subcontractors. This is 2 misleading way of thinking
about firms in general,



