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Abstract

In recent years, hybrid, unincorporated, busineani$ that combine
the best of partnership and corporate law, havacitd a great deal of
attention from policymakers and entrepreneurs. dddehe increase in
interest is both wide and deep. During the last terades, the
expansion of activity in this area in the Unitecat86 (US) has been
substantial. In the US, the rapid increase in kahitiability partnership
(LLP) and limited liability company (LLC) busineserms has grown
much faster than anticipated.

As the influence of ‘legal transplants’ from theitéd States is felt
more and more in company law reform projects iflirope and Asia,
it might be expected that non-US jurisdictions vallentually display
similar patterns of legal evolution as we currerdbe in the United
States. For instance, the last decade has witnéissaibe of new legal
entities and US transplants in countries that sepreboth common law
and civil law traditions.

Similarly, a Limited Liability Partnerships Act 2B0inspired by the
Delaware LLP, came into effect on 11 April 2005Smgapore. The
Company Legislation and Regulatory Framework Conemi{CLRFC)
spurred the introduction of an LLP in Singaporeoider to expand the
governance options to be considered by small andiumesized
businesses, professionals and investment fundsortengly, Japan,
which has a tradition to follow Germany’'s compayv|model, has
recently been inspired by the success of legalviation in the United
States and the United Kingdom, resulting in theohiced two new
legal forms: the LLP (Yugensekinin-jigyo-kumiai) carLLC (Godo-
kaisha). These hybrid entities, which are intenttecupply Japanese
firms with more contractual flexibility, are arguglmore suitable for
firms involved in multinational joint ventures irhg human capital
intensive and financial services sectors.

As politicians and business groups across Asiacetin the changes
in Japanese company law, which are seen as offenggnizational
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advantages to firms in knowledge intensive indastand for start-ups,
lawmakers in other Asian competitive countries hsas India, Malaysia,
and China, are already sequencing reforms that lgdld to the
introduction of the LLP. To the extent that Indfay example, is a
latecomer in adopting LLP legislation, the delagres to have provided
opportunities for lawmakers to learn from the triethd tested
experiences in other jurisdictions.

The reform is seen as desirable, moreover, amithedp induce the
introduction of more business start-ups. Similajuarents are used to
the same effect by the Chinese Standing Commitfetheo National
People’s Congress, which already adopted majosians to China’'s
company law on 27 October 2005, including the ihiction of one-
person companies, lower capital requirements, irgganformation and
minority protection rights and other corporate goamce techniques.
This laid the basis for China’s top legislatureofmen the discussion, in
April 2006, on introducing LLPs in order to stimtdaventure capital
investment and create a level-playing field to litate a competitive
advantage for Chinese professional firms that mesirgly operate in the
global market. Importantly, the type of reformsgmeed in Asia point to
significant inherent benefits in terms of increafiesibility for the firms
that adopt new hybrid legal forms. As they are pheavailable and
combine the best of the partnership and corporatédwthese flexible
legal forms contain features that make them betiged to professional
firms, start-ups, small family firms, and financfahds.

This paper argues that devising new and separatpaiy law forms
is more efficient as they offer distinct sets ofemuand norms for
businesses. Indeed, a separate set of legal amange has substantial
contracting benefits for the firm’s participants ljlowing them to
define their expectations ex ante — less hindese@xisting doctrines
and traditions — and, hence, assist judiciariesdlving governance
problems and other conflicts ex post. This papavides empirical
evidence for the popularity and effectiveness ot tegal products in the
United States, Asia, but also Europe.

JEL classification: G38, K22
Keywords: legal vehicles, legal system, start-usovation
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New Business Law and Innovation

Joseph A. McCahery & Erik P.M. Vermeulen ™

1. INTRODUCTION

Ideally new company law vehicles are the resulegfslative processes that
are initiated for the most part to create mechasistesigned to reduce
agency costs and satisfy the contracting inteddtsisiness parties, such as
investors, firm founders and joint venture partn@maakman, et al. 2004).
The voluminous literature on law and society expatihat lawmakers are
public regarding actors who will identify which ed are efficient across
different firms and time, and replace inefficientles accordingly. Thus
conceived, the ideal and actual function of lawmgkis to attempt to
increase social welfare by correcting market faur Lawmakers
supposedly regulate company forms in the publierést:

" University of Amsterdam Faculty of Economics ancb&ometrics and Professor of
International Business Law, Tilburg University Fagubf Law, Research Associate
ECGI (Brussels).

™ Tilburg University Faculty of Law, Fellow CenterrfE@ompany Law and Tilburg Law

and Economics Center, Philips International B.V.

! This view corresponds to the ‘public interest tlyaoFhe public interest paradigm of
lawmaking emphasizes the government’s role in cogemarket imperfections such as
monopoly pricing and pollution (J-J. Laffont andTdrole, A Theory of Incentives in

Procurement and Regulatip@ambridge: The MIT Press (1993), at 475).
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Criticism of this public interest theory of lawmali has largely focused on
two shortcomings. First, legislation is not prinhathe result of efficiency

considerations. Second, despite similar externalrkeba pressures,
differences in company law forms continue to pérdiven though there
have been recent instances of formal legal conmesgecurrent lawmaking
procedures and pre-existing conditions tend to Idle& evolution of

company law structures into a particular path,gbgmaintaining diversity
between individual jurisdictiorfs.

At the other end of the spectrum is the view tlmahpetitive pressures
induce lawmakers to adopt the company law rulesdtevalue-increasing.
Under these circumstances, lawmakers, eager tegieaestors and other
businesses parties, identify practices seen asneimggfirms’ economic
performance, will introduce company law reformst thave the potential to
be more cost-effective, and suitably adapted tmdirchanging business
needs. Firms and their internal participants assved as consumers in a
market for company law, in which lawmakers seeklésign a predictable
legal product that reduces firms’ costs (Romanad3}.99

Consequently, as national boundaries are of dahing significance,
the cross-fertilization of legal concepts is not mmich a choice as a
necessity. In many countries there is a revivaintdrest in company law
reform projects and the introduction of new hybgiolvernance structures
that presumptively could lead to formal convergere® reform projects

2 Gilson (2001) distinguishes between functionalvesgence (when existing institutions
are flexible enough to respond to the demands afighd circumstances without altering
institutions’ formal characteristics) and formaheergence resulting in legislative action
necessary to alter the existing institutions (seé. Railson, ‘Globalizing Corporate
Governance: Convergence of Form or Functidmerican Journal of Comparative Law
49 (2001), 329-358).
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spread around the world through a combination dfight borrowing and
more subtle imitation. Due largely to the worldwidevelopment of the
Internet, it is relatively easy for lawmakers t&eanotice of foreign legal
business forms that have already been tried atedt@sa legal system with
similar business, social and political dimensiotiswe take this a step
further, the drive towards new company law at alkibess levels could
eventually lead to more efficiency, as countriespdules and institutions
representing the best possible outcome. This thisdmased on the premise
that unless a country’s lawmakers consider foré@gislative approaches
and solutions, the domestic economy will fall behits competitors.

Indeed, as the influence of ‘legal transplantsirirthe United States is
felt more and more in company law reform projectsboth Europe and
Asia, it might be expected that non-US jurisdictianill eventually display
similar patterns of legal evolution as we currersie in the United States.
For instance, the last decade has witnessed thefrisew legal entities and
US transplants in countries that represent bothnoomlaw and civil law
traditions. In the United Kingdom, the promulgatwinthe Limited Liability
Partnership (LLP) was prompted by competition frafifishore LLP statutes,
particularly that of Jersey where Price Waterhoasd Ernst & Young
promoted the new legislation based on a similar éaacted in State of
Delaware. The Department of Trade and Industry [D@hich was directly
involved in the introduction of the LLP in the Umit Kingdom, did not,
however, just adopt the US LLP—which simply addeel limited liability
feature to its general partnership law provisiafiimately, the DTI created
a stand-alone, hybrid company form that is situdtetiveen a partnership
and a corporation.

Similarly, a Limited Liability Partnerships Act @8, inspired by the
Delaware LLP, came into effect on 11 April 2005 $ingapore. The
Company Legislation and Regulatory Framework Conemit(CLRFC)
spurred the introduction of an LLP in Singaporeonder to expand the
governance options to be considered by small ardiumesized businesses,
professionals and investment funds. Importantlypafia which has a
tradition to follow Germany’s company law model,sheecently been
inspired by the success of legal innovation in thdted States and the
United Kingdom, resulting in the introduced two nkgal forms: the LLP
(Yugensekinin-jigyo-kumipand LLC Godo-kaishi These hybrid entities,
which are intended to supply Japanese firms withremoontractual
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flexibility, are arguably more suitable for firmaviolved in multinational
joint ventures in the human capital intensive andrfcial services sectors.
As politicians and business groups across Aslaatedn the changes in
Japanese company law, which are seen as offeriganizational
advantages to firms in knowledge intensive indastriawmakers in other
Asian competitive countries, such as India and &hiare already
sequencing reforms that will lead to the introdoctiof the LLP. To the
extent that India, for example, is a latecomer doming LLP legislation,
the delay seems to have provided opportunitietaiwmakers to learn from
the tried and tested experiences in other jurigdist Effort to improve on
the LLP structure, based on learning outcomesharotountries, may well
benefit Indian professional firms, who are increghi involved in
international transactions, by giving them a bussri®rm that is adaptive to
their competitive and litigious environment. Théoren is seen as desirable,
moreover, as it can help induce the introductiomofe business start-ups.
Similar arguments are used to the same effect byCGhinese Standing
Committee of the National People’s Congress, whickady adopted major
revisions to China’'s company law on 27 October 20@%luding the
introduction of one-person companies, lower capitabuirements,
improved information rights and other corporate efoance techniques.
This laid the basis for China’s top legislaturepen the discussion, in April
2006, on introducing LLPs in order to stimulate tvea capital investment
and create a level-playing field to facilitate ampeetitive advantage for
Chinese professional firms that increasingly omeiatthe global market.
Importantly, the type of reforms proposed in Asiainp to significant

3 For limited liability companies, the minimum caglithas been decreased from RMB
100,000 to RMB 30,000 (approx. US$ 3,750). A onespercompany could be set up
with a minimum capital of approx. US$ 12,500.
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inherent benefits in terms of increased flexibilfor the firms that adopt
new hybrid legal forms. As they are cheaply avéddand combine the best
of the partnership and corporate world, these lilexlegal forms contain
features that make them better suited to profeabkiinms, start-ups, small
family firms, and financial funds.

These developments suggest that there may bdicigmibenefits for
businesses and investors in jurisdiction that naakalable more productive
business forms. Why do we not see a proliferatibnesv hybrid business
forms in continental Europe? After all, the Eurape@ourt of Justice
decisions in theCentros Uberseeringand Inspire Artonly recently set in
train the basis for the cross-border movement ofiadtrative headquarters
and the migration of new firms to more favourahlasdictions. The ECJ
case law has improved corporate mobility dramdticad a large number of
continental European privately held firms have b&gffuenced, by the
absence of minimum capital requirements, to inc@@in the UK as
limited companies We have to keep in mind, however, that those jean
firms incorporating in the UK are mostly ‘roundgpiers’, which means that
a large percentage of businesses in continentalpgeéucould benefit directly
from the development of more efficient hybrid daest in their own
jurisdiction. But, they need a coalition of groups crack open the
policymaking agenda and induce national legislatue introduce new
limited liability vehicles. These reasons may bewgh to explain that the
impact of the ECJ’s decisions has only led to gatghp initiatives in most
Member States, influencing some legislatures toniehte or reduce
minimum capital for private companies. As a consege, the demand for
upgraded company law unhindered by capital maimemaequirements is

4 M. Becht, C. Mayer and H. WagneEorporate mobility, entrepreneurship, financial
regulation, regulatory competitigfeCGI - Law Working Paper No. 70/2006.
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relatively high across the European Union, while thtroduction of new
hybrid business forms is mainly viewed as unnecgssasince they
contribute to increased costs attributed mainlytramsition issues and
enhanced choice (Freedman 1999).

As we will see in section 3 of this paper, there #ree main
implications for a theory of legal evolution thagrsficantly shape the
landscape of and influence the debate on compamydéorms. First, the
predominance of particular legal elites or tradition the field of company
law restricts the evolution of the law rather tiearmancing its development.
Second, the standardization of legal business faongers large increasing
returns benefits to the users and their legal adsjsarguably limiting the
development of modern innovative business formsstNegal advisers tend
to rely on standard legal rules, which reduce castsmost parties are
familiar with them, irrespective of the cumbersoamel inefficient nature of
many of the standard statutory provisions. Proptmen traditional rules
argue that, even if a firm has additional incergit@ use an innovative legal
form, they are generally unlikely to select the igkd) despite its potential,
due to the lack of certainty about its legal prmris. Third, start-up and
smaller firms have considerable financial and oizgiional constraints that
do not allow them to influence the legislature dojgt business form statutes
that match their needs. Even if the existing mefnlbusiness forms imposes
considerable costs on firms which are requiredtteeecomply with highly
formalistic and technical regulations or contraciumd obsolete provisions,
these firms are usually not able to run up agaihst presence of

5 Clark (1989) distinguishes among three approaahémwmaking: (1) contractual rule
making, (2) elite rule making, and (3) traditionale making (see R.C. Clark, ‘Contracts,
Elites, and Traditions in the Making of Corporatent,aColumbia Law Reviev89,
(1989)).
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concentrated interest groups defending #tatus quo.Hence, even if
incentives to overhaul company law are clearly gmésthe reform process
is belated by sources of path dependence thatiinthib evolution of
innovative legal business forms.

Nevertheless, if we compare and weigh up the ctimpénterests on
the supply and demand sides of legislation, we apredict with certitude
the effects of path dependence on legal changepiartacular jurisdiction.
The outcome will depend largely on the effect thath interest has on the
evolutionary process. If certain pressures argregent in a jurisdiction, or
are mitigated by unspecified reactions and forg¢ks, influence of path
dependence factors on business forms is likely éocbmmensurately
weaker. The application of the idea of path deperceléo law shows that
legal institutions evolve along a historical patidacan therefore become
locked-in and resistant to change. In turn, thitexibility often leads to
inefficiencies, as legal rules fail to respond twamges in the underlying
social and economic conditions.

That is not to say that new hybrid business fopnavide efficient and
all-encompassing governance frameworks and sokjtioat they arguably
can play a pivotal role in transaction planning aotperative bargaining
among business participants. Opponents to new lEyals attempt to
frustrate and ridicule the need of new company l@we common view is
that a firm can tinker with the existing legal frework by simply adjusting
the statutory provisions or combining existing lefgams to a structure that
is responsive to its needs. The balance of evidenggests, however, that
substantially modifying the company law statuteglnes significant costs
(e.g., increased information costs and uncertaimligtortions in the
signalling function of business forms, decreasedhepence of terms,
erroneous gap-filling by courts and other negatipdl-over effects) that
outweigh possible benefits. In this paper, we shwmw new separate
business statutes are or should be more efficienproviding firms, at
different levels, with a legal structure that does impose burdens or create
distortions and, hence, would have significant ealstantages.

This chapter provides an analytic framework fog ttevelopment of
new legal forms for closely held professional amgibess firms. Thus, we
interpret how differences in legal forms may peraizoss jurisdictions, and
offer some predictions on the evolution of new Idgams. In interpreting
the process by which business forms have evolvddrsthis paper seeks to
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identify the parties that help to set the agendattie reform of company
law, and which considerations have been instrurhentatimulating the
recent instigation of new law reform strategies.ohder to clear up the
common misconception that the law evolves towaftisiency, this paper
applies concepts of comparative law, economicsatitiqal science to legal
evolution of closely held forms.

The next section begins by examining the contedctioeory of the
firm. The contractual theory gives important inggymto the legal structure
of business organizations. Not only does this agghtchas the capacity to
point to common problems that arise in this enviment, but it also
emphasizes the key function of law in defining gfewernance structure of
the firm, supplying important contractual proviss@x ante and supporting
the enforcement of implicit contracts and intereadi normsex post From
this perspective, statutory and judicial companyw lahould offer
standardized, contractual, products that help mn@wize on transaction
costs, such as drafting, information and enforcénuasts, and to limit
opportunism and fill gaps in the business contexbther words, efficient
company law offers models that cover the relatigpgeshbetween the
business participants inside the firm and the ssr&tion of the firm in its
dealings with outside participants, such as creslitGompany law statutes
act thus as a set of ‘off-the-rack’ terms upon wHicisiness participants can
fall back when establishing the distribution antb@dtion of powers and
responsibilities for varying levels of control andmmitment (Easterbrook
and Fischel 1991). Finally, the theoretical and ieicgd contributions to the
literature on incomplete contracts emphasizesgtatiding a set of default
rules that deal with every possible contingencg somplex and uncertain
process. Building on this literature, economic tieo of the firm suggest
that, besides the statutory and judicial defaulesuthe incentive and
ownership structure of company law forms and theraction between
explicit and implicit contracts help the partiedanstitutions involved in
filling the inherent gaps in the relationship, gy preventing possible
conflicts.

Although the function of company law as a meamsrfoentive design
and transaction planning appears to be underratedalvmakers and
academics (Friedman 2004), the introduction of hgbrid business forms
indicates that contractual rule-making sometimesvaits over so-called
elite and traditional rule-making (Clark 1989).that case, section 3 argues
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that the path dependence story does not necessargly that legal
innovations are inherently inefficient. We arguettidevising new and
seperate company law forms is more efficient ag tiféer distinct sets of
rules and norms for businesses. Indeed, a seswat# legal arrangements
has substantial contracting benefits for the firésticipants by allowing
them to define their expectatiorsx ante—less hindered by existing
doctrines and traditions—and, hence, assist judisa in solving
governance problems and other confliets post As a matter of fact,
practicing lawyers and business advisors appe#&etaiilling to embrace
new company law convinced that from both a tax lmsiness perspective
hybrid business forms obtain the most efficienultesSection 4 provides
empirical evidence for the popularity and effeatiges of new legal
products in the United States, Europe and Asigedins that the selection of
legal entities requires balancing limited liabiljpyotection against, on the
one hand, tax benefits and, on the other hand,raxiotl freedom to
organize and structure the firm. Empirical resedroim the United States
confirms the importance of forms that combine laditliability with
partnership-type taxation and flexibility. The ratelevelopments in Asia
suggest that lawmakers and academics cannot affareimain in denial of
the fact that the ‘new company law’ will eventugtisevail over the existing
partnership and corporate forms. Section 5 conslude

2.  COMPANY LAW AS A PRODUCT

It is often said that economic concepts are funadahd¢o the analysis of
company law reform. This approach casts a diffelight on the role and
function of company law than traditional theoriek law and society.

Understanding these concepts, as adapted to conganielps lawmakers
to identify the needs and requirements of the @pehts in business firms,
but also to define the role of the law in offeriag effective governance
structure for business parties to pursue econohjactives. The contractual
theory of the firm, which dominates the thinking efficiency-minded

lawmakers, can assist lawmakers in identifying ¢eatral problems that
business parties encounter, and the role that coyripav plays in helping to
resolve these problems. In a Coasean world withpbdete and perfect
information, and no transaction costs, we do natdn& worry about
company law. The business parties will be abledotract into the most
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efficient governance structure themselves. In thal world, however,
lawmakers could approximate the hypothetical wdrld offering legal
products, in the form of default and possibly maodarules, that minimize
transaction costs and remove impediments to privatering arrangements
between the business parties.

In this section, we explore the extent to whiclriekers are able to
draft comprehensive and self-explanatory legal igioms that stipulate each
party’s rights and obligations in each state oftloeld. We argue that while
the standard terms of company law statutes canlvezsgovernance
problems, companies must often rely on behaviowrds and norms to
resolve contractual incompleteness and other udrperate conflicts.
Consequently, for a variety of reasons, it is sutadithat company law is
intrinsically incomplete. This section shows thafficeency-minded
lawmakers should assist parties in selecting anogpiate set of governance
rules which best suite their business needs bylgagpstandard contractual
forms that develop litigation and case law and ehgrincreasing legal
certainty and enhancing the effectiveness of lafereament.

2.1 Why is Company Law Inherently Incomplete?

Proponents of the contractual theory view compaawy bBs a nexus-of-
contracts. The nexus-of-contracts theory treatsnbas forms as products
that serve as a nexus for a set of relational aotsgramong its participants
(Jensen and Meckling 1976). From this perspecthe,contractual theory
of the firm is arguably an appropriate and socidgirable concept, since it
draws attention to the variety of needs, i.e.,tdgind duties, of participants
involved in different firms (Hart 1995). Nonethedeshe nexus-of-contracts
theory of the firm only partially explains why fiswwequire a particular type
of product. Moreover, the theory's narrowly conegzed assumptions —
i.e., that: 1) the firm is best viewed as a seingentive contracts; 2) the
function of the legal system is to supply rules atahdards that aex ante
efficient; 3) rationally informed firm participantsill bargain themselves
into efficient governance structures; and 4) thhen'8 contracts are self-
enforcing and do not require judicial enforcemente—asuccessfully
challenged.

In general, the complaint against the nexus-otremis theory is not
that relational contracts are irrelevant to undemding the internal
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organization of the firm, but that it is difficutnd costly to writeex ante

complete contracts inside the firm. For one thipgpple intend to act
rationally, but they are simply not able to foreseal describe all future
contingencies in a contract. Economists claim thedple are ‘boundedly
rational’ (Williamson 1985). More importantly, evércontingencies can be
dealt with contractually, information asymmetriesdastrategic bargaining
often prevent efficient and complete contracts fremerging (Bolton and
Dewatripont 2005). In short, relational contradgis aften incomplete due to
the difficulties to 1) foresee some contingencig¢stie®e outset of the
relationship; 2) specify all contingencies in thenttact; 3) monitor the
performance of the other participants; and 4) ex&dne relational contracts.

Viewing the firm as an incomplete contract thusvies a broader
understanding of the legal mechanisms requiredhi®roptimal production
and design of company law and governance framewoaksl, more
significantly, of the importance of having a vayietf frameworks in
general. Incomplete contract theories, which in ynamays build on and
formalize the concepts and ideas of transactiotsaasonomics, attempt to
explain how structuring as a particular type ofmfimelps to prevent
opportunistic behaviour. Indeed, when parties danply write a complete
contract, they specify in full detail what eachtpanust do in each state of
the world and how the surplus should be sharedpractice, bounded
rationality and private information inevitably eihta contractual
incompleteness. Consequently, firm participants heaye to renegotiate the
contract to react to unforeseen contingencies, twhitay lead to an
opportunistic attempt by one of them to obtain mafréhe ex post return on
investment.

In line with the incomplete contract paradigm, empany law
framework could be viewed as a product, i.e., andard set of governance
rules’, that represents different points on thetiooum of types of firms.
This continuum ranges from an organization in whithe owners
themselves retain substantial autonomy to orgdoizatthat involve an
increasing surrender of ‘individual autonomy’ invéarr of reciprocity and
‘firm autonomy’. On the scale of firmness, autonosgems to shift from
relational contracts with self-interested ownersotganizations in which
self-interest becomes more subordinate to the dirmollective interest. It is
argued that organizational arrangements that hawee Mirmness rank
higher in terms of autonomy and, in traditionaldeterms, are more easily
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perceived as entities (Lamoreaux 1998). In thisvyielose corporations
have relatively more firmness than general partrpss In comparison with

general partnerships, close corporations have gawee structures which
are more based on hierarchy than consensus, ‘lodkiin specific assets

and, hence, decrease an individual's ability toagegin opportunistic

behaviour by threatening to break up the businglssionship. At the same
time, however, individuals may have information akdlls to pursue their

personal interest and to compete against the fiwhereas general
partnership law contains provisions prohibiting iidual partners from

competition against the firm. It follows that ledalisiness forms present
different solutions to the failings of the firm as autonomous organization,
and so rate differently on the scale of firmness.

In the second best world of incomplete law (Pistod Xu 2003),
lawmakers do not supply business forms that off@mprehensive and
unambiguous guidance in all future contingenciesg, determine, among
other things, in company law statutes how contv@rdhe firm’'s resources
is allocated, how hierarchy is created within tivenf and which implied
fiduciary terms and principles will assist courtsfilling possible future
gaps in the relational business contract. Company thus acts as a
facilitator, enabling business participants to mtamgards the most optimal
governance equilibrium within a firm. To see tHet, us consider some of
the key features of a corporation, which is themwioice of governance
mechanisms for listed firms: 1) a corporation isegal entity that holds the
firm’s assets; 2) a corporation creates centralimadagement, to which the
shareholders delegate important control rights@ 2)nthe limited liability

% The centralized management feature is not onlgssary to facilitate management's
participation in the firm, but also to attract sipéized and competent managers and,
more importantly, to give them sufficient incentvi® encourage innovation and wealth
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feature allows shareholders, many of whom are Wwealhstrained and risk-
averse, to diversify their risks. These principlasilitate the separation of
ownership and control, thereby reducing agencyscastsociated with the
delegation of control rights. In a typical publicheld corporation the
shareholders are too small and numerous to exettuéseesidual rights of
control. It would be too costly if all of them weiavolved in decision

management. Moreover, the shareholders, who ane intdrested in the

company’s share price, lack the expertise and ctanpg to take part in
decision-making process. As a consequence, thenpplete contracts theory
of the firm recognizes that delegating residualticgrights is necessary to
facilitate management’s participation in the firmdato give management
sufficient incentives to undertake relationshipesfie investments as well
as to fill possible gaps in the corporate contract.

2.2 A Critique of a ‘One-Size-Fits-All' Company Law

As we have seen, the corporation is best viewed particular standard
form contract which offers limited liability, comtiity, transferability of
interests and, most importantly, centralized mameye (Rock and Wachter
2000). Whilst the corporation may provide an effectnexus for implicit
and explicit contracts and market relationshipswbeh shareholders,
managers, creditors and other stakeholders, it dogscorrespondingly,
offer a clear solution for the problems that odoumulti-owner closely held
companies in which the identity of the shareholdisrsa much more
important characteristic due to (1) the relativedynall number of
shareholders, (2) no ready market for the corpaiatek, and (3) substantial
(majority) shareholder participation in managemelirgction and operation

creation.
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of the firm. First, the centralized managementueats poorly tailored to fit
the governance needs of closely held firms. Wheneosghip and control are
typically not completely severed, as is the caghase firms, the delegation
of control rights is not so important and precasias in publicly held
companies. Second, the majority rule and statutmyms of centralized
management, which characterize the corporate foreates an opportunity
to oppress minority shareholders by, among otharg#h appropriating
corporate opportunities and distributing cash amdpgrty to majority
shareholders.Figure 1 depicts some instances in which the majority
shareholder may assume voting control. Even if edf@ders, ostensibly,
have no majority stake in a corporation’s equityaldclass shares and
pyramid structures often serve the purpose of neimgiin control.

Figure 1. Voting control within the firm

Voting control

N

Equivalence of voting Voting rights in excess of]
and cash flow rights cash flow rights
\ 4 \ 4
Founder/ Professional Dual class Pyramid
Family manager but shares structure
manager family founder
control

Source: P Halpern ‘Systematic Perspectives on Corporate efhawice
Systems’ Working Paper University of Toronto (1999)

The fact that we observe numerous multi-ownershipuctures
employing the corporate form suggests that comgdamy rules may, in
general, be trivial in the sense that these firresable to effectively contract
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around and adapt the corporate governance struatitbey deem fit. In
fact, the close corporation accounts for more tl&8 of registered
businesses and 90% of output in OECD countriess iBhiargely due to the
positive externalities that arise as a consequehfiems having selected the
closely held corporation for tax and liability reas. Moreover, the
widespread use of this structure reinforces anah steengthens the use of
this form, arguably excluding the choice for othkbusiness forms.
Nevertheless, the success story of the close aipor in many
jurisdictions could give eloquent testimony to tiect that business
participants often neutralize the law’s detrimemtfi&ct by either relying on
ex postgap-filling by courts or by making contractual astjuentsex ante
(Dixit 2004). Hence, the rules of company law appe®t to matter, since
deviations from statutory provisions are common aftdn predictable in
the event of the corporation being employed by Sirseeking only legal
entity status and limited liability protection.

In this view the corporate form may function effeely and
appropriately in an incomplete contracting settihggal entity status, for
instance, is necessary to define the property sigher which participants
within a firm can contract. In the absence of gnstatus, it would be
practicably impossible to shield the assets offittme from creditors of the
firm's owners. First, the transaction costs of tingf and inserting
provisions in all contracts between the participanside the firm and the
firm creditors on the one hand and their persoraditors on the other will
be prohibitively high. Second, the firm participgnincluding the business
creditors, would face a moral hazard problem, &svtrtually impossible to
assure the business creditors of the existencheohécessary agreements
with the personal creditors (Hansmann and Kraak@@@0)’ The second

" Hansmann and Kraakman (2000) call the separagtneen the firm’'s assets and the
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(and secondary) purpose for choosing the corpdata is the limited
liability feature. Its function is to protect owseby limiting creditors of the
entity to pursue claims on the owners’ individualdaseparate assets.
Limited liability promotes partnerships and interdf cooperation by
limiting monitoring costs, externalizing risk aratflitating the sectorial and
geographical diversification of business projects.

In closely held businesses, however, corporagsnuay be insufficient
to provide an adequate basis to govern relatiohgdss the majority and
minority and the firm itself. Suppose, for examptbat the majority
shareholders take the decision to eliminate cer@ority interests under
the principle of majority rule thereby assuming @bete control and
squeezing out their views and wishes. Although ithig standard corporate
transaction, no doubt many minority shareholdetsy wonsider themselves
partners in the enterprise with equal say and wecimaking powers, will
be unhappily surprised.

Similarly, while most closely held firms are gowed by extra-legal
mechanisms, corporate law rules could be used oppstically
encouraging disputes and litigation when the ruds not match
expectations of investors. Indeed, the weight ohemic evidence seems to
confirm the view that business parties may be l¢athear the transaction
costs of contracting around inadequate statutanpg® Studies from the

personal assets of the participants inside the &ffinmative asset partitioning. They
view affirmative asset partitioning as the coreimiafy characteristic of a legal entity.
That is not to say that there are no other traifmsacbst advantages attached to the use of
the corporate form that is bestowed with legaltgriatus. The entity status strengthens
the firm’s bargaining power vis-a-vis outsiders. @ters and other outsiders can deal
with the firm as a unit rather than with the indiwval members (see H. Hansmann and R.
Kraakman, ‘The Essential Role of Organizational Layéle Law Journall10 (2000)).

8 An empirical survey in the United States found tHatiations from state-supplied
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United States illustrate that even though businpadicipants would
theoretically be better off opting into specifigadlvailable close corporation
rules, in practice these opt-in provisions have lme¢n widely used. The
standardization of the general corporation stawme to network and
learning effects suggested lower legal formatioth @peration costs than the
not yet standardized ‘innovations’ with respectlkose corporations. To be
sure, judges and arbitrators could offer a solutiona puzzling and
disturbing gap in the corporate contract, suchnasasy buyout right for the
dissatisfied partner, if the incomplete contrackesathe minority vulnerable
to opportunistic exploitation by the majority (Cede 1995). However,
judicial gap-filling is not only costly and time-esuming, but may also be
prone to error. Judicial intervention can creategential judicial wild card
that creates costly uncertainty (Mahoney 1998js kubmitted that whilst
intra-firm controversies are often observable ®eRkasperated parties, they
may not be easily verified by a judge or arbitratond even less so when
personal relationships in the family or betweeerfds are involved.As a
consequence, many analysts think the judicial sbleuld be limited, in the
case of contractual incompleteness, to the seteetiforcement of contracts
according to their written terms. Indeed, the diffty in predicting the
judicial outcome explains why relatively few disesitseem to end up in

default settings are uncommon (W.S. HochstetlerMdrid. Svejda, ‘Statutory Needs of
Close Corporations — An Empirical Study: Special Cl@mporation Legislation or
Flexible General Corporation LawJournal of Corporation Lawt0, (1985)).

® O'Neill (1998) illustrates the artificiality of théamily/market dichotomy with a US
case, United States v Chestman, 947 F.2d 551 (2d1€@1), in which the Second
Circuit surprisingly ruled that marriage createafidential business relationship (T.A.
O'Neill, ‘Reasonable Expectations in Families, Busses, and Family Businesses: A
Comment on Rollock’Indiana Law Journal’3, (1998) at 591).
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court™®

In light of the foregoing discussion, the abseatstatutory guidance,
which could be adopteex ante may have a detrimental effect on both the
firm and its participants. As participants in arfitend to react strategically
to rules, the wrong rule could produce significanefficiencies much
greater than the nominal costs of contracting atcamulé®. For instance,
the supply of the inefficient default rule couldvhaa detrimental effect on
relational arrangements in firms that are mainlyegned by extra-legal and
social norms. Even if the parties are completelgware of the default rules
ex anteand start their business on the basis of trust @apltation,
midstream awareness of the legal rules might croutdnterpersonal trust
and replace it with institutional trust in the légsystem. Moreover,
overconfidence, over-optimism and excitement alioeipprospects of a new
business venture prevent participants from engaginigusiness planning
and contemplating methods for addressing futureflice of interest.
Because participants must either trust each othdorgo the deal, they
often avoid tailoring their business arrangemehgrdby intentionally
leaving gaps in their relational contract. Furthere bargaining theory in
law and economics recognizes that even if the aohparties are willing to
accept the challenge of drafting an agreement amuksdction costs are
marginal, information asymmetries and strategicabaiur could prevent

10 Easterbrook and Fischel note that the availabla@oic models of litigation indicate
that the more trouble parties have in predicting lzojudge will decide, the less likely
they are to resolve their differences short ofjéition, even when there are only two
parties (F.H. Easterbrook and D.R. Fisciidgle Economic Structure of Corporate Law
Cambridge: Harvard University Press (1991)).

1], Ayres, ‘Default Rules for Incomplete Contractsi, P. Newman (ed.)The New
Palgrave Dictionary of Economics and the Ladwndon: Macmillan Reference Limited,
vol. 1 (1998).
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them from bargaining their way to the optimal goaerce structur¥.

The upshot is that governmental lawmakers, i.gisletures, should
implement, administer and enforce business fornislipn. There are
several advantages in putting the responsibilitpudginess form design in
governmental hands. In addition to economies oest¢he publicity of the
legislative process reduces the information castspbtential users of the
statutes. Moreover, new networks are arguably rikety to arise around
legislative products. It is, therefore, suggesthdt tthe legislatures and
courts should resolve the high costs of interna external rules not only
by adopting a deregulatory policy towards the lamating to the
governance of closely held business firms, but digointroducing an
alternative legal vehicle between the existing nEmthip and corporate
forms. To take the example of the close corporatioe is inclined to point
to the troublesome nature of ‘over-regulation’ witespect to multi-
ownership arrangements. The corporate form usudthgs not give
unlimited freedom of contract in devising the owsiép and governance
structure of the firm. The mandatory and formalunatof provisions in the
corporate statute could trump the terms set fortthé agreement between
the participants, thereby making the enforceabilitfy the contractual
provisions a cumbersome process.

Central to this view is the claim that relaxing fbrovisions of investor
and creditor protection will provide a clear sebehefits to the participants

121t might be argued that the cost of drafting atouszed agreement is minimal,
because forms for special clauses abound in légand lawyers’ files (D.A. Oesterle,
‘Subcurrents in LLC Statutes: Limiting the Discretiof State Courts to Restructure the
Internal Affairs of Small BusinessUniversity of Colorado Law Reviet6 (1995), at
920). However, the internal participants in margsely held firms seem, nevertheless, to
be reluctant to deviate from statutory defaultsule
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in closely held firms. The goal of regulatory refomust be to balance the
interests of third parties and the benefits to $iroh modifying the statutory
structure of close corporations so as to meetnterdsts of, for instance,
entrepreneurs and joint venturers. To be sure, diienéegislators and
judges have offered several judicial and statutsjutions to meet the
special needs of the variety of closely held firnis/en though the
framework of corporate law is not optimal for thdgpes of firms, courts
have attempted to resolve intra-firm conflicts bjerence to partnership law
principles. However, an acknowledged problem witls approach to the
legal control of closely held firms is the risk ighoring the needs of other
types of firms that operate as close corporatitiris.well known that legal
rules for firms with capital symmetry should diffeom the rules for those
without. For instance, equal rights in managemauatomatic buyout rights
and broad fiduciary duties that govern ‘partnerstipporations’ are not
automatically suitable for start-up corporationzaficed by venture capital
(Rock and Wachter 1999). The deregulatory approactis to increase the
cost of statutory ambiguity, including legal resarlitigation and judicial
system costs (Ramsay 1992). A more efficient reégofaresponse, which
involves determining the appropriate level of regioh, ultimately requires
cost-benefit decisions to ascertain the necessdigypchanges. In pursuing
this goal, lawmakers should, as we have seen, Mgal business forms as
products and focus on designing legislation thaitaios clear and simple
fall-back provisions tailored to the requirementsfions characterized by
multi-ownership. Because participants in these disonmetimes start their
business ventures with a handshake rather thamtianlate agreemenrt a

13 Even billion-dollar joint ventures often operateder a short and simple agreement
(J.D. Lewis, Trusted Partners; How Companies Build Mutual Trustl &din Together
New York: The Free Press (1999)).
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business form statute should ideally supply a $etedault terms that the
majority of parties would have bargained for in asttess world
(Easterbrook and Fischel 1991). By doing so, lanemakot only help to
minimize transaction costs for firms that wish totez into customized
agreements, but also reduce the costs of statatobyguity.

2.3 The Rise of New ‘Company Law’ Products

In the previous subsection, we explored the lindtet of arguments in

support of the one-size-fits-all approach. It isr @ontention that the

problem with this approach stems from the inabiliy a single set of

statutory measures to govern the needs of many typérms. Indeed, the

shift away from the extant partnership and corgofatms as a business
vehicle for closely held firms in jurisdictions thatroduced new company
forms is not surprising. The effect is most obvidnsthe United States
where the relatively simple landscape of company laas changed

dramatically over the last two decades. For ingatitce LLP emerged in
Texas in 1991 to provide ‘peace of mind’ insurafmeinnocent partners.

Thereafter, the LLP spread rapidly from two state4992 to all 50 states
and the District of Columbia by 2001. In the orgiTexan conception of
the LLP, general partners in professional firmsenvaitowed to avoid joint

and several malpractice liabilities. As the LLP lged, most states
expanded the scope of this business form by allpwion-professional

firms to use the statute. In addition, most statgganded the original shield
of limited liability protection beyond malpracticer other torts of their

fellow partners to include all liabilities of tharh, whether based on tort,
contract or other basis.
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The LLC is yet another, and more successful, lggatluction that
combines partnership features with corporate cleniatics. The
introduction of the LLC bundled together limitedability, a flexible
governance structure and preferential tax treatragdt also require less
ongoing paperwork than corporations. Also, it pded an almost total
shield against personal liability without cumbergofarmation and capital
maintenance rules. In 1977, the first modern LL&we was promulgated
in Wyoming at the behest of lawyers and accountantsig as a lobby
group for an oil company wishing to combine limitkability and pass-
through tax treatmerif. Before the Internal Revenue Services (IRS)
generally secured the favourable partnership tamétir this new business
form, Florida was the only other state that enatled legislation, which it
did in 1982 so as to attract foreign investorsfipalarly from South and
Central America. However, the uncertainties wittspext to the tax
treatment of the new business form severely hardpis® rush to conduct
business under this new statute, and consequeidlynat lead to the
expected upsurge of economic activity in Florida. |Ate as 1988, the IRS
clarified the tax treatment of the LLC by issuinguding stating that the
eligibility for partnership tax treatment is condital upon the business
form's corporate features.If the LLC lacked two of the four corporate
characteristics considered by the IRS to be cru@ahtinuity of life,

14 In 1975, lawyers and accountants advising HamiBoothers Oil Company devised
the ‘limited liability company’, resembling the Ramanianlimitadas After a failed
legislative effort in Alaska, they lobbied succedlgffor enactment of the LLC statute in
Wyoming. In 1980 only, the IRS issued a favourabiiegte letter ruling to Hamilton
Brothers Oil Company regarding its Wyoming LLC struetu(R.W. Hamilton,
‘Professional Partnerships in the United Statdsiirnal of Corporation Lav26 (2001)).

5 Revenue ruling 88-76, 1988.
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centralization of management, limited liability afrée transferability of
interests), then the Treasury regulations woulattilee LLC as a partnership
for tax purpose¥ After this ruling, other states jumped on the LLC
bandwagon, slowly and hesitantly at first, but at690, LLC legislation
swept rapidly through the United States, largelgdose of competitive
pressures and domestic interest groups, espetéggl practitioners who
viewed the LLC as better-suited to the needs amkdations of their
clients. LLC provisions have been adopted in allUs jurisdictions by the
close of 1996 (se€able J.

The emergence of and experimentation with the lfa€ed the tax
authorities to explain in more detail the distinotibetween partnership and
corporate tax treatment, which eventually led toesv federal ‘check-the-
box’ tax rule. Under the IRS ‘check-the-box’ regidas, which became
effective on 1 January 1997, ‘unincorporated’ asdmmns are taxed as
partnerships unless they affirmatively elect totleed as corporatiorts.
The ‘check-the-box’ regulations triggered yet adhivave of amendments
of the LLC statutes, thereby encouraging the deraént of corporate-type
LLCs and the adoption of a wide variety of LLC stas. Table 1 for

6 The test for determining entity classification v&&s out in section 301.7701-2 of the
Treasury regulations, known as the ‘Kintner redate’. These regulations had a
profound influence on the development of the ealyC statutes. A so-called
‘bulletproof’ statute was designed so that thetgntiould be treated as a partnership for
federal income tax purposes.

" The partnership taxation — pass through tax treatm is based on the assumption that
a partnership is a mere aggregate of individuaingas who re-distribute profits among
themselves. Consequently, LLC income is treated #&sniére personal income realized
by the members, and is taxed to the members asidundis. In contrast, corporate
income is taxed first to the corporation and latetit is distributed as dividend, to the
shareholders individually.
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example, shows the variety in enactment dates bhadype of fiduciary
duties regime. In terms of fiduciary duties, thbléadistinguishes between:
ULLCA 8409 (Uniform Limited Company Act) which maaiks the duty of
loyalty and care in a member-managed company; URA @niform
Partnership Act), which requires the members toaasch trustee for any
profits derived without the consent of other parsn& Delaware Code 8144
authorizes that the company is bound by the trdiosecentered into by
directors and officers; MBCA 88.30 (Model BusineSsrporation Act)
which provides the standards of duty of faith antydf care for directors;
and RULPA 8107 (Revised Uniform Limited Partnershigt) which does
not bind parties to fiduciary dutiesable 2compares the LLP — as regulated
in RUPA (Revised Uniform Partnership Act) — and the — as it appears
in the Uniform Limited Company Act and the Delawduiienited Liability
Act.
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Table 1: The Development of LLC Legislation, in fiarar fiduciary
duties, in the United States

State Enacted Adopted | ULLCA § | UPA | 8 Del.| MBCA | RULPA §
ULLCA |409 §21 |Code |§8.30 |107 3d
§ 144 Party
Analogy
Alabama 1993 Yes Yes X
Alaska 1994 X X
Arizona 1993 X
Arkansas 1993 X
California 1994 X
Colorado 1990 X
Connecticut 1993 X X
Delaware 1992 X
Florida 1982 X X
Georgia 1994 X
Hawaii 1997 Yes Yes
Idaho 1993 X
Yes, but
Illinois 1994 Most not
exclusive

Indiana 1993 X
lowa 1992 X X
Kansas 1990 X
Kentucky 1994 X
Louisiana 1992 X X X
Maine 1994 X X
Maryland 1992 X
Massachusetts | 1995
Michigan 1993 X X
Minnesota 1993 X X
Mississipi 1994 X X
Missouri 1993 X X
Montana 1993 Yes
Nebraska 1993
Nevada 1993
New 1993 X
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State Enacted Adopted | ULLCA § | UPA | 8 Del.| MBCA | RULPA §
ULLCA |409 §21 |Code |§8.30 |107 3d
§ 144 Party
Analogy
Hampshire
New Jersey 1993 X
New Mexico 1993 X X
New York 1994 X X
North 1993 X X
Carolina
North Dakota |1993 X X
Ohio 1994 X X
Oklahoma 1992 X X
Oregon 1994 X X
Pennsylvania 1995 X
Rhode Island 1992 X X
South Carolina | 1994 Yes Yes
South Dakota 1993 Yes Yes
Tennessee 1994 X X X
Texas 1991 X
Utah 1991
Vermont 1996 Yes Yes
Virginia 1991 X X
Washington 1994 X
West Virginia 1992 Yes Yes
Wisconsin 1999 X
Wyoming 1977
Washington DC| 1994 X

Source: Adapted from www.LLCweb.com and Murdoch 2001 (Limeit
Liability Companies in the Decade of the 1990s).

If we agree that company law is incomplete anevavmakers as just
another producer in the overall economy, the intotidn of the hybrid
business forms appears to be nothing more tharuptathovation based on
the compelling logic of firms seeking easy accesa tange of governance
structures designed to have limited liability poiten, reduce complexity
and limit transaction costs. However, it followsrir the above discussion
that new business forms do not immediately probidginess parties with an
optimal and comprehensive governance structurkadt) the analysis in the
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next section shows that competing legal elites &aditions, incumbent
interest groups, and other path dependence fattoid to significantly
shape the landscape of legal business forms ahgtintle the debate about
the introduction of innovative company law. We witicus on the main
components of the legal production process in otdeshow some of the
deficiencies in new modern business forms in thi#ddrStates, Europe and
Asia. The extent to which some aspects of thee'dlitw making’ and
‘traditional law making’ processes pervade therenfawmaking structure
will be evaluated.

Table 2: Comparison US LLP and US LLC

Characteristic| LLP LLC LLC

(RUPA) (ULLCA) (Delaware LLC)
Legal . Yes Yes Yes
Personality
Management Decentralized

Decentralized

Decentralized (defaul
Centralized (opt-in)

(unless otherwise
provided in the
LLC agreement,
the management is
vested in LLC
)members in
proportion to the
then current
percentage or
other interest of
members in the
profits)

Formation

Informal by
two or more
partners

Public filing of the
articles of organizatio
with the secretary of
state (one or more
members)

In order to form
an LLC, one or
nmore authorized
persons must

execute a
certificate of

formation, which
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Characteristic

LLP
(RUPA)

LLC
(ULLCA)

LLC
(Delaware LLC)

must be filed in
the office of the
Secretary of State

Autonomy of
Articles of
Organization

Partnership:

If operating agreemer
is inconsistent with th
Articles of
Organization: (1) the
operating agreement
controls the internal
affairs, (2) the Articles

t

U

It is the policy to
give maximum
effect to the

relationship | control as to third principle of
governed by | parties who reasonablyreedom of
written and rely on the Articles | contract and to the
oral (the Articles must set| enforceability of
agreements | forth only a limited limited liability
and specific company
information, such as | agreements
the name of the
company and the
address of the initial
designated office)
Notarization
of Articles of| No No No
Incorporation
Fiduciary Duties of
Duties loyalty and Duties of _one_llty and Access 1o in
care. care. Obligation of f .
S ) : ormation and
Obligation of | good faith and fair
. ; records
good faith and| dealing
fair dealing
Financial If no agreement, If no agreement,
Rights Equal sharing| sharing in proportion | profits and losses

(default rules)

to the members’

will be allocated

contribution to capital

on the basis of the
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Characteristic

LLP
(RUPA)

LLC
(ULLCA)

LLC
(Delaware LLC)

agreed value of
the contributions

Transferable
Interests

Generally, no

Yes, restrictions are
imposed by the Act,
securities laws and

Yes, restrictions
are imposed by
the Act, securities
laws and

operating agreement | operating
agreement
e wrerawa | e o
does not Withdrawal does not R
) . . LLC is limited;
automatically | automatically dissolve ~— .
. resignation does
dissolve the |the LLC :
LLP not automatically
dissolve the LLC
Limited
Liability Yes Yes Yes
Financial No need to
Statements | disclose
Members have
records Members have accesp
. access to records.
publicly; to records. No
. No mandatory
partners have | mandatory disclosure| ..
disclosure
access to
records
Taxation !Dass-through Pass-through (‘check; Pass-through
(‘check-the- , . ,
, the-box’) (‘check-the-box’)
box’)
Linkage Linked to
general Some provisions are

partnership
form

similar to RUPA

De-linked
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3. THE PRODUCTION OF COMPANY LAW : THREE REFORM STRATEGIES

This section introduces three lawmaking stratethes are often deployed
by policymakers in company law reform projects. Tih& strategy involves
legislative and political processes that resultairmere updating of the
existing company law statute. It is predicted tiraigeneral, lawmakers are
not likely to engage in innovative rule making, bwill supply only a
superficial ‘upgrade’ in the existing legal produahge. As this strategy is
motivated by concerns to mimic results achievedrdfgprms to business
forms in other competitive jurisdictions, as witeed in continental Europe,
these revisions are not likely to implicate theerasts of the controlling
elites and interest groups. A second strategy,wmg the introduction of a
new business form explicitly linked to the tradit@ company law
framework can lead to genuine change that willéase the overall quality
of law for firms generally. As will be discussetietdifference between the
first and second strategy is that the reforms gi@lthy the latter strategy
may hold out potential costs savings for severdsgs of firms. Finally, the
third strategy is moved by exogenous and intenesifgs pressures with the
effect of the promulgation of a new innovative legitute. It is important
to recognize that jurisdictions can use any contlinaf the above-referred
strategies when considering reforms, and that theay be additional
incentives not mentioned above that motivate lagis# outcomes.

Rather than making a strict distinction betweea different reform
strategies, that could be used to explain the plelfpaths of company law
development, this section argues that reform measumdertaken by
national level governments are best seen in tefrasspectrum of possible
reform paths. It ranges from countries that beltng strong legal tradition
that curb deviations from the existing regime viaumtries with weakly
organized centralized governments and strong azgenpressure groups
that break down the resistance to legislative chatoy competitive and
entrepreneurial jurisdictions that attempt to offierup-to-date legal product
range. On the one end of the spectrum, reformadsifidifficult to make
changes due to the high switching costs and itistital rules and political
mechanisms that effectively define and controlithes on the legislative
reform agenda. On the other side of the spectrheretis the presence of
incentives to innovate and the type of institution®rastructure under
which we can expect pressure groups to have agettiag powers may
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well explain the result of new company forms. Hiations of recent
national company law reforms allow us to see hosvtthjectory of trends
tends to map on to the spectrum of legal reform.

3.1 The First Strategy: ‘Patching-up’ Revisions

The first strategy only leads to legal upgradesiitepthe core of the
company law system untouched. In this part, we deelnderstand the
variations in national legal rules and structutest tare responsible for the
persistence of inefficient company law rules anducstires that
policymakers cannot simply alter. It seems thatittierior outcome could
largely be explained by strong path dependenceoractsuch as the
influence of legal elites and traditions, and tffea of increasing returns on
the lawmaking process. Naturally there are varyohegrees of path
dependence which are reflected in the diversityreafent company law
developments. However, in terms of generalizatstrong path dependence
is a common phenomenon in legal systems that aréndded by legal elites
and traditions bereft of the ‘law-as-a-product’ dimsion. Ironically, if legal
products — like regular products — gain populagtd expand utilization,
increasing returns can magnify the benefits of widifeg the status quo
resulting in a similar evolution pattern. This paeixplains why European
jurisdictions are still loath to overhaul their coamy laws even though the
ECJ, as noted above, has opened the door towamslet for company
law products After a short discussion about whaisea the strong path
dependence, the paper will turn to introduce factbat have proven to be
effective in changing the company law reform path.
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3.2 Elites and Traditions in Company Law

In this part we show how lawmakers traditionallyagl and structure the
company law reform process. It is submitted thagislators, judges,
practitioners, regulatory agencies, professionalupgs and legal scholars
constitute an elite lawmaking group that is respmesfor interpreting,
preserving and developing the law (Watson 1985¢s€Hegal professionals
produce different kinds of texts, such as statujiedicial decisions and
scholarly writings, which one school of comparatlegr academics calls
‘legal formants’ (Sacco 1991; Monateri and Sacc@8)é® The law does not
consist solely of these texts, but should insteadviewed as a series of
formulations that complement each other (Schlesjrageal 1998). Still the
law and its evolution appears more like a battlegtbon which lawmaking
elites compete for hegemony than a system of cheoid balances
(Bourdieu 1987).

What are the factors that tend to reinforce leglds and institutions
that are in place? Generally, there are two fasttnish operate to make law
conservative. First, the lawmaking elite treatsldve as existing in its own
right. In this view, the law is largely autonomoaisd operates in its own
sphere (Kelsen 1967). As one commentator putshi& means of creating
law, the sources of law, come to be regarded agea galmost as something
sacrosanct, and change in these even when thepai@usly deeply flawed
is extremely difficult to achieve’ (Watson 1985gc®nd, the law is justified
in its own terms. Lawmakers, i.e., persons traimelhw and nothing else,
search for the legitimacy of legal change, whictkesathe law typically

18 The theory of legal formants, as suggested by Rodzcco, views the law as a social
activity in which lawmaking elites compete to prdeilegal doctrines.
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backward-looking. To a large extent, this insulaegal evolution from
social and economic change and it therefore dispigerious degree of
path dependence.

To what extent does the evolution of the legaésuhnd institutions
reflect social and economic change? Lawmakers, ggmuinely disagree as
to which rules and institutions are ‘best’ (Bebclard Roe 1999), could be
viewed as legal elites that produce competing légrahants. It is possible
to distinguish between conservative and reform-edhi@gal elites. Because
the law is viewed as autonomous, lawmakers histtlyicemploy two
strategies when entering the competitive arenagdllreform. On the one
hand, conservative lawmakers deploy the existigglldoctrines, principles
and culture to protect th&tatus quaand thwart reform. On the other hand,
reform-minded lawmakers traditionally make refeeete foreign rules and
institutions to propose legal change and to indheecontrolling elite of the
receiving system to believe that the offered madeéts their expectations
(Watson 1974).

If we take this a step further, it could be argtieat the development of
the law takes place mainly by transplantation ghleules. Yet in order to
be effective, a borrowed legal rule or institutionust be understood and
appreciated by the dominant, and usually conseeatawmaking elite.
Indeed, it is submitted that a legal transplantaases its own receptivity
when adaptations to the domestic formal and infbtegal order are made
or the borrower is already familiar with basic legénciples of the donor
jurisdiction (Berkowitz, et al 2001).

It is in the legal actors’ nature to attach coasible importance to
authority in the transplanting process. It is oftary difficult for a law
reformer to ‘sell’ his ideas without the supportsifme kind of authority
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whose expertise is widely recognized by the legainmunity (Sacco
1991)* That authority could be inherent in a foreign leggstem or
institution due to its prestige, common legal tiadi or high accessibility.
Reform-minded lawmakers attempt to convince thetrodimg elite that
borrowing should occur by juxtaposing black-lettesv reports, and
consulting intuition and any available facts to whthe foreign legal
system’s supremacy (Ogus 1998, Fanto 2802yet, the results of
comparative legal studies often lack a clear themle or empirical
explanation of why a particular foreign system wstitution is the most
suitable model, given the needs of the social asah@mic environment.
When legal parochialism is strong and jurisdictiams largely resistant to
transplants (which is often the case where jurigais are convinced of the
effectiveness of their own legal system), reforrmaeid elites adopt a
different strategy. They deny the fact that a maslebrrowed, and use local
authority to bolster their opinion (Mattei 1994i. this view, legal change
could be explained largely by ‘hidden’ transplanthich are a mixture of
foreign and indigenous doctrines and principlesr@ivdatz 1994).

However, it might be argued that if a jurisdictibacomes part of a
common market like the United States or the Eunopdssion, convergence

19 sacco (1991) argues that a legal innovation thasaot originate from an authority is
often viewed as an ‘error’ (R. Sacco, ‘Legal ForrsanA Dynamic Approach to
Comparative Law’American Journal of Comparative Le8® (1991) 1-34; at 400).

2 prestige seems to be the key word. As a consequéniseunlikely that a European
country will imitate an African model, that the Wed States will imitate a Venezuelan
model, that the Scandinavian countries will imitateltalian model, and so forth’ (Sacco
1991, at 399). Fanto (2002) gives an analysis g€lpslogical factors used by reform-
minded lawmakers to make a persuasive case formmefd.A. FantoPersuasion and
Resistance: The Use of Psychology by Anglo-Ameri€oporate Governance
Advocates in FrancaVorking Paper 7 May 2002).
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of important principles of company law is likely bkecome greater, as the
number of firms that not only do business in mér@ntone state, but have
among their members residents of different stateseases. In this context,
national level company law reforms in the EuropEaion (EU) have been
encouraged by changes in European Court of Justise law, which have
encouraged firm mobility for start-ups, giving refeminded lawmakers an
incentive to intensify their efforts to moderniZeeir domestic company
laws? But, as noted earlier, the dominant reform styatefymost national
level policymakers is still influenced by a ‘patahiup’ approach designed
to ensure prevalence of te@atus qugMcCahery and Vermeulen 2005).
For instance, the elimination of the capital mam@ince rules for
private companies appears relatively easy. Thdss,rwhere the content is
less important than their uniformity (Charny 199hgd already been
applied to public corporations and subsequentlyewssrmonized by the
European Commission to reduce costs for third gatiiansacting with the
firm.?* Having served simply as an authoritive focal poiré for legislators
engaged in company law reform, the decision to iakbe the rule for
private companies—in light of the ECJ’s triad adiguments on free mobility
—is hardly surprising as it could be accomplishditheut causing too much
disturbance of existing expectations of the cohtrgland conservative
lawmaking elite. In this view, the array of mandgtimgal capital rules only

2lCase C-212/97 Centros Ltd v Erhvervs- og Selskaledsay [1999] ECR 1-1459; Case
C-208/00 Uberseering BV v Nordic Construction Co Baumgament GmbH; Case C-
167/01 Kamer van Koophandel en Fabrieken voor Arata v Inspire Art Ltd.

22 For the most part, harmonized rules for legal tehpénded to benefit publicly-listed
firms engaged in cross-border transactions (P.uxel&Corporation Law in the United
States and in the E.E.C., Some Comments on the Pr8#emation and the Future
Prospects’Common Market Law Reviehv(1968)).
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seems to benefit several interest groups (Carn@y)19n fact, incumbent
management may have influenced the EU legislamrgupply provisions
that limit dividend payments and share repurchasess to obtain more
leeway to reinvest firm’s profits. Accountants, whlay a pivotal role in the
required valuation, also have a substantial intdreexerting influence on
the legislative outcome.

But also members of the lawmaking elite, suchaasyérs and other
legal practitioners, seem to benefit from guidihgit clients through the
complicated harmonized rules (Enriques and Mac&1 P0rhus, since legal
elites that benefit from the existing legal ruleguably have incentives to
block innovative measures, reform-minded groupscardgronted with the
daunting task of replacing the existing legal rulath new measures and
technique$® Still, it is not surprising that bringing aboutarige can be
more troublesome than merely having to protectititembent interests.
This partly explains the inherent shortcomingshis tegal reform strategy.

3.3 Increasing Returns

This subsection surveys another factor of path miggece that is
responsible for creating barriers that hinder mefoninded lawmakers from
persuading the legislature to adopt effective camgpgaw forms. This factor

2 As discussed, the blocking power of the consergatiwmaking elite differs from

country to country. For instance, the French legise reacted immediately to the
possibility of losing new incorporations to Englabgl reducing the mininum capital
requirement to € 1. On the other hand, the Gerragislature, as we will see, which
experiences a much higher number of businessesgofati the English limited, seems
only to be able to agree on a compromise which tevikee capital requirement from
€25,000 to €10,000.



40 McCahery and Vermeulen

of path dependence, which is generally labelledheeasing returns, can
explain the survival of particular institutions atrdditions that were once
effective in solving serious problems in the busgenvironment, but no
longer provide strong support of lawmakers giveanging economic and
social circumstances.

It is now commonplace that if firms use a par@icubusiness form
more frequently, its value increases, thereby desitng incentives to
introduce legal reform. Increasing returns engenberstandardization of
rules and institutions over time (Kahan and Klaudr896). Standardization,
in turn, accounts for the lock-in to a sub-optinfedmework®® The
increasing returns approach corroborates the hgpwtihat lawmakers are
prone to inertia and inflexibility. The models @éning to the appearance of
increasing returns are often used to explain weywtdespread adoption of
products and technologies that become more valaaikeeir use (or the use
of compatible products) increases could lead tataoptimal outcon@.
When increasing returns are associated with comgeiroducts, inferior
products may prevail over products that are inhbrebetter. More
importantly, they may stand in the way of innovatio

The literature points to the success of the QWEREYboard, VHS
video recorder and DOS operating system over allggesuperior

24 Bebchuk and Roe (1999) state that ‘rules mightdih-gependent because the identity
of the locally efficient legal rule — the rule eféent for a given country — might depend
on the rules and structures that the country hagwdier times.’ (L.A. Bebchuk and M.J.
Roe, ‘A Theory of Path Dependency in Corporate Owriprand GovernanceStanford
Law Reviewb2 (1999) at 155).

2 W.B. Arthur, Increasing Returns and Path Dependence in thex@@my Ann Arbor:
University of Michigan Press, (1994) and ‘IncregsiReturns and the New World of
Business’Harvard Business Reviev2 (1996).
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alternatives (Arthur 1994; Katz and Shapiro 1986Xhree related but
conceptually different mechanisms are responsitde the possible
dominance of increasing returns over inherent bendfl) sunk costs, (2)
learning effects and (3) network effects. The eedult is that if new
adopters of a product or technology are only irstiexak in their own benefits
without any consideration of the effect of theicidéon on other ‘network
users’, the development of new products and tecigied will be impeded,
thereby fostering lock-in to the inferior standard.

Unsurprisingly, law and economics scholars hagerésd that similar
increasing return mechanisms help to explain iaeatid momentum in the
evolution of legal rules and institutions (Klausi@®5; Kahan and Klausner
1996)?” Comparable increasing return effects appear tp alpivotal role,
especially in the field of business forms, whickvee have seen, should be
viewed as legal products traded in a market (Po$882)>® Consider, for

2 These allegedly superior products are the Dvoiaiplified Keyboard (DSK), Sony’s
Beta format and Philips V2000 format for VCRs and AfmlMacintosh system
respectively. But Liebowitz and Margolis (1995); 989 demonstrate that the evidence
for the superiority of a particular product is weakd, hence, the extent of network
effects may be much more limited than is commomsisuaed (see S.J. Liebowitz and
S.E. Margolis, ‘Path Dependence, Lock-In, and HistoJournal of Law, Economics,
and Organizatiorill (1995) and S.J. Liebowitz and S.E. Margolist\iMork Effects and
Externalities’, in P. Newman (edJhe New Palgrave Dictionary of Economics and the
Law, London: Macmillan Reference Limited, vol. 2, (1908

27 But see C.P. Gillette, ‘Lock-In Effects In Law andrss’, Boston University Law
Review78 (1998); Lemley, M.A. and McGowan, D., ‘Legal glications of Network
Economic Effects’California Law RevievB6 (1998); L.E. Ribstein and B.H. Kobayashi,
‘Choice of Form and Network Externalitie§Villiam and Mary Law Review3 (2001).
ZBanoff (2001) gives an overview of the literaturatthses the product metaphor (B.A.
Banoff, Company Governance Under Florida’s New Limited LiapilCompany Act
Florida State University College of Law Public LawdalLegal Theory Working Paper
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example, statutory provisions and cases under coynpews. In most
western jurisdictions, the majority of firms areganized under the
provisions of a corporate statute. Such statutésonly confer substantial
network effects to users of those statutes, buisfinlso expect to obtain
further benefits as new enterprises incorporatdik&rthe fax machine,
which became more valuable as more and more peogkessed ofie the
use of the corporate statute could be valuableparécular firm, regardless
whether other firms have incorporated under theesstiatute. All the same,
widespread use of the corporate form could haveariteffects analogous
to those of the QWERTY keyboard. As more firms adibg corporate
form, networks of legal actors specializing in tparticular business form
(e.g., lawyers and legal scholars) will developerdéby offering legal
services of a higher quality and lower cost. Furtigre, firms may choose
the corporate form to attract and accommodate tox®svho expect firms
to use it°

Learning effects further reinforce the applicatmmincreasing returns
processes to business forms, including legal dwegristatutory provisions

No. 43 (2001)).

2% The value of the fax machine depends heavily emtimber of other users. See, e.g., ,
M.L. Katz and C. Shapiro, ‘Technology Adoption inethPresence of Network
Externalities’ Journal of Political Econom$4 (1986).

30 Klausner (1995: 785-786) argues that where inftionaasymmetries exist and
signalling is costly, marketing network externaitimay exist. Network effects provide a
purely academic explanation for the fact that U§hkech start-ups are structured
predominantly as public corporations, despite tésadvantages. Venture capitalists
would rather avail themselves of the predictablepomte form, for which many
contractual mechanisms have been developed andlasthzred, than rely on new
customized governance and organizational struct(ses M. Klausner, ‘Corporations,
Corporate Law, and Networks of Contractéiginia Law Reviewd1 (1995)).
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and case law (Bratton and McCahery 1985Jhese effects, which come
from the use of the corporate law statute, forainsg, also explain why
most of the parties that originally opted into t@porate form have an
incentive to continue to use the regime. Factoas #rguably add to the
value of the traditional corporate form include iaamce of formulation
errors, ease in drafting relational agreements|ability of case law on the
interpretation of the statute, and the familiatdylegal actors (Clark 1989).
If these benefits are taken into account, newlyfmt businesses are likely
to migrate to the business corporation statutesdbafer these benefits to
the user. This will mean that demand will be higtiiem it otherwise might
be, which in turn will lead to the supply of stardiaed statutory terms,
rather than customized ones that benefit a paaticiitm in a particular
situation. Because standardized terms offer ceytaf@oetz and Scott
1985), when advising their clients about incorporatdecisions, business
lawyers will recommend a standardized term — evenis sub-optimal —
rather than draft a customized term that could lead higher expected
value for a client.

The result of network and learning effects is tt@ttinuous use of the
dominant business form, even if it is not idealljted to some firms, will
reduce the incentives for lawmakers to innovate.irAsther areas of law

8L |f, for instance, case law creates a legal rule fioes beyond the statute, such as
enhanced fiduciary duties for close corporationstaasing returns derive directly from
precedent and the doctrinestére decisis(O.A Hathaway, ‘The Path Dependence of the
Law: The Course and Pattern of Legal Change in a Comlmw System’Jowa Law
Review86 (2001)); E. Rasmussen, ‘Judicial Legitimacy &epeated GameJournal of
Law, Economics, and Organizatidi® (1994); A. Stone Sweet and M. McCoviRgth
Dependence, Precedent, and Judicial Powraper prepared for delivery at the 2001
Annual Meeting of the American Political Science séesiation, San Francisco,
California, 30 August — 2 September 2001.
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reform, the reluctance to diverge from the existirgmework means that
even if new business forms were created, partigghtrbe unwilling to

substitute the standard form for non-standard tetmshort, the benefits
that accrue to a standardized regime may be sifficio outweigh the
benefits that firms could gain by shifting to a newmodernized statute.
Also, because potential first-users of new busirfes®s do not have the
advantage of future network benefits, such new somay only emerge if
the inherent benefits are of paramount importance.

These ‘switching costs, i.e., the costs of switghfrom a standardized
form to a new or innovative business form, contitget another reason for
conservative lawmakers to defend gt@tus quar only engage in patching-
up reforms® The uncertainty about the future benefits of titeoduction of
new legal business forms leads to the persistehdeditional rules and
governance structures, and delays genuine legalvation (Parisi et al
2001)* Like R&D investments into high-tech products aedhnologies,
initial lawmaking costs are partially sunk costs. this respect, legal
intervention is costly, not only due to the reshartegislative and

%2 Research in behavioural psychology has indicated preople in general show a
natural bias toward th&tatus quein that, they have a tendency to prefer to |dhiggs
as they are. Moreover, evidence from laboratoryedrpents shows that people exhibit a
so-called endowment effect: people often demanaifgigntly more to give up an object
than they would be willing to pay to acquire it,eavwhen the transaction costs
associated with reacquiring a similar object areyMew (J. Arlen, ‘The Future of
Behavioral Economic Analysis of Law/anderbilt Law Review1 (1998)).

33 DTI (1999: 64-65) argues that in light of the opjion from special interests,
professional advisers and network externalitiesp@tucing a new statute is of no value
unless it will be widely used (see Department ofdE and Industry, the UK
Consultation Document from the Company Law Review r8igeGroup, Modern
Company Law for a Competitive Economy, The Strat€gamework (1999)).
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publication costs of new law, but also becauseouarilegal actors must
invest substantial amounts in human capital andesiad operation that “fit’

the new rules and institutions. If the new legafjime proves to be
undesirable over time, these costs cannot easilgdmered.

3.4 GmbH Reform: An Example of ‘Patching-up’ Provisons

In the context of company law, the ingredients tobrey path dependence
may involve externalities that lock firms into arfdrior business form and
make it very difficult for the reform-minded to cance the controlling elite
of the merits of offering a new menu of legal besis forms. To explain
this, let us look at the current reform situation Germany to see how
resilient these mechanisms have been in facingluiflenges to reforms
that might have allowed firms more organizationhbice. For example,
despite competitive and interest group pressuresftom the German close
corporation, th&smbH,along the line of the British Ltd., German legisla
have largely resisted taking actions that wouldlehge thestatus quoTo
be sure, proposals have been advanced to refor@rttieHin order to stem
the flow of German firms using the British Limiteigure 3shows that in
the first eight months of 2005 23,496 new GmbHseneErmed against
3,195 Ltds, which counts for fourteen percent & trewly incorporated
firms.

Figure 3: Comparison Newly Incorporated GmbHs veisds
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16.12.2005 — Auswerkungen und Probleme der Privimbited Companies
in Deutschland.

However, economic and political pressures have hailt up
sufficiently to force through German legislativetian that would involve
substantial costs to incumbent groups. For exanipleas been proposed
that changes involving the reduction of minimum itaprequirement
(involving a reduction from EUR 25,000 to EUR Iettransplant of the
British wrongful trading rule** and the option allowing firms to choose a
single layer member-manag&imbH would lead to a more flexible and
lower cost structure and thereby overcoming thén pketpendence forces

34 Thewrongful trading regulatiomrequires directors to monitor the firm’s health aiid
necessary, to take some remedial or preventive uresmghat prevent their firms from
sliding into insolvency.
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which have successfully blocked he introductioraghore market friendly
structure so faf> The German legislature had a two-phased reformii,
first, a compromise proposal should have lowered dapital requirement
from EUR 25,000 to EUR 10,000. Subsequently, a nforedamental
reform should have further adjusted the GmbH lagjh to the social and
economic changes. However, due to the change iergment after the
federal election in September 2005, the proposkmmepath has not seen
the light of day. The point here is that not onlwvé reform groups failed to
overcome the system'’s barriers, but they havefaitd to effectively alter
society’'s perceptions about the need for legistatthange in this field.
Major reforms that involve deviations from the amt rules on the
preservation of the share capital and the notaeald requirement for the
transfer of the shares are unlikely to find suppothe near future. Indeed,
in order to limit the increasing popularity of thmited, a new proposal to
introduce a modernize€&mbH was published on 29 May 2006.The
proposed act -Gesetzes zur Modernisierung des GmbH-Rechts und zur
Bekampfung von Missbrauchen (MoMii&puilt on three main functions of
the GmbH law: (1) The incorporation ofGmbH should be fast, cheap and
simple, (2) the nevembH should offer a transparent shareholder structure,
and (3) creditors should be better protected agdlitit exploitation and
rent seeking strategies of the owners GinabH

% To be sure, the German legislature a professidingted liability partnership.
(Partnerschaftgesellschafth 1995 and updated the legislation in 1998. Howetree
procedures involving the formation and operationtto$ partnership form appear too
costly and cumbersome to economic actors. FornuostathePartnerschaftgesellschaft
ggatute is linked awkwardly to both the civil armhanercial partnership rules.

See
http://www.bmj.bund.deffiles/36cadac97153e8f45cHEHH948656/1236/RefE%20Mo
MiG.pdf
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The reform measures serve to simplify the registmasystem, making
a fast and electronic registration with the Chamife€Commerce possible
for GmbHs The availability of a public shareholders’ listtae Chamber of
Commerce emphasizes the importance of the electregistration as such
an up-to-date list should help prevent the acdaisibf the company from
non-shareholders. It is the intention of the newt Ax consider only
registered persons as shareholders In order to thak@mbHan attractive
export product, the new Act proposes to abolishréwirement that the
registered office of a firm is located in the saomintry as its corporate
seat. Surprisingly, however, the upgraded GmbH @atill require a
minimum capital of €10,000 (s@&able 3. Moreover, as a trade-off for the
reduction of the minimum capital requirement, tbgislature proposes to
increase the managing director's liability in theeet of the firm's
insolvency. It seems that Germany’s lawmaking editeleavours to secure
the popularity of theGmbH by enacting a compromise legislation that
mainly focuses on the relations of shareholders madagers to persons
dealing with theGmbH

Table 3: Legal Characteristics ‘new’ GmbH (Germany)

Characteristic GmbH (revised)

Legal Personality | Yes

Management At least one managing director

Formation Articles of Incorporation + notarial deedegistration

at the Registry of Commerce + audit by the Local
Court + publishing in a legal gazette

Autonomy of| Some provisions are only valid if they are included
Articles of| the Articles. Agreements and resolutions with dffec
Incorporation the future or that lack the agreement of all shaidsrs

are null and void or voidable

Notarization of
Articles of
Incorporation

The Articles must be recorded in a notarial deed,
otherwise the Articles are null and void

Fiduciary Duties | Statutory shareholder’s right tdormation/case law
duty of good faith and loyalty

Financial Rights Shareholders have a right to shewéits in proportion
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Characteristic GmbH (revised)
of their investment
Transferable No public offerings allowed; a transfer of shares
Interests requires a notarial deed in order for the trantbebe
valid

Continuity of Life | Yes

Limited Liability | Yes, minimum capital requiremeot EUR 10,000

Financial Mandatory disclosure

Statements
Taxation Corporate taxation
Linkage Management structure of public corporation

(Aktiengesellschaft, AG

The above example shows that the legislative imedsulting from
both elite and traditional rule-making as well be standardization-effect
arguably leads to strong-form path dependence im@&my, which hampers
innovation despite serious competitive pressures) fthe English limited.
The next section, however, will discuss how contpetipressures could
instigate reforms despite the presences of coraitkerpath dependence
effects. It seems that the influence of high-powgreform-minded interest
groups is pivotal to the direction of change in pamy law reform.

B. The Second Strategy: Responding to Reform-minkherest Group
Pressures

The evolution of company law may well generate & me@nsformation if
national lawmakers find a compelling reason to dbanthe defence of
well-entrenched legal forms and increasing retuttmast reinforce their
position and block the diffusion of new innovatidegal rules and
institutions. Studies on the political determinaofidegislative change have
examined the connection between public welfare lag$lative outcomes,
calling into question the motivation of lawmakeosundertake reforms on
this basis. Given this, the introduction of new pamy law forms in
response to social and economic concerns would sesfikely.
Nevertheless, the recent emergence of new budioess strongly suggests
the presence of some kind of incentive to innovate.
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A general implication for a broad theory of legalolution is that
lawmakers do not always dominate the lawmaking gsec This is
especially true of company law, which is influenced only by lawmakers,
but also by politicians and — more importantly tefest group¥. To fully
explore this phenomenon, this section discussesirtbentives for the
introduction of new legal forms. This analysis Hsilon the economic
theory of legislation, which assumes that legaksubre demanded and
supplied in much the same way as other produc@islation ensues from
the jointly maximizing relationship between intdrggoups and political
actors. Promising political or personal suppdriinterest groups persuade
political members of the legislature, and spediffcghose who run the
supply and demand process of legal products, te paseto legislation
(Tollison 1988).

A key question concerns the identification of whgroups of firms are
able to lobby successfully for business organiratemw reform and the

%7 G.S. Becker, ‘A Theory of Competition Among Press@eoups for Political
Influence’, Quaterly Journal of Economic88 (1983); G. Grossman and E. Helpman,
Special interest politicdMIT Press, Cambridge MA (2001).

%8 Interest groups have several means of influenttiegso-calledbrokersof legislation.
For instance, they can offer hoped-for future emplent. Another pervasive means is
political support, i.e., monetary contributions pwlitical campaigns and votes. In
addition, personal relationships make members @f¢hislature particularly responsive
to interest groups (Laffont and Tirole 1993; McCarkniand Tollison 1981). Because
politicians care about their re-election, they sidrmation on how their position on a
particular issue will affect the outcome of the hebection. As a result, it is submitted
that ‘lobbying and information provision by intetegroups to politicians is the most
important factor in explaining governmental polioytcomes’ (J.M. de Figueiredo,
Lobbying and Information in PoliticHarvard John M. Olin Discussion Paper no. 369
(2002)).
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prospect of success. Within the economic theorlggiklation, legislatures

have no incentive to adopt efficient provisions fioms that lack sufficient

resources to lobby for laws (McCubbins and Schwh®&4). Generally, the

legislature, consisting of risk-averse politiciamal conservative lawmakers,
tries to avoid innovations. Yet if powerful intetreggroups demanded that
provisions of business forms be changed, politwassures within the
legislature would attempt to satisfy the demandchvhieéneficial legislation

(Bratton and McCahery 1995).

In terms of assessing the likelihood of the enaatnof modernized or
new business forms into national law, there arersd\classes of firms that
might be directly attracted by the cost-saving fieneThe first class is
made up of prospective firms that will only com#oiexistence if modern,
flexible and responsive business vehicles are abail For instance, it is
expected that simplicity and low formation costdl wbt only appeal to
firms, but will also encourage the formation ofnjppiventures and other
combinations. The second class consists of futiarg-gps which would use
either the traditional partnership or close corfioraform. For the most
part, these start-ups are small, closely held fitmas would not consider the
law ex ante but may unwittingly fall foul of unexpected anigmiptive rules
ex post The third class is made up of potential portfdiions that will
convert into the newer business form in order teehea chance of attracting
outside capital. A fourth and related class coss@dt existing firms for
which cost savings will accrue in the event of gamization to a new
business form, with the savings exceeding the cbstorganization. This
class includes professional service firms which, fou a limited liability
partnership form, would continue to use a tradalgrartnership form.

A wide array of business firms may deviate frore #tatus quoto
demand a new company law form. Economic eviden@avshthat only
certain firms will have sufficient influence to aebe positive legislative
results, either because they are more powerful thhers or because they
perform collective lobbying through a common bodkiah gives them an
advantage over other firms in the procurement ebuigable legislation
(Macey 1998). Small and medium-sized enterprisédHs), for instance,
are not likely to play a featured role in the depshent of business
organization legislation. While this type of firnowdd derive much benefit
from legal changes that dispose of the cumbersomeation and operation
requirements, information and organization costgually inhibit its
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efficacy in attaining its preferred legislative gpévicCormick and Tollison
1981). In the event of SMEs making the lobbyingefindependently, they
must first incur information costs in discoverirg teffects of the choice of
business forms on their own welfafeConsequently, since SMEs may be
severely budget-constrained in their ability tduefice the legislature (De
Figueiredo and Tiller 2001), they have incentivegoin up with firms with
whom they share common interests so as to lobbyldgislation. The
organization costs (i.e., the costs of identifyiather similarly situated
firms) must not exceed the overall benefits frolwblging. This is especially
true if firms encounter collective action probleniational firms have
incentives to free-ride on the costly lobbying efoof others. Attempts to
engage in collective lobbying will therefore fdiki few firms bear the entire
cost, but receive only a portion of the benefit4sé@ 1965). Additionally,
even if small and medium-sized firms can overcolmesé problems and
have adequate resources to lobby legislatures,diteeljkely to expend their
efforts on more pressing operational and speciasiderations relating to a
particular industry.

It can therefore be predicted that company lawls mdt adequately
reflect the needs of SMEs. But even if this clas8rms has high-powered
incentives to lobby for innovative business fornBerhardo and Welch
2001)° their efforts might not be successful. In termsasbessing the

% As small firms are unlikely to consider businesgamization laws, except in major
relational crises, it is costly to ascertain thiedf of different rules and provisions in
advance.

40 Bernardo and Welch (2001) argue that overconfigemtepreneurs are relatively less
likely to imitate their peers and more likely topéore the environment leading them to
adopting new innovations (A.E. Bernardo and |. Welé@n the Evolution of
Overconfidence and Entrepreneur¥ale International Center for Finance Working
Paper No. 00-48 and Yale Cowles Foundation Disca$aper No. 1307 (2001)).
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prospect of success, two factors may play a cruolal. First, legislative

procedures and political processes reduce thesstaterest groups have in
regulation. Legislatures have developed administatstructures and
mechanisms (i.ethe political and regulatory institutions, votinges, rules

of order) to control the opportunistic conduct @afificians and legislators
who are sensitive to lobbying (McCubbins et al 1986hwarz and Scott
1995). As a result, the supply side plays a deeisdle with respect to
company law reform (Laffont and Tirole 1993). Setonalthough

amendments to the menu of business forms wouldabhgunake smaller
firms more efficient, it may not be in the intesestf other more powerful
lobby groups to modify the law to allow new legalhs to emerge.
Consequently, legislatures are likely to respondidiyng to adopt value-

increasing legislation.

Consider, for instance, the notaries (lawyers wdpecialize in
incorporations and are qualified to issue a ndtdead) who could organize
themselves as a significant interest group, blackimovative measures and
frustrating attempts to effectively implement thas availability of limited
liability for small businesse®. In continental Europe, a notarial deed is

11t might be argued that the persistence of théesyof notaries is an example of the
path dependence role of interest groups as a sesowrce of path dependence. In the
12th and 13th century, the function of notaries wagsegister long-term contracts,
including relational contracts — such as partneshApparently, the merchants used
notaries when ‘reputation via word of mouth alonasvinsufficient to support honest
behaviour and that a third party without any bigdauthority to enforce obligations was
nonetheless quite valuable for promoting honeshaxge’ (P.R. Milgrom, D.C. North
and B.R. Weingast, ‘The Role of Institutions in the iRalvof Trade: the Law Merchant,
Private Judges, and the Champagne Fatsgnomics and Politic? (1990), at 6). In
continental European jurisdictions, the formal o$éawyers as notaries evolved into a
requirement to obtain legal personality.
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usually required for all incorporations (see alfable 3. Given the
importance that firms attach to the regulation @odt of market entry
(Djankov et al 2001), the extension of limited llakp protection to
partnership forms would preferably not require idsiance of such a deed.
Yet, if a limited liability partnership were to gmiadherence amongst
investors and popularity with entreprenetfrshe notaries’ fee revenues
might drop substantially. If their losses are mareite than the possible
gains of business lawyers who would be involvethim formation process
of a new limited liability vehicle, the notarieslinhave a particularly high-
powered incentive to block such a new form.

That is not to say that legal professionals woll lnbby for modernized
company law legislation. Indeed the US experienmiatp in the opposite
direction. As experts in law with a well-entrenchaokition and proximity
to the lawmaking process, they have a strong wbibt influence the
legislature (Ribstein 2002). As noted, the incresseecent years of the
number of hybrid entities offering limited liabilitcan be attributed to the
legislatures’ responsiveness to the interest gmxijvities of professional
services actors. Well-organized professional fimmsy lack enough choice
to shield their liability, giving them adequate é@mtives to exercise political
influence over legislatures to enact an LLP-typemf&® In addition,

42 It is submitted that the developments with resgecthe ‘quasi-partnership’ close
corporation demonstrate the demand for businesssftihat combine the combination of
partnership and corporate features (L.E. Ribstestattitory Forms for Closely Held
Firms: Theories and Evidence from LLC&ashington University Law Quaterly3
(1995)).

*3The professional lobbies could be very powerfuth#y are in fact the by-products of
organizations that obtain their strength and suppecause they perform some functions
in addition to lobbying for collective goods. Becausembership is in fact mandatory,
the organization can overcome information, orgarmaand collective action problems
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innovative legal professionals who seek to desigd amplement new
arrangements for their clients may have a finarini@ntive to persuade the
legislature to enact a new business fétri.the existing menu of business
forms does not satisfy a pent-up demand for firmsemploy new and
improved framework$> innovative form entrepreneurs’ will endeavour to
capture the market, thereby increasing their feemees (Banoff 2001). In
the event of these professionals strongly favouraigrm, given both types
of incentives, the legislature is likely to respdmg referring back to, and
evolving from, existing doctrines and rules. Fastamce, they will bear in
mind the key role of the notaries in the format#nd operation of business
forms. In fact, the current role of the notariedirsiness formations makes
it likely that they will be able to defend ttsatus que or expand their
power in the future.

The upshot is that the political economy of newnpany law statutes
tends to reflect the compromise between the ldgidaand powerful
organizations of professional lawyers. It is bymeans certain that a new
framework that meets the perceived interests depsionals is efficient and
equally beneficial to other business firms, SMEgdnticular. Nevertheless,
legislatures are likely to allow these other firtosuse such a framework

(M. Olson, The Logic of Collective ActionCambridge: Harvard University Press
(1965)).

4 The role of business lawyers as interest group$ ésurse closely related to their role
as lawmakers in the arena of legal formants.

“5Since there is a prevailing view that tax issuey pl crucial role in choice-of-business-
form decisions, innovative lawyers are inclineddsign statutes or combinations of
statutes with a view to helping firms obtain favahie tax treatment. Section 4 of this
paper shows that there are other choice of busifuess drivers, such as contractual
flexibility and the autonomy of firm participants istructuring, free from court
interference, the internal affairs of the firm (@zke 1995).
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without the value of corresponding advantageshese firms.

To illustrate these points, let us consider theduction of the LLP in
the United Kingdom. While the decision to introdwrelLP was motivated
by diverse factors, including election politics, iefih contributed to its
speedy passage, the Department of Trade and Igdixil) was directly
involved in the establishment of the LLP. The Dihich was motivated by
the threat of regulatory competition from offshaleP statutes, particularly
that of Jerse§® promulgated the Limited Liability Partnership Aat
2001%" The legislation introduced a new limited liabilighicle that has
legal personality, a partnership governance stractand partnership tax
treatmenf? In drafting this legislation, DTI responded to tipent-up
demand from multinational professional service &irmishing to transfer to
LLP status'’ Importantly, the reform-minded lawmaking elitedesistepping
traditional elites, exploited the lobby groups’ gseres to extend the scope
of the UK LLP to other non-professional firm. Inighiiew, the linkage of

4 |imited Liability (Jersey) Law, 1996. Motivated Hiability and tax considerations,
British accountants (in particular Ernst & Young aRdce Waterhouse) provided a
wholly crafted statute to the Jersey legislaturiargely passive and accessible body that
decided to enact the statute. In speedily adoptimg LLP, Jersey signalled its
commitment to a comprehensive set of business fofonsforeign organizations.
However, high switching costs and doubts abouptbepective benefits of incorporating
as a Jersey LLP may explain Jersey’s failure tdurapa share of the UK partnership
market.

47 The Limited Liability Partnerships Act 2000, Themiited Liability Partnerships
Regulations 2001, and Limited Liability Partnersh{gges) (No. 2) Regulations 2001
came into force on April 6, 2001.

8 The Limited Liability Partnership Act 2000 and tRénance Act 2001 provide that
LLPs are classified as partnerships for tax purpose

“®n its draft Regulatory Impact Assessment, the DEdma ‘tentative estimate’ that
around 60,000 regulated firms might eventually lneed.LPs.
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the UK LLP to the corporate law provisions, suchtlas requirement to
comply with many of the provisions of the Companes and Insolvency
Act, constituted a trade-off for gaining accesdirtuted liability. Equally,
conservative lawmakers made it mandatory that wadsanust be audited to
show a ‘true and fair’ view under UK GAAP The Consultative Committee
of Accountancy Bodies published its Statement ofdR@mended Practice
(SORP) on accounting by Limited Liability Partndpsh(LLPs)>* SORP
confirms that UK LLPs must disclose their finangétements in line with
those of limited compani€é. Table 4 gives an overview of the most
important legal features of the UK LLP.

Table 4 : Legal Characteristics UK LLP

Characteristic UK LLP
Legal Personality Yes
Management Decentralized; in absence of agreenvemy @artner may take

50 There are exemptions from audit for LLPs with twrer up to a certain threshold. On
26 May 2000, this threshold was set at an amouftroillion Pounds.

51See SORP Accounting by limited liability partnephat: http://www.ccab.org.uk.

52 |nitially there was significant resistance to th& dovernment mandating financial
disclosure for LLPs. Many commentators assumed ttiethigh cost of disclosure and
privacy issues would limit the interest in the LLFhe Limited Liability Partnerships
Regulations and accounting standards require thatfinancial statements should
include, unless exempted by the requirements o€trapanies Act 1985 as modified by
the Regulations, the following items: (1) profit aluds statement, consolidated in the
case of a group preparing accounts; (2) a stateofeotal recognized gains and losses
pursuant to FRS 3, consolidated in the case of apgpoeparing accounts; (3) cash flow
statement pursuant to FRS 1, consolidated in tee cha group preparing accounts; (4)
a balance sheet, and a consolidated balance ghebkicase of a group preparing
accounts; and (5) notes to the financial stateniatdosed.
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Characteristic UK LLP
part in management, however designated members have
particular responsibility for certain statutory vdgments

Formation Registration at Companies House on a pbescform LLP2
together with a statutory fee — two or more pagner

Autonomy of Articles

. N/A

of Incorporation

Notarization of

Articles of| No

Incorporation

Fiduciary Duties No general duty of good faith; cfie duties in the regulations
to account for competing activities and use of mahip
property

Financial Rights In absence of agreement equalrghaights

Transferable Interests No public offerings allowed

Continuity of Life Change in membership of partnesesinot lead to dissolution

Limited Liability Yes

Financial Statement§ An annual return and annaaltsty accounts must be filed

Taxation Pass-through taxation

Linkage Linked to corporate law provisions

It follows that innovative change differs acrogstems depending on
the organization of reform-minded interest growpg] the accessibility and
responsiveness of legislative bodies. In fact,dHeatures help explain the
capacity of the US and UK legal systems to estalligorid legal vehicles
for different forms of business relationships anafgssional firms. The next
section suggests that legal evolution is also mahine to exogenous
shocks, such as social and economic changes, atitamal competition and
foreign pressures, which may be sufficient to ®igg new company law
statutes.

C. The Third Strategy: Responding to Exogenoussares

In this section, we discuss how existing institnéibarrangements may be
called into question by economic shocks, increagjiopal competition or
war (Roe 2006; Rajan and Zingales 2003). The laogde effects of these
events can lead to reversals of expectations amsequently supply
incentives and opportunities for reform-minded gouo create new legal
rules and institutions. Even though there are femuine exogenous shocks
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in history, it is generally recognized that the @seconomies experienced a
major financial crisis in 1997 which, combined wigarlier underlying
weaknesses, prompted policymakers to consideriratethe taken-for-
granted institutional arrangements. A most conspisu example of
external-shock induced organizational changesdsctirporate governance
and securities law reforms in Japan, which wemadhiced by governmental
regulators in response to the so-called lost deoattee 1990s.

Japan has a long history of responding to extehmahts. Consider the
period before the Meiji reforms when Japan wasressly a closed country
and carried out only limited commercial and cultueachanges with the
Hollanders® At the end of the Edo period (1603-1867), the dapa
government responded to the external shock of ontifrg new social and
economic pressures of the Russians, and later Eangpand Americans,
which attempted to establish trade contracts wagad. Yet, it was only in
1854 that Japan ratified the Japan-US treaty ofeemd amity forced by
Commodore Perry of the US Navy. But, it took sonmeetfor the trade,
which remained very limited until the beginningthé Meiji period (1868-
1912), to develop. Foreign nations demanded thificediion of treaties,
which provided for immunity for foreigners from Japs existing penal
system. At the same time, these treaties granteigfotraders economical
and legal advantages over domestic business pelpletder to regain
independence and dignity in their own country, dagacted, among other
things, by adopting legal reforms, including a &afive regime to govern
the internal affairs of companies, inspired by Gammlaw. The
transplantation of a civilized, Western-style leggbtem was viewed as the
only rapid and effective solution to force the fgrepowers to abrogate the

% The Meiji period (1868-1912) is known for bringimpout the modernization of
Japanese economic, political and social instittion
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treaties.

Thus, company law in Japan could be viewed asran&etransplant
(Milhaupt 2005). Despite the 1950-amendments intced during the
American occupation, the general corporate fordabyshiki Kaisha
remained relatively formal and later reforms coméirio show a tendency to
transplant German legal rulgsFor instance, the enactment of tfiegen
Kaishg a closely held business form based on the Ge@mhHin 1938,
reflects the German legacy.

Subsequently, radical attempts to change Japan'pany law system
emerged in the late 1990s. In general this pesocbnsidered to be a ‘lost
decade’ as Japan experienced a long-lasting seseession that followed
the burst of the preceding bubble economy. Thenkggeconomy was hit
hard as large corporations defaulted and bankeradffunder an increasing
weight of non-performing loans. The ‘shock’ not yriit the financial
economy but also destroyed Japan’'s self-esteem ‘&stmopower’. The
weakening of domestic confidence, manifested initiwelvement of the
Japanese bullet trairGhinkansen- once a symbol of the reliability of
Japan’s technological superiority — in multiple ideats in 2000, has
become increasingly important for Japan. Moreolsge firm confidence
was further weakened by the successful commertitegies of European
and American high-tech companies, collaboratingough US hybrid
entities, that have eroded the position of manwdage technology-oriented
firms.

All of this raised concerns about the rigiditiesdashortcomings of
Japanese law. The growing emphasis on instituticefalm and change, in
response to globalization and the correspondingpetitive pressures, has
been stimulated by a new constellation of intergsiups which have

54 Such as strengthening the statutory auditors’ pswe
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significant political clout to bring about a vagiedf reforms, including the
facilitating of stock options, to spur the knowledgased sector and
encourage investment.

Besides traditional governance measures, policgnsakave focused
on creating hybrid business forms, similar to thdeeeloped earlier in the
US and UK, that offer more flexibility in the deica making structure and
governance framework as well as resource managemeznitanisms needed
to support the efforts of firms working in the humzapital intensive sector.
Moreover, there are numerous indications that polekers have devoted
considerable attention to the concerns of the &rgad most established
companies seeking to develop new technology, sifinev opportunities
and intellectual property, and which can form tlsib of joint ventures and
alliances” Thus, by 2003, the Ministry of Justice had essiiald a number
of priorities involving the amendment of the Comuaiagr Code. The end
result was a package of legislative reform measw@sprised in The New
Company Law, which were submitted to the Diet inréfha2005.

Generally, the New Company Law(disha HQ abolishes thérugen
Kaisha (YK), the close corporation, and leaves a modethiZabushiki
Kaisha (KK) in place (grandfathering the existing YKshd& KK regulation

%5 1n 2002, realizing this adverse change in the agitipe situation, Japan used its prior
and existing ‘Research Association for Mining andnMfacturing Technology Law’
(koukougyo gijutsu kenkyuu kumiai hou), and estt®id “EUVA” (EUV association,
2002-2008) aiming at catching up to the EUV-LLC, batfar, this effort has not born
fruit. To worsen the situation, the US-Europeanugrtas just initiated their stage by
starting the INVENT partnership (2005-2012) to whitBM, AMD, Infineon, and
Micron Technology have contributed roughly JPY 7llidm (about USD 700 million)
which is also a closely held firm aimed at carrying similar R&D activities (similar to
EUV-LLC) on technologies to form a super-fine semidoctor integrated circuit by
using extreme ultra violet (EUV) light.
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is liberalized through the relaxation of the minmmcapital requirements
(reducing the threshold from net assets of JPY 1OMPY 3M). Further,
closely held KKs, which restricts in its article$ association the free
transferability of shares, will only require onereditor to be appointed
instead of three. The appointment of a statutoditaufor the KK is not
mandated if an officer is appointed who has thelifigations of tax
accountant or accountant. While a suitably moderhiKK will surely
attract a number of closely held firms, the ledigla acknowledged that the
amendments introduced will not be sufficiently adtive to those
individuals or established companies that are @sted in selecting a more
flexible business form.

It is therefore not surprising that the New Compaaw provides for
the introduction of a new company law form, the iteéd Liability
Company (LLC) orGodo KaishaThe LLC is a partnership-type form that
bundles together limited liability, decentralizedamagement by default,
unanimous consent to transferability of memben&rigsts, fiduciary duties
and no requirement to audit and disclose finangabrds. The Japanese
vehicle bears a strong resemblance to the US L&@, (voting and
distribution rights are proportionate to the mermsberontributions), but
diverges in a number of important respects, incgd{1) contributions to
the LLC will be limited to cash or property, but sBervices, know-how or
other agreements are permitted; and (2) the LLCredeive corporate, but
not pass-through, tax treatment.

It may be that the adoption of a US-style LLC banseen as the effect
of a strong triggering event, which is the detemtiire force of domestic
institutional change. It is difficult at this junce, however, to be certain that
these changes are only the result of such an erogdrigger. Moreover, it
is hard to distinguish between endogenous and exagepressures as the
determinative force of institutional change. In awent, it could be argued
that the sequence of institutional changes markeithd new hybrid entities
is ultimately the result of both pressures. On dhe hand, the effects of
decreasing returns on key actors within commesgistem, notably through
the growth and internationalization of the finahcsystem and the
integration of product markets as a whole, actuallipences the course of
legal and institutional development, undermining mpementary
institutions and policies. Further, pronouncedupsions to the existing path
not only altered intrinsically the interests of kpsessure groups, but also
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modified their incentives to invest in the develanof new types of legal
institutions and rules. That said, the scope fothbexogenous and
endogenous pressures to bring about major strligefiems in Japan is
evidently great.

On the other hand, controlling legal elites andumbent interest
groups were initially strongly resistant, regardles$ the pressures, to adopt
a business form that combines important attribafeke corporate form and
the partnership form, such as limited liabilityeXibility and pass-through
taxation. In order to overcome resistance to charige Ministry of
Economy, Trade and Industry (METI) stepped in amghstted, subsequent
to the introduction of thé&odo Kaisha the Limited Liability Partnership
Bill to the Diet in February 2005. As a consequertbe LLP orYugen
Sekinin Jigyou Kumiatcame into effect on 1 August 2005 to encourage the
creation of new business ventures, joint ventured ather strategic
partnerships between high tech companies and oseastitutions. The
LLP Law provides for the introduction of a vehithkat is characterized by
limited liability, a flexible organization structeir pass-through taxation, and
restrictions on the free transferability of pargianterests. Despite these
attractive features, the legislation mandates abmunof highly restrictive
and costly features including: 1) registration bétLLP agreement; 2)
disclosure of financial information including theofit and loss statements
and the balance sheet upon the request of credi®rshe mandatory
obligation of partners to participate in LLP managat and its operation;
and 4) the right of partners to exit at will. Notlmstanding these arguable
shortcomings, which reflect political compromiseee LLP may, as will be
discussed in the next section, provide significarst advantages to firms.

Viewed from the perspective of an entrepreneyrigdlvernment faced
with exogenous pressures, such as global competi{Bratton and
McCahery 1997), rapid changes in technologies awdlvieg market
conditions, it is more likely to promote the conifpe¢ness of indigenous
industries through adoption of a cost-effectivdialbde and flexible legal
regime. If the future brings a substantial increéadausiness activity, a shift
in interest group pressures for efficiency-basednaking could well be
expected. Such a jurisdiction may consider enterihg competitive
lawmaking environment for the supply of law as prad In the company
law context, a jurisdiction could reap the bendfgscoming forward with a
set of contractual-based rules ideally suited tsaly held firms. If this
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jurisdiction would engage in a law reform procels@ such lines, it could
very well create a focal point leading to a sigrafit number of domestic
and even foreign firms to select this legal innmrat

Singapore is an example of an entrepreneuriadiation. As a result
of increased competition in Asia and the rapid ttgy@ent of China and the
increase of Chinese firms being engaged in crosdeboactivities, the
Singapore legislature enacted, among other tharg&LP (which came into
effect on 11 April 2005). This evolution reflectheé acute awareness of the
need to recognize and accommodate current interratibusiness and
commercial practices® The Singapore LLP (S-LLP) is a new type of
business vehicle in Singapore based on the DelalblaPeand to a less
extent the UK LLP. An S-LLP is a legal entity tlwn sue and be sued and
acquire and hold property. Like the Japanese couartg it offers a flexible
management structure and pass-through taxationLTRes a stand-alone
business form explicitly de-linked from the existipartnership law’ The
partners are not personally liable for the firm&bts and obligation®. This
protection shall not effect the personal liabildly a partner in tort for his
own wrongful act or omission. The internal relathip between the
partners is governed by the limited liability pantship agreement. In the
absence of an agreement or when the agreemetdrig #e First Schedule,
which acts as a model agreement, will apply. Algtouhe S-LLP is
required to keep accounts and other records, ribisnecessary to prepare
profit and loss accounts or balance sheets or t@ llaem audited and
disclosed. Table 5 provides a comparative overview the revised and

%6 See www.singaporelaw.sg.

57 See Section 6 of the Limited Liability Partnershikct 2005.

%8 The LLP may recover distributions from partnerst tkmow or ought to have known
that the LLP was insolvent or the distributionssediinsolvency of the LLP.
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introduced business forms in Japan and Singapore.
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Table 5: Comparison — New Company Law in JapanSingapore

S-Private

Characteristic | KK (new) J-LLC J-LLP S-LLP
Company
Legal . Yes Yes No Yes Yes
Personality
Flexible -
Corporate Flexible _| Corporate default:
structure Flexible — ng mandator structure artnefshi
Management (shareholders-restriCtion artici ati)(/)n of (shareholders- IFi)ke P
board of] P P board of]
. all partners . management
directors) directors)
structure
Formed by
articles of
incorporation
Registration | signed Online
of the articleg between Registration . . . .
of members 4and disclosure Registration of Registration
. . - ; the at
incorporation | registration |[of the LLP Memorandum | www bizfile
with the| of operating agreement with (subscribed b ové ’ /
Formation Legal Affairs| agreement |the Legal at  least igRe .isgtjration
Bureau and corporateAffairs Bureau erson) and th nFeg is S$ 165
(hdmukyoku) | seal with the (hdmukyoku)— grticles ofu/ Registration
— registration] Legal Affairs| registration fee association takeg 15
fee = JPY|Bureau =JPY 60,000 minutes
150,000 (hémukyoku)
— registration
fee = JPY
60,000
Autonomy  of .
Articles of| Yes Operating LLP agreement Yes LLP
) agreement agreement
Incorporation
Notarization of Ic?t?:lrization_
Articles of - No No No No
Incorporation fee = JPY
50,000
Fiduciar Directors Managers Defined by| Duties of| Defined in
Duties y must act in have similaj LLP agreementdirectors: (1) tq LLP
good faith duties to| (Incomplete act honestly| agreement or,
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Characteristic | KK (new) | J-LLC J-LLP SrPvate - lsiip
ompany
legal dutieq law) (2) duty toif the
of KK disclose agreement is
directors shareholdings;| silent, the
(3) duty to| provisions in
convene the First
general Schedule
meetings (full
disclosure of
relevant
information
and non-
compete
clause)
Distribution Dividends shal
of profits and be apportione
losses Profits  and and paid Defined in
allocated losses may proportionately| LLP
according tgbe allocated Profits and to the amountsagreement or,
equity at a different losses may bepaid or credited if the
Financial pa_rticipation rate from frc_eely allocated as paid on _th agreement is
Rights ratio equity with the| shares duringsilent, the
(however, participation | unanimous any portion of provisions in
distributions | rate if| approval of| portions of thg the First
of profits | specified in| partners period in| Schedule
require  net operating respect of (equal
assets of atagreement which the| sharing rule)
least JPY 3 dividend is
million) paid;
Shares are
freely
transferfable. Partners’ . LLP
Restrictions , - A private
-~ | Members unanimous agreement —
Transferable (by  making unanimous | a | company default:
pproval efault:
Interests tran.sfer approval required restricts the assignment
subject to . right to transfe ) -
board required (mandatory its shares qf financial
. rule) rights
approval) in
the  articleg
possible
Continuity  of| Yes Yes — even Yes, hut Yes Yes -—

the
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Characteristic | KK (new)  |J-LLC J-LLP S-Private S-LLP
Company
Life with one| minimum  of Court may
member two partners order the
winding up if
the LLP
carries on
business with
less than two
partners  for
more  than
two years
YQS'.’ no Yes (claw-
minimum
. back
capital sion
Limited requirement provision or
o . 1 Yes Yes Yes distributions
Liability but in practice
o made three
some paid-in
. . years before
capital is 2
insolvency)
necessary
No Accounts and
disclosure o other records
annual LLP must| Submission of should be
balance sheetdisclose itg an audited kept and
. . Disclosure of — financial| balance sheetprofit and losg retained for
Financial i
annual statements |and profit and account  andseven years.
Statements
balance sheet must be loss statemerjtbalance sheetNo
made to creditorg at a generg mandatory
available tg (upon request)| meeting audit and
members and disclosure
creditors requirements
Taxation Corporate Corporate Pass-through Corporate| ss-tReough
Law
. Non-
Concerning applicability
Linkage Company Company L!m'@d Companies Act of
Law Law Liability .
. partnership
Partnership
law clause
Agreements

Source:Adapted from www.singaporelaw.sg and www.jetrojgo.|

The transformation described above provides advemnk to evaluate
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the economic role of new hybrid business forms. thia basis, the next
section will evaluate the new legal entities thaeeged in the US, UK and
Asia and are attracting more and more businesséieto relatively new
network. It is suggested that these hybrid busifi@sas, compared to the
traditional menu, can provide effective choicesdontrolling opportunism
while limiting transaction costs. Three fundameia¢stions will be asked:
(1) whether closely held firms would prefer to stla new, redesigned
hybrid legal entity, which sets forth the joint osvehip structure and
provides important contractual provisions in adeanf?) whether new
business forms ideally suited to particular busieesare better positioned to
offset the inefficiencies resulting from the lock-ieffects and path
dependence factors; and (3) how many products airoéhegal business
forms should contain.

3. NEwW PRODUCT SELECTION

The three reform strategies roughly lead to thergermee of three distinct
statutory products. First, a legal up-grade arguabbvides an easy-to-use
vehicle that supplies lawyers and firms with faariliprovisions that are
‘tried and tested’ and consequently offer learnamgl network benefits to
users of the form. Second, a linked, but new, Ibgainess form similarly
holds out continued network and learning benefaag@with the prospect of
superior cost advantages due to better suitedt@tatprovisions. Third, in
contrast, a non-networked product holds out greatsts for adopting firms
as switching costs effect prospective users neglgfiand the absence of an
established set of precedents — which are needdill tbe gaps in the
inherently incomplete law — provide few incentivfes parties to adopt an
entirely new type of legal product.

It would not be surprising that, given the relatoost advantages of up-
grading, that the first approach is the obviousrahtive. A modified statute
could be attractive as there are no new learnirgiscmvolved. Because
there are usually few alterations needed, it iseedsr practitioners and
business parties to adjust to the new round of gdsnGiven that the
changes are unlikely to touch the core compondrtsedegal tradition and
its legitimating features, parties will have anantive to learn the new rules.
Nevertheless, the up-grade model has been critidize not only making
innocuous, albeit necessary, changes but for bemng of step with
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innovative social and economic change. Although upegrade approach
seems attractive, particularly if the existing staty framework is
functionally obsolete, it is unlikely to benefitars unless accompanied by
genuine cost saving changes.

Despite the apparent ease for jurisdictions toagagin producing
statutory upgrades, this phenomenon has proved mwsdy and time-
consuming than anticipated. This is evidenced by:tite difficulty in the
design of acceptable upgrades; and (2) the reloetahlawmakers to agree
and quickly implement the proposed changes. Applsrdawmakers when
committed to incremental reform are less concermndt the pace and
practical consequence of legislative change.

Even though most jurisdictions still employ the-grade strategy to
reform, an increasing number of countries embraceva product approach
by following either the second or third reform sdgies as described in the
previous section. This can be seen in the caseabeofUK, Japan, and
Singapore which moved quickly into un-chartereditry when embarking
on a new legal reform strategy that complementedt #xisting up-grade
legislative reform approach. Surprisingly, this depment seems better
able to ensure speedy and effective legislativemcThe length of time to
develop and reform new company statutes is refiect€igure 4

It follows from Figure 4 that it is probably easier for lawmakers to
understand and appreciate the alleged benefithefnew forms across
political systems. The complex tax and doctrinalies that can hamper and
delay law reform projects are more effectively aeal when a new vehicle
is proposed which leaves untouched the existingpemm law framework.
Reforms along these lines, moreover, are supptddterests groups due
to the measurable benefits they yield, includingesv business form’s (1)
greater flexibility, (2) response to specific markeoblems and pressures,
(3) ability to resolve conflicts between agents] &) value-added features
in the structuring of transactions and businessirphy. Thus seen, the
introduction of new legal products results in irdrdrbenefits for businesses
leading to major changes in the bargaining enviremimn which firms
operate.
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Figure 4: The time needed to introduce the LLP
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A. Inherent benefits of new statutory products
Limited liability and pass-through taxation

New statutory products often involve an optimal noiklegal and fiscal
attributes (Thompson 1995). Empirical research stppthe view that a
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new legal product eventually outweighs the benefitat arise due to
learning and network effects (Ribstein and Kobaya801). While there is
great appeal to the utilization of existing framek# firms are now more
inclined to structure their business in a framewibikt is largely free from
legal oversight and allows experimentati®igure 5shows the number of
LLP formations in the United Kingdom for the periad01-2005.

Figure 5: Total Number of L1 Ps in the UK
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Source:Companies House (20,000 LLPs on March 2006 is timaed
figure)
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Figure 6andFigure 7below show respectively the categories of busegss
that have adopted the S-LLP and J-LLP.

Figure 6: LLPs in Singapore
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Figure 7: LLPs in Japan
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Rather than the professional firms that the LLPmfovas initially
designed for, there are numerous other categofibasinesses which, due
to a variety of drivers, have selected this newnfofhere are a number of
common factors that induce firms to choose hybddrs (e.g., limited
liability and tax advantages). Limited liability ke most important attractor
of businesses to the hybrid entities. Surprisinglypirical research shows
that, despite tax benefits, the emergence of th@ did not affect the total
number of new incorporations. It appears that iffs¢ £LC-statutes were not
able to attract firms that typically incorporatelil{stein and Kobayashi
2001). Observers questioned, for example, why tegh- start-up firms
chose to forgo tax savings by selecting the puddiporation.

Naturally, it is difficult to give a clear-cut amer, as the factors
prompting start-ups to prefer the corporate legainfto other vehicles, is
the subject of considerable controversy. Commergdtave argued that the
network effects and conversion costs, rather than gass-through tax
treatment and its lower tax rate, is the main aersitions for selecting the
corporate form (Bankman 1994, Klausner 1995). hactance on the part
of venture-capital backed start-ups to choose t€ is explained in terms
of a preference to save on transaction costs amg ith the course of the
venture capital cycle. By forming a public corpayat for instance, they
would avoid the costs of converting the LLC inte ttorporate form before
an initial public offering (IPOJ? Indeed, conversion to a corporation
remains necessary as long as underwriters in thieedJ6tates are loath to

%9 Although the laws regarding the conversion of Llt@sorporations are usually very

flexible in the United States, such a conversionld¢mevertheless, depending on the
number of investors, be surrounded by cumbersomeelmin terms of finances and

resources.
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support hybrid business forms that issue equigréasts’ To be sure, it is
only to be expected that the popularity of the U Lwill increase when it
becomes a more accepted instrument for initial ipubfferings. Even
though the US LLC allows for publicly traded ‘units that are nothing
more than depository receipts for the owners’ prigpénterest — the
efficiency of selling units is called into questibecause underwriters are
probably unwilling to employ ‘units’ on a large $ea

Nevertheless, the popularity of the LLC in thetéas growing business
segment of the market in the United States is asing. Approximately
30% of the 100 fastest growing firms in the Unittdtes are structured as
LLCs. These companies are less than five yearshoidtheir annual sales
exceed US$ 1 milliofi* This trend is to some extent driven by the recent
tendency of venture capital and private equity yrfidced with an ever-
growing fierce and global competition, to embracenplex structures that
help optimize the financial results for each groop investors. The
illustration below shows, for instance, how thestisough feature of the
LLC, in combination with a corporate blocker, couldrease the options for
fund managers to better tailor the tax structuretite needs of their
investors.

%0 see J. Bankman, ‘The Structure of Silicon VallegrSups’, UCLA Law Reviewt1
(1994), at 1749-1750). Issuing interests to thdipulissipates the tax advantage because
most publicly traded business forms are taxed gsocations under section 7704 of the
Internal Revenue Code.

%1 See http://iwww.entrepreneur.com/hot100. Thesefit®@ had a total sales of US$ 1.7
billion in 2005 and employed a total number of ® &2ople.
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Figure 8: Tax-driven business planning

Source:Blashek and McLean (2006)

Certainly, there is some evidence that similawftbrough vehicles,
such as the Canadian Business Income Trust, Efeugys and Real Estate
Investment Trust, are associated with tangible biarefits that attract a
significant number of firm&

%2 Consultation Paper by the Department of Finance @araTax and Other Issues
Related to Publicly Listed Flow-Through Entities qdme Trusts and Limited
Partnerships).
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Table 6: Comparison of the Taxes Paid Under Diffe&tructures

Corporate Structure Income Trudtimited Partnership
Entity Level $35.00 NIL N/A
Investor Level
Taxable $14.82 $14.82
Canadian $5.70
Non-Resident | $2.15 $3.30 $8.36
Tax-exempt N/A N/A N/A
Total Tax $42.85 $18.12 $23.28

Source:Department of Finance Canada (2005)

While the Canadian vehicles, for example, can bgpleyed more
widely than in other jurisdiction, their enhancedpplarity, compared to
similar vehicles in the US, seems mainly relatethtofact that an IPO does
not effect their tax treatment. In contrast, U&elisentities are by definition
taxed as a corporation. A similar pattern woulceljkemerge if US tax
authorities were to adopt the same fiscal measBash a development
would naturally tip the balance in favour of the @Lsince the possible
benefits of incorporation, like network effects, wla not weigh-up against
the advantages of hybrid forms.

There is already a trend which shows a high nurobéirms selecting
the LLC over the corporate form in the US. The dase in new
incorporations is not only attributed to tax adeayss, but also to the
flexibility surrounding the formation and operatiohan LLC as well as the
higher costs associated with satisfying corporat®eghance mandates
arising from the Sarbanes Oxley Act (Ribstein 20@4Qure 9 shows that
the number of new corporations in the US declindideathe LLC continues
to gain in popularity.
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Figure 9: New Filings of Corporations and LLCs in the United States
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LLCs are now widely employed for real estate anergy ventures, the
exploitation of patents, corporate joint venturasquisition vehicles, and
venture capital and private equity funds as welhigb tech start-ups. As a
matter of fact, the 2005 increase of revenues aelik by the Delaware
Division of Corporations — from US$ 612,8 millioo US$ 626,1 million —
is mainly due to the increase in LLC tax collectioand filing fees (see

Figure 10.
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Figure 10: New Business Formation in Delaware (2003-2005)
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Limited liability and private ordering

It is a common refrain in the evolution of the amgte form that firms, in
exchange for certain privileges, go through a numiifeformalities to
incorporate their businesses, varying from, attfithe governmental
approval of a corporate charter to the obligatiorabide by the terms and
provisions of the corporate statute, particulaHg tules surrounding the
separation of ownership and control. Before theustial Revolution the
privileges consisted mostly of a monopoly over ¢rad the exclusive right
to act on behalf of the government in developingpantry’s infrastructure.
With the growth of commercial and industrial adfyithe pressures from
politically influential industrialists to abandomé& specific governmental
approval of a corporate charter grew steadily. B39Q, the statutes
providing for incorporation by simple registratiprevailed throughout the
United States. The introduction of a relatively gien incorporation
procedure in France in 1867 had already resultédeimapid proliferation of
general incorporation statutes in continental Eerop
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In its developed form with fully-fledged limiteéability protection, the
corporation was the choice-of-business form fogdascale firms which
were compelled to amass substantial sums of eqajtital in order to give
effect to capital-intensive industrial and techigidal innovations. The
principle of limited liability was widely acclaimedas an industrial
breakthrough and it took only until the late™@entury that the corporate
limited liability feature became available to smaallclosely held firms. In
this respect, two legal developments could berdjsished. First, a separate
close corporation form, th@esellschaft mit beschrankter Haftung (GmpH)
was enacted in Germany in 1892. Another, second/eldement
demonstrates the importance of case law in fumngsemaller firms with the
much-coveted limited liability feature. A decisiofithe House of Lords in
Solomon v. Solomon & Co. Ltderturned the assumption that only passive
investors were granted limited liability under t@empanies Act of 1862.
These developments gained a widespread popularityss jurisdictions
(McCahery and Vermeulen 2005). To date, most camtecognize a form
of close corporation which, although they becomedasingly flexible in
terms of permissible deviations from the statutpnpvisions, are still
modeled on the public corporations and its capitednted management
structure (Lutter 1998).

This raises the question as to whether corpoygke-business forms,
without the pass-through tax treatment (as disclsse the previous
section), but with the partnership-type featuraléwise the most efficient
management and governance structure, would gainthdld in the modern
business environment. The answer to this questionbe found in France.
Recent data concerning the use of the French éog@tactions simplifiée
(SAS), a limited liability vehicle that is consiger to be the most flexible
company form in France, which allows parties tcelfiyecontract into an
optimal decision-making arrangement, indicates tt@tonly tax, but also
contractual flexibility is a main driver for bussgeform selection.
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Table 7: Comparison — French Business Forms
Société 3 Soiété a
Société Responsabilit¢ , . Pal Most
o Actions
Anonyme (SA) | Limitée Simplifiée (SAS advantageous
(SARL) P
Minimum | 32 500 No €37,000 SARL
capital
Minimum
number of 7 1 1 SARL - SAS
shareholders
3-18 board One or more
members managing .
Management | (mandatory) -t directors whq Flexible - at
. least one SAS
structure the presidentmust not be .
president
must be  ancorporate
individual person entities
Tax Corporate Corporate Corporate 228_ SARL -
Transfer of Free N Restricted Free, but.Artches SAS
shares transferability may restrict
Limited SA - SARL -
Liability Yes Yes Yes SAS
Exempted
Accountant Mandatory below a Mandatory SARL
certain
threshold

Source:No 222 April 2004 L’Entreprise
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Table 7shows the eschewal of tax as the driver for hylfoigns.
Clearly, this runs against commentators’ expeatatthat tax considerations
predominately explain entity selection (Ribstein93#* Obviously, the
driving force behind SAS is the freedom of contmabich enables firms, in
an incomplete contracting world, to adapt to chaggharket circumstances
and increased global competition.

That said, the key driver behind the successehtw hybrid business
forms, such as the LLPs and LLCs, is the concephaXimum flexibility
and autonomy of firm participants to structure fin@’s internal affairs free
from legal principles and doctrine (Oesterle 1995)seems that, even
though economic and path dependence factors prelienemergence of
complete law, the extended private ordering priesignhance the ability of
business parties to experiment with these new foBusinesses in need of
debt and equity capital cannot therefore be exdetidebe tied up with
corporate or partnership forms that only offer fosind burdensome
statutory measures, such as mandatory managemeéndemision-making
structures (in the case of the corporation) or drfiduciary duties (in the
case of partnerships). This is especially truehiéste business forms—
explicitty—fail to allow for the possibility to wae or contract around
statutory rules and standards. For instance, the tfeat parties may be
subject to broad fiduciary duties, which may regqua party to forgo
personal interests, appears to act as a deteoeveriture capitalists and
joint venturerslf parties are allowed to bring an action basecd dmeach of

% That is not to say that tax issues do not plaivatal role in choice of entity decisions.
See, for example, T. Petska, M. Parisi, K. Lutfréll Davitian and M. ScofficAn
Analysis of Business Organizational Structure araivily From Tax Data Internal
Revenue Service, (2005).
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fiduciary duty when their high-risk gamble does mmy off, thereby
circumventing the contractual mechanisms put inceldo overcome
information problems, the transaction costs aridiogn legal uncertainty
and statutory ambiguity will increase significanf{Btevenson 2001).

To be sure, a new hybrid business form has thenfiat drawback of
being a relatively untested entity that has notgesterated a large body of
case law and academic research. The fact that compa is inherently
incomplete and the parties are boundedly ratiomalifably necessitates the
involvement of the judiciary in the resolution otria-firm disputes (Bratton
and McCahery 1995). Indeed, it might be argued tieav legal products
only survive because the judiciary plays an imptrtale inex postdispute
resolution and the development of legal preced&mpirical research
indicates that new business forms create a newomnktaf cases dealing
with, among other things, the nature of new businsms, formation
requirements, fiduciary duties, limited liabilityé@ veil piercing, transfer of
interests, and dissolution (Miller et al 2003). Hmwar, given the spur for
new company law products that offer the maximumtramtual flexibility,
courts should ‘permit persons or entities to jagether in an environment
of private ordering® In order to enhance legal certainty, courts shéicstl
respect the contractual arrangements. Only if Huhstatute and agreement
are silent courts should endeavour to fill the caetuial gap by looking at
the parties’ intentionsx ante

That is not to say that greater contractual fléikgowill automatically
lead to efficiency. It follows from the discussion section 2 that an
efficiency-minded legislature has the task to deweimproved statutory
default rules when enhanced certainty and guidaneeeeded. In order to
increase the success of new business forms, legislare advised not only

54 See 727 A.2d 286 (Del. 1999) EIf Atochem North Aice, Inc. v. Jaffari.
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to keep the statute up to date, but must also ensuneets the coveted
social and economic requirements over time. Fdai®, if the mandatory
participation provision in the Japanese LLP entaitsblems for the internal
stability of firms, the legislature may eventuatiffer new rules that are
clearer and give better guidance on dealing witbnag problems in a
business environment. In this context it is woribtimy that Delaware
legislature strives to maintain legislative preeenice by periodically
amending, among other things, the Delaware Limlt&bility Company

Act. Table 8highlights the amendments to the Act in 2003, 2&0d 2005.

Table 8: Amendments to the Delaware LLC-Act

2004 2005 2006
Number of sections in the15 18 38
amendment
Amendment
Freedom of Contract 7 - -
Clarification of Defaul13 10 6
Rules
Domestication/Conversigr 6 26
Effective Date of the:L 1 1
Amendment
Other amendments - 1 5

Source:General Assembly of the State of Delaware

The table above shows that Delaware frequenthatgsdthe LLC-Act
to give maximum effect to the principle of freedafcontract and to the
clarification of default rules. We should point otliat interest group
pressures mandate the introduction of amendmentsilitsfang
domestication of and conversion to Delaware lawwéf take this point a
step further, it is not difficult to explain the jportance of the clarification of
the default rules. Since the selection of busifiesss is a choice made ex
ante, interest groups, e.g., business lawyers, havaterest to inform the
legislature of shortcomings in existing provisioasd provide technical
support in devising amendments.

As we have seen, the freedom of contract is arifyriof Delaware
lawmakers and in this respect it could be argued #mending the LLC
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statue into an all-purpose ‘contractual entity’niscessary to confront the
technological advances and the internationalizaticthe economy. There is
something to the introduction of a ‘contractualitghthat can be tailored to
the business needs and expectations of each tyfieofParties in joint
ventures, for instance, are likely to reduce aggmoblems and contract
into the preferred structure of their particulaiatienship even if business
form statutes do not contain any default ruledl, $tie function of statutory
company law — as a standard form contract — mudb@ainderestimated. In
the context of non-listed firms, company law shofilst offer a relatively
small group of unsophisticated — and often unmagva- business parties a
ready-made business contract. Second, companyHhaulds give statutory
guidance to mostly larger firms that do not fardlween ownership and
control are integrated.

Table 8 reflects the Delaware’s concern about emphasizing
importance of offering a coherent and consistent adeprovisions. By
continuously updating its legislation, Delawarensilg to investors and
creditors what they can expect in terms of therivak decision-making
process and external representation model of a aoypThe foregoing
discussion suggests that, given the importancéatiitery guidance and the
two types of governance structure — integrateddifidrentiated — a menu
of business forms should contain at least two tjokeld limited liability
entities, a manager-managed entity and a membeagedrbusiness form.

4. CONCLUSION

In this paper, we have distinguished three differpositions along the
reform strategy spectrum of company law. The fissition is located on
the left side of the spectrum and closest to stasihere virtually no
effective legal changes can occur and where omydéa of reform clashes
with legal tradition and standardization pressur@s. example of a
jurisdiction that takes this position is Germanyorg or near the mid-point
of the spectrum, where company law changes ardangssded by tradition
and standardization factors, but more influenceihtgrest group pressures.
We see England occupying this position. Japan @arsden as a more
adaptable jurisdictions located toward the rightl e the spectrum and
therefore better able to create and introduce rhworetional legal rules and
institutions that turn the traditional view of coamy law around. It is
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submitted that Singapore is located on the righe sif the spectrum as its
legislature is aware of the need to adapt the lsgsiem to international
business practices in order to develop a distumiggrudence, acclaimed for
its efficiency and integrity, which is set apadrfr the English legal system.

As we have seen in the case of the introductionesi hybrid business
forms, traditional lawmaking elites are often ofitstep with the dominant
vectors of economic and cultural change in soci&g/a consequence, this
can open up opportunities for reform-minded lawnnslgeviously blocked
in their efforts to undertake legislative reformiBhis does not imply,
however, that reform-mined legislators will crefitst-best measures that
satisfy the demands of users. Yet, despite ceineifficiencies identified in
this paper, there are some inherent benefits forsfin employing the new
hybrid business forms. Besides pass-through taxattee hybrid vehicles
offer parties the freedom to contractually estdbife rights and obligations
within the organizational structure. They combihe torporate feature of
fully-fledged limited liability with the partnershi law principles of
flexibility and informality. In this respect, th@eéw company law’ ushers in
a new era in which the statement ‘when in doubty'tdmcorporate’ is
increasingly applicable to innovative businesseke Tintroduction and
popularity of ‘new company law’ as depicted in thaper is but a small step
in that direction.
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