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Abstract

Recent work in both the theory of the firm and of corporate law has called into
guestion the appropriateness of analysing corporate law as ‘merely’ a set of
standard form contracts. This article develops these ideas by focusing on
property law' s role in underpinning corporate enterprise. Rights to control assets
are a significant mechanism of governance in the firm. Practica circumstances
dictate that such rights must be shared. Property law protects the rights of co-
owners against each other’s opportunistic attempts to grant entitlements to third
parties. At the same time, it uses a range of strategies to minimise the costs such
protection imposes on third parties. The choice of strategy significantly affects
co-owners freedom to customise their control-sharing arrangements. This
theory is applied to give an account of the ‘ proprietary foundations' of corporate
law, which has significant implications for the way in which the subject’s
functions are understood and eval uated.
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1 Introduction

For more than twenty years, corporate law scholarship has been dominated—
whether as first step or point of departure—by an economic model that views
firms as complex sets of contracts.'! For those who subscribe to it, a widely
perceived implication is that corporate law, being the body of rules which
governs these complex contracts, is essentially a specialist branch of contract
law. Consequently, the ‘ contractarian’ theory of corporate law adopted key ideas
from the law and economics of contracts.”

This contractarian view of corporate law has had many critics.” A large number
have been from perspectives external to the economic anaysis of law. Some
found the theory’s dismissal of the significance of corporate personality to be
unconvincing.® Others objected to the normative emphasis given to economic
efficiency by those deploying the theory,” and arguments based upon it for the
significance of ‘shareholder value'.°

Clearly, the economic theory of the firm does not provide a complete ontology
of the corporation, whether the inquiry limitsitself to legal discourse or is posed
at a more general social level. Yet the economic theory of the firm has never
sought to be anything other than instrumental. It attempts only to predict
patterns of organisation and finance as responses to particular states of the
world, and if successful, offers a way of understanding when and why firms
come into existence. For corporate lawyers applying this theory, the goa is to
understand how particular patterns of corporate law may affect these processes,
so as to inform debate about how best it might achieve regulatory or facilitative
goals.

For scholars seeking to understand the functions performed by corporate law, the
contractarian theory has proved a useful workhorse.” However, even within this
tradition, the limits of the ‘contractarian’ approach are now coming to be
realised. Viewing corporate law merely as a set of ‘standard forms' for business
organisation yields the counter-intuitive implication that its significance for
business may be trivial.® Commercial actors are perfectly capable of producing
standard forms themselves and there seems no clear reason for thinking that,
apart from in relation to the smallest firms, the state has a clear comparative
advantage in supplying such terms. Yet comparative studies appear to
demonstrate empirically the significance of corporate law for the functioning of
capital markets.” Something appears to be missing.



Moreover, economic theory has moved on from viewing firms simply as
contracts to understanding them as combinations of contracts and productive
assets, emphasising the significance of the allocation of property rights to those
assets for the governance of the enterprise.’” More recently, a few scholars—
most notably Hansmann and Kraakmann—have claimed that corporate law
performs functions that go beyond simply supplying standard terms, suggesting
that its more significant role is to partition property rights to assets used in
productive enterprise.'’ However, to date there has been no attempt to link the
new economic theory of the firm to the theory of corporate law. This articleis a
first step towardsfilling that gap.

We demonstrate the significance of property law’s role in structuring
arrangements whereby parties share ownership of productive assets. Property
law protects the entitlements of co-owners against opportunistic attempts by one
of them to grant entitlements to third parties that undermine the other co-
owners claims. It does so by making their entitlements to the assets generally
enforceable. Hence it affects an open-ended set of potential third parties who
might deal with the firm. Hansmann and Kraakman's insight, with which we
concur, is that this role could not be replicated by private contract.”> However,
their account of the ways in which property law assists corporate law is limited
solely to what they term ‘affirmative asset partitioning’."”” We contend that the
scope of property law’s contribution to corporate law is more general, involving
aspects of agency, trusts, secured credit, fraudulent conveyance and corporate
insolvency law. We also show that property law must necessarily perform two
functions—not simply protecting the entitlements of co-owners, but aso
minimising the costs imposed on third parties by this protection. In so doing, it
employs three basic strategies, the mixture of which we describe and evaluate in
relation to corporate law. The analysis yields important implications both for our
understanding of what corporate law does, and for our thinking about how it
should be structured.

The rest of the paper is structured as follows. We begin with an overview of the
contractarian view of corporate law scholarship and its limitations. Next, we
explain how the theory of the firm has moved beyond this to emphasise the
importance of property rights. This in turn leads to a general discussion of the
way in which property law facilitates the sharing of ownership, and the
strategies it employs to minimise the total costs involved. To make the analysis
more concrete, we apply it to the corpus of corporate law. The final section
concludes by explaining the implications of the analysis.



2 The Contractarian Theory of Corporate Law and itsLimitations

As corporate law facilitates and regulates business firms, an account of its
functions must be premised upon atheory that explains what afirm is and why it
exists. These questions, first posed by Ronald Coase in 1937, form the research
agenda of the economic theory of the firm. Thus the theory of the firm is the
starting point for functional accounts of corporate law.

Coase's answers focused on the costs of contracting. Parties involved in a firm
interact with one another over long periods of time. The costs of producing
many iterated spot contracts, or of one long-term contract covering all relevant
contingencies, would be very high. Instead, it might be cheaper to grant
authority to one party to make decisions about what should be done. For Coase,
then, a‘firm’ was characterised by an authority relation.

The Contractarian Theory of the Firm

In 1972, Alchian and Demsetz argued that Coase's notion of authority was
misplaced.” In their view, firms were no more than contracts.® Whilst there
were costs to writing the contracts which constituted the firm, these were only
quantitatively, rather than qualitatively, different from those involved in writing
long-term contracts between firms. The firm, then, was a special case of long-
term contract. The second question shifted from ‘why firms? to ‘why this type
of contract?

This shift in emphasis had been accompanied by developments in the economic
theory of ‘contracts (intertemporal exchange). The new theory focused on the
effects of ‘asymmetric information’ between contracting parties. both about
their respective attributes before they entered into the relation, and about the
quality of their performance (or the reasons for their non-performance) once the
relation had been established. Under these circumstances, it would of course be
very costly to ‘police’ performance, and hence parties would have an incentive
to appropriate to themselves some of the gains from trade or to underinvest
effort. Thus the theory of ‘agency’ contracts investigated how payments based
on observable variables could be structured so as to give the party with the
superior information an incentive not to shirk. Alchian and Demsetz put these
problems at the core of their analysis of the firm.'” Shortly afterwards, Jensen
and Meckling offered a positive theory of corporate finance based on the same
premises.”® Together, these accounts offered a plausible answer to the question,
‘why this type of contract’?



Contractarian Corporate law

In what must have seemed a natural step, a generation of legal scholars applied
this contractarian theory of the firm to corporate law: if firms were (complex)
contracts, then corporate law was a (complex) branch of contract law.

In the late 1970s and early 1980s, law and economics scholars understood the
role of contract law as filling ‘gaps’, which parties left in contracts because of
the costs of negotiation and drafting, by supplying ‘default’ or ‘boilerplate
terms. Drawing an analogy with standard form contracts, it was argued that such
‘default rules should be chosen according to what a majority of contracting
parties ‘would have wanted'—had they been able to specify their terms at zero
cost.” In effect, this viewed the default rules set out by the law as a form of
public good.?® A related claim was that ‘ mandatory rules —those which parties
were unable to disapply by contract—were justifiable only by the presence of
market failures® Easterbrook and Fischel’s famous series of articles on
corporate law coupled these ideas drawn from the early law and economics
analysis of contract law with the insights of the agency costs theory of the firm,
arguing that the principal function of corporate law was to supply default rules

into the ‘ corporate contract’ . %

The Limitations of Contractarian Corporate law

In recent years, a number of internal weaknesses have become apparent in the
‘contractarian’ theory of corporate law.”® Subsequent developments in contract
economics suggest that the function of legal ‘default rules may be much more
limited than the contractarians imagined.*

First, it is now understood that the costs of drafting are not the only reason why
parties might leave ‘gaps in their contracts® Another is the cost of
enforcement.”> Where relevant information about performance is costly to
‘verify’ to a court, parties may prefer to rely on non-legal governance
mechanisms to resolve the problem.”” For a court to ‘fill gaps in such
circumstances would be counter-productive.

Secondly, even if it is possible to identify ‘gaps generated solely by drafting
costs, there is pessimism about whether legal ‘default rules redly offer
significant savings, save for the smallest enterprises. The potential economies of
scale seem limited, given the wide variation in users requirements,®® and even
where they exigt, it is plausible that they could equally be captured by ‘ standard
forms developed by professionals working in a particular field.? There is no
reason to think that almost all corporate terms could not be supplied in this
fashion. The history of the development of the joint stock partnership in England
prior to the Joint Stock Companies Act of 1844 is a case in point,®® another
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being the standard documentation used in modern bond issues®  These
weaknesses |eave the contractarian theory offering at best a limited explanation
of corporate law’s function.

3 Property and the Firm

The Property Rights Theory of the Firm

It isironic that while corporate lawyers were applying the contractarian theory,
economists were already moving on. Williamson and others influenced by
organisational theory developed a more ‘Coasean’ account of the firm,
emphasising qualitative differences from market exchange.** They saw firms as
a response to the ‘hold-up’ costs arising from sguabbles over the distribution of
productive surplus,® giving rise to transaction costs of productive activity over
and above the ubiquitous costs of asymmetric information.>

Of course, such hold-up problems may be ameliorated by contracts. However, a
contractual solution will be ‘incomplete’ in the presence of uncertainty and
asymmetric information. A promise to pay a fixed amount will mean the
promisor must bear the risk that the production process fails, for whatever
reason, to produce the expected surplus. A contingent promise will mean the
promisee must be able to observe and verify to a court that failure to make the
promised payments does not fall within the contractual exclusions.

Williamson argued that where the amounts at stake were large, it would be
cheaper for one party simply to buy both assets and organise production itself,
thereby avoiding the hold-up problem.® These insights were formalised by
Oliver Hart and his co-authors, giving rise to what has become known as the
‘property rights theory of the firm.* A key result is the ability to explain the
boundaries of the firm: that is, when an asset will be owned as part of a co-
specialised collection (within the firm), and when held separately with the
governance of the relation between the two parties determined by contract
(outside the firm).

The theory also seeks to explain various patterns of corporate finance, most
notably the use of debt.*” The intuition here is that an entrepreneur seeking debt
finance enters into a deal with the financing creditor that gives the creditor the
power to take over the ownership of the assets should the entrepreneur default
on the repayments. Thus, provided that the assets are worth more to the
entrepreneur than the value of the outstanding repayments, this allocation of
property rights elicits repayment without a court needing to determine anything
other than whether or not default occurred. As such, it is an ‘end-game
mechanism: a step that is only taken if the relationship between creditor and



debtor is on the verge of breaking down. Its existence in the background,
however, makes the debtor want to continue to keep the relationship on foot.*

In the ‘property rights framework, the firm is therefore characterised as a
collection of people and assets, with ownership of the latter carefully allocated
amongst the former. The implications of this account for the theory of corporate
law have not yet been fully developed.®* At first blush, it seems to imply a
simple recharacterisation of the contractarian theory: instead of being a ssimply
nexus of contracts, the firm is now a nexus of contracts about assets.”> Whilst it
can be argued that the terms of such contracts might differ from the ‘pure
contractarian account,”’ this does not escape from the objections to the
contractarian account. However, such a recharacterisation entirely overlooks an
important function of property law where ownership is shared. To see this, it is
necessary to examine more closely what is understood by * property’.

Undivided Ownership

The account of ‘property rights employed in the theory of the firm is
reductionist, in keeping with economists quest for analytic parsimony.*
‘Ownership’ is defined as the entitlement to exercise ‘residual rights of control’.
‘Control’ is significant because where contracts are incomplete, the power to
direct how an asset is used ex post will make a difference to outcomes.™
‘Residual’ implies that the rights to control cover all states of the world which
are not specified by law or contract ex ante.** Residuarity matters because it is
still possible to allocate residual rights even if specific directions about what
should (not) be done in particular circumstances cannot be written or enforced.

The residuary essence of property rights is a point well understood by analytic
lawyers. The classic explication is that of Honoré, describing the content of the
package of legal entitlements known as ‘ownership’:

Ownership comprises the right to possess, the right to use, the right to
manage, the right to the income of the thing, the right to the capital, the
right to security, the rights or incidents of transmissibility and absence of
them, the prohibition of harmful use, liability to execution, and the
incident of residuarity.”

Honoré emphasises that subject to restrictions imposed by law or contract, the
‘owner’ is the party who holds all the other rights which a person may enjoy as
regards an asset. Thus the owner is at liberty to dictate the use, management, and
alienation of the asset, and to use it to bond the performance of his contracts
(what Honoré terms the ‘incident of liability to execution’). Where undivided



ownership is enjoyed by one person, the economists accounts therefore have
much in common with lawyers’ understandings.

The Demand for Shared Ownership

However, in al but the simplest business firm, it is necessary to share the rights
of residua control, because of constraints of time, wealth, and administrative
costs.

Where the firm's physical assets consis of more than a relatively small
portfolio, an entrepreneur will lack the time to make all the control decisions
herself.”® Hence she will need to delegate responsibility for certain ‘use
decisions’ about the assets to an agent. This might involve ssimply giving the
agent power to enter into contracts on behalf of the firm. In this case, she
delegates the power to make the firm's assets liable to execution by
counterparties to relevant contracts entered into by the agent. A more
comprehensive delegation might give the agent power to use, buy and sell assets
on the firm’'s behalf. In each case, the aspects of ownership rights which were
not delegated to the agent would remain with the entrepreneur, and she alone
would retain the right to make these types of control decisions in respect of the
assets. This will require a ‘second-order’ arrangement about the allocation of
ownership entitlements, specifying which is exercisable by whom. Furthermore,
the entrepreneur will wish to retain an option to terminate the delegation and
retake entire control of the asset should the agent underperform, and may wish
to include restrictions on the manner in which the agent may exercise the
delegated entitlements—namely, for her benefit rather than the agent’s own
benefit.

Where it is otherwise efficient for an entrepreneur to own an asset, she may be
unable to do so because she is wealth-constrained. The obvious answer is to
obtain outside finance.*” Where contracts are incomplete, financiers will wish to
make use of property rights as a mechanism of governance. Hence the parties
will again wish to share ownership. This could be done in a variety of ways. If
the financier is himself an entrepreneur with appropriate expertise, the assets
could be owned jointly. Thistoo will require a“second-order’ arrangement about
the circumstances in which the ownership entitlements may be exercised. A
simple mechanism would be to require the unanimous consent of each proprietor
to exercise ownership rights. However, as the number of participants increases,
the costs of information-gathering, communication and negotiation about what
to do (collectively, ‘the costs of decision-making') rise exponentialy. In many
cases, a unanimity rule would be replaced by other decisional rules, such as
majority or qualified majority voting.”® These too have costs, and it is not
difficult to see that beyond a few co-owners, it may make sense to delegate the



day-to-day management of the asset to an agent, or one of the co-owners, and to
reserve for the co-owners collectively the right to remove (by unanimity,
majority vote, or whatever rule is chosen) the agent for unsatisfactory
performance.”®

Alternatively, ownership rights might be shared sequentially. In this case, the
entrepreneur retains control unless some verifiable contingency occurs — such
as failure to repay an instalment — whereupon the financiers take control. This,
again, will require a ‘second-order’ arrangement detailing circumstances under
which control will change, and any restrictions on the manner in which the
entrepreneur may exercise her entitltements in states of the world in which she
has control.

To summarise, practical constraints dictate that the entitlements of undivided
ownership in relation to productive assets must be shared between several co-
owners. This necessitates some variety of ‘second-order’ arrangement
describing the way in which the entitlements are shared, the content of which
will respond to the nature of the economic determinants of sharing.

The Costs of Shared Ownership

Sharing the entitlements of ownership, however, givesrise to a particular type of
agency cost: namely that one co-owner may exercise control in a manner
inconsistent with the ‘second-order’ arrangement, which benefits herself at her
colleagues expense. This might be termed a joint-owner agency (‘JOA’)
problem.® Regarding many of the entitlements of ownership, this is smply a
standard agency problem, a solution to which can be incorporated in the
‘second-order’ arrangement. The most effective solution will often rely on the
property rights themselves: that is, punishing such opportunism by terminating
the opportunist’s shared ownership.™

However, the JOA problem becomes more acute in relation to those parts of the
entitlements of ownership which give the owner power to transfer entitlements
to third parties. For example, a co-owner may dienate an asset for a
consideration that maximises his private utility, but not the utility of the co-
owners as a whole. Or he may render the assets liable to execution for the non-
performance of a contract that does not benefit the co-owners as awhole, ssimply
to secure some personal benefit.

What is especially pernicious about JOA problems involving alienation and
contracting (as opposed simply to ‘use-decisions’) is that they systematically
undermine the other co-owner’s ultimate ‘threat” of terminating the
opportunist’s co-ownership. An opportunistic grant of entitlements to a third



party can simultaneously reduce the other co-owners' ability to exercise control
rights whilst netting the opportunist a private benefit of greater value than the
share he might stand to lose.

The Property Law Solution

Where one co-owner alienates a shared asset to himself in a manner inconsistent
with the ‘second-order’ arrangement about the sharing of ownership
entitlements, then enforcement is a straightforward matter. The rights of the
other ‘owners’ can be asserted against the agent ssmply because he has promised
not to do this. However, if the co-owner has general persona creditors, then a
contractual remedy solely against him would offer only limited protection. The
agent’s general persona creditors might become entitled to execute against the
asset once the agent had transacted with the firm. If the other owners did not act
quickly, they might find that it wastoo late.

This conflict between claims of the other owners and those of third parties is
even starker in situations where the agent has purported to alienate the asset, or
to enter into a contract with a third party on the non-performance of which the
asset is to be rendered liable to execution. In each case, if the entitlement of the
other ‘owners may be displaced by those of third parties, then the JOA
problems discussed above make the sharing of ownership—and thereby the
organisation of firms—considerably more costly.

However, there is alegal route by which this aspect of the JOA problem can be
ameliorated. As the rules by which property is transferred are themsel ves aspects
of the legal system, it is open to lawmakers to provide that the terms of co-
owners second-order arrangements about the division of control will be
privileged over the putative entitlements granted to third parties. Or, in other
words, to extend the enforcement of the second-order arrangement about shared
control to third parties.

Shared Ownership

Functionally, therefore, we are comparing ‘enforcement against X' and
‘enforcement against a general set of third parties. This invokes a second
dimension of the analytic lawyer’s conception of ‘property rights’, that of scope.
Traditional accounts of this categorisation employ the Roman distinction
between rights in rem and rights in personam: proprietary and persona rights.
The former are (depending on the particular conception) said to inhere in an
asset, or to be ‘good against the world'. The latter, on the other hand, inhere in
or are good against only particular persons. Thus, simply to say that the content
of A’sentitlement in relation to an asset is entirely residual does not make A the
‘owner’ if the entitlement is only valid against B. For A’s entitlements to be



capable of being classed as ‘proprietary’, they must be capable of being asserted
against an open-ended set of persons.

The distinction between the content of legal relations and their scope comes out
most clearly in the analysis of Wesley Hohfeld. Hohfeld’ s account of the legal
‘elements — the fundamental building-blocks from which all legal relations
may be created — gives a familiar set of anaytical tools for examining the
content of legal relations.® In his terminology, ownership contains a package of
privileges (liberties), coupled with rights to prevent others from interfering with
the exercise of these privileges. Correlatively, non-owners have no-rights to the
particular varieties of enjoyment to which the owner is entitled, and duties not to
interfere with the owner’s exercise thereof. Honoré' s description of the content
of ‘ownership’ can be understood in Hohfeldian terms as the largest ‘bundle of
entitlements’ that it is legally possible for one person to enjoy in relation to a
particular asset.”

Hohfeld’s commitment to a dyadic conception of legal relations meant that he
rejected the idea that rights in rem ‘inhere in" an asset, or even that they
comprise a single relation between the right-holder and an indefinite number of
persons. Rather, he conceived of them as being multiple bilateral relations
running in parallel between one owner and many non-owners. He termed such
relations multital, and contrasted them with relations existing only between two
persons, which he termed paucital.> Hohfeld's analytic technology is superior
to the Roman dualism, because it allows for the uncoupling of the contents of
the packages of entitlements referred to as ‘property rights from their scope.
Many lawyers tend to think of the contents of these packages as fixed by the
law—the so-called ‘numerus clausus' of permissible interests.

Hohfeld's approach allows us to see that there is no necessary analytic link
between the fact that entitlements are multital—that is, have the general scope
that is characteristic of property rights—and the particular content of those
entittements. As such, it describes more readily the flexibility of Equity’s
recognition of proprietary rights, for which the contents of the entitlements may
be customised by private agreement between co-owners.™ This is a point to
which we shall have cause to return in due course. Hohfeld’'s terminology has
not passed into the general consciousness of lawyers. In the discussion that
follows, we therefore for familiarity refer ssimply to ‘personal’ and ‘ proprietary’
rights, drawing upon Hohfeld’s analysis only where it is necessary to do so0.*®

Economic theorists do not explicitly discuss the scope of proprietary
entitlements, or how these are to be distinguished from personal entitlements.
Instead, they appear simply to assume that the enjoyment of ‘owners is
protected from interference by non-owners.>” This would not matter if there
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were only one person who could be classed as ‘owner’ of the firm’'s assets: their
residuary entitlement-set (as described by Honoré) could be asserted against all
non-owners. However, where ownership is shared, property law also has arole
to play in protecting owners against each other.

Understanding the scope of property rights allows a meaningful distinction to be
drawn between contracts about ownership and genuinely shared ownership. The
effect of granting ‘proprietary’ status to a ‘second-order’ arrangement sharing
entitlements of ownership between A and P is that P's monitoring costs are
greatly reduced. If P's entitlements have full proprietary status, then A simply
cannot alienate the asset to athird party without P's consent. The only other way
to make the arrangements enforceable against third parties would be for the co-
owners to make al potential third parties promise that they would not enter into
transactions with any of the co-owners in respect of the co-owned assets that
would be injurious to the other co-owners entitlements. This would be
prohibitively costly. Thus property law rules perform a function in relation to
the organisation of business enterprise that is far more significant in practice
than that of the ‘default rules supplied by law into agreements between
participants in these enterprises. Although this function of property law has been
overlooked in the economic theory of the firm, it is clearly complementary to the
account given by that theory. Indeed, it provides a missing link between that
theory’ sinsights and the theory of corporate law.

Minimising the Total Costs of Shared Ownership: Three Strategies of Property Law
Reducing the monitoring costs of other shared owners does, however, come at
the price of imposing costs on third parties. For every ‘unauthorised’ transaction
where co-owners succeed in asserting their entitlements to an asset against a
third party, that party may suffer a reliance loss of an equivalent or greater
amount. If the entitlements of co-owners are completely enforced in every case,
then the sum of the costs imposed on third parties may exceed the savings in co-
owners monitoring costs.

The legal system must therefore make a fundamental trade-off between reducing
co-owners JOA costs and imposing externalities on third parties. There are a'so
the procedural costs of administering the system.>® All other things being equal,
it would be desirable for the legal system to seek to minimise the total costs of
shared ownership—that is, the sum of JOA costs, externalities and the costs of
administering the system. Property and organisational law employ a mix of
strategies, which are not mutually exclusive, to effect this fundamental trade-off.
Each has comparative (dis)advantages in relation to some elements of the total
cost function, and therefore the selection of the optimal mix of strategies will
depend upon the context.
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One basic strategy is simply to restrict the types of entitlement-sharing
arrangement that may be agreed amongst co-owners to a closed list. Thisis the
so-called ‘numerus clausus’ rule of Civilian legal systems.™ In its simplest form,
the criterion for enforcement of co-owners entitlements is whether they fall
within the list: provided that they do, they always trump third parties, and vice
versa. Such a rule seems cheap to administer. However, its effectiveness at
reducing JOA costs and externalities depends crucially on the length of the list
and the way in which the chosen arrangements are selected. As we have seen,
shared ownership is used as a mechanism of governance by participants in
firms,® and so co-owners will want as much flexibility as possible in designing
structures appropriate for their needs. Third parties will on the other hand prefer
a shorter list, so as to minimise their search costs. Commercia actors will rely
on a set of customary indicators to help them identify the type of shared
ownership (if any) in place® As the list gets longer, the costs of such
identification will probably grow exponentially. Thus the system will work best
with a small list that is chosen carefully, so as to be of maximum utility to those
seeking to share ownership.®? Of course, to do this requires effectively,
lawmakers designing the list must have access to an enormous amount of
information—sufficient to be able to identify the relevant constituents and their
cost functions.

Another basic strategy may be termed selective enforcement. Simple law-and-
economics analysis suggests that the sum of JOA costs and the externalities
created by property law would be minimised by a rule which allocated the risk
of loss to the party who is able to avoid it most cheaply—namely P or the third
party (TP).%® Of course, it is unlikely to be possible to say a priori which of
these parties is likely to be the ‘least-cost avoider.” Whilst the costs to P of
monitoring A’s actions are likely to depend on the nature and structure of the
business, the costs to TP of discovering whether or not the transaction is
permitted under A’s bargain with P are likely to vary according to the
circumstances of the particular transaction.** However, if at the time aclaim for
enforcement is brought (that is, ex post), a court can compare Co-owners
monitoring costs with the third parties' search costs, then the *least-cost avoider’
principle can be directly applied by giving effect to co-owners entitlements
only if they have the higher costs.

The classic examples of lega rules that can be understood as performing a
function of this type are the common law doctrine of apparent authority and the
bona fide purchaser rule in equity.®® The former holds a principal liable on an
unauthorised contract where it reasonably appeared to the third party that the
agent in fact had authority to enter into the transaction on the principal’s
behalf.?® The latter alows a party with an equitable interest in an asset to have
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their claim defeated by a third party who purchases the asset for value from a
fiduciary in circumstances under which the third party reasonably believed that
the fiduciary was entitled to sell. The rules are functionally equivalent: for the
application of either it is necessary to consider the context of the transaction in
guestion, and whether it was of such a nature as to make it unreasonable for the
third party so to rely.®’

A selective enforcement strategy means that there is no need for the attributes of
shared ownership arrangements to be fixed by law. Thus co-owners are free to
structure the terms on which they will share entitlements as best suits their
needs—witness the flexibility, for example, of trusts.®® However, this flexibility
for co-owners may necessitate greater administration costs than the numerus
clausus strategy, for courts must engage in fact-intensive enquiries as to parties
relative knowledge. Yet the back-and-forth interplay between commercial
practice and legal standards engendered by tests couched in terms of
‘reasonableness’ means that the administration costs are probably much lower
than they at first appear.

A third strategy is to institutionalise some sort of procedure for disseminating
information about sharing arrangements used—for example a central register—
thereby lowering search costs.®® Many interests in property are registered, and
registers often keep information not only about the existence of interests, but
also about their contours.”® This alows a registration system to maintain
flexibility for co-owners. The costs of administration and costs for third parties
will depend in part on the technology available for dissemination of registered
information—the more costly it is to become informed, the greater the
externalities.

Property Law and the Theory of the Firm

To recapitulate: recent developments in the theory of the firm, whilst identifying
the significance of allocations of control rights, have failed to explain the role
played by property law in facilitating the sharing or partitioning of control
between different participants in a firm. An understanding of the significance of
the scope of proprietary rights—their ‘in rem’ character—points the way to a
more complete explanation of the role played by law in supporting business
enterprise. In particular, only property law can provide automatic enforcement
of the ‘second-order’ alocations of entitlement to residual control in relation to
assets used in productive enterprise. Moreover, the way in which the costs to
third parties are minimised will have a significant impact on the degree of
flexibility enjoyed by participants in the firm to structure their ‘second-order’
arrangements so as to respond most appropriately to their particular needs. The
claim of this section is therefore that a fuller understanding of the functional
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significance of property law can at once enrich the economic theory of the firm
and provide the basis for an account of the non-trivial functions of corporate
law.™

There may appear to be an inconsistency between the way in which this account
describes the demand for and the supply of property law rules. As regards
demand, the theory of the firm shows that alocation of control rights can be a
powerful governance mechanism in circumstances where the transaction costs of
contracts are very high—in particular, the costs of verifying to a court
information relevant to the enforcement of a complex contract. Yet regarding
supply, it has been argued that minimising total costs of property law rules will
often require courts to become involved in complex, fact-contingent enquiries.
Does this mean that the role ascribed for law in protecting shared property is
inconsistent with the role ascribed to property rights as a mechanism of
governance in the absence of court enforcement?”

This inconsistency is merely apparent. It must be borne in mind that the strong
assumptions made about parties’ inability to verify information to courts in
some of the formal ‘property rights models are exaggerations. Their results are
best interpreted as demonstrating ssmply that in many circumstances it will be
cheaper for parties to govern the divison of quasi-rents within the firm by
allocating residual control rights than to do so by a complex contract that relies
upon court enforcement. Thus for internal governance matters, the allocation of
control rights have significant consequences. Y et this can only be supported by
the existence of a body of rules that govern JOA costs, which the ‘residual
control rights mechanism is necessarily unable to do. Under these
circumstances, external enforcement is the only available mechanism.

4 The Proprietary Foundations of Corporate Law

Shared Ownership and Corpor ate Assets

What can the foregoing analysis tell us about the structure and operation of
corporate enterprise? As a starting point, it may be helpful to explain how the
ownership of assets used in productive enterprise can be thought about as shared
between individuals associated with a firm. That is to say, how the contents of
the bundle entitlements that together comprise ‘ownership’ are parcelled out
amongst participants. The way in which thisis done in atypica public company
involves a combination of various techniques, each used in less complex forms
of business organisation. It is useful quickly to describe some of these first, for
they form conceptual building blocks. In each case, there is a need for what we
earlier termed a ‘second order’ arrangement between the participants, specifying
which of the entitlements of ownership are exercisable by whom and when they
are so exercisable.
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The simplest business organisation, namely agency, involves only delegation of
ownership entitlements in relation to assets by the principal to his agent. Those
entitltements not so delegated of course remain the principa’s. Where two
principals combine their firms to form a partnership, thisinvolves joint sharing,
between the partners, of the entitlements of ownership in relation to the business
assets. Although some entitlements will be exercised jointly—that is,
collectively by the partners—most partnerships will combine this with some
delegation amongst the partners of responsibility for particular types of control
decision. The delegated entitlements will be exercised by the delegate aone, in
contrast to those which remain subject to the collective decision-making of the
partners.

Now consider debt finance. If an entrepreneur (or a partnership, or indeed a
company) borrows money to fund her business, this can be understood as a
sequential sharing of entitlements between the creditor and the entrepreneur.
That is, the entitlements are exercisable by the entrepreneur so long as she
continues to make repayments.” Where there is more than one creditor, there
may be joint sharing of the (contingent) entitlements between the creditors. That
Is, should the entrepreneur default on her debts generaly, then the entitlements
become exercisable by the creditors collectively.”

A typical public company can be seen as involving a particularly complex
sharing arrangement, combining elements of each of the above. There is
sequential sharing between shareholders and creditors, and delegation from
shareholders to managers.” There will aso be joint sharing between
shareholders of the aspects of ownership that are not delegated to managers:
namely residual returns and the right to remove the delegates.”® This
combination of sharing arrangementsis portrayed in Figure 1.
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Figure 1: Typical Entitlement-Sharing Arrangementsin a Public
Corporation
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What is the law’s role in facilitating such sharing of ownership entitlements in
companies? To understand this, it is helpful to return to the distinction between
the content and the scope of legal entitlements.”” The law performs two basic
functions. First, it assists participants in delineating the contents of their
entitlement-sharing arrangements—that is, the ‘second order’ arrangements
about the division of the entitlements of ownership in relation to the business
assets. These arrangements are essentialy voluntary agreements between the
participants, and the law’ srole here is that cast for it by the contractarian theory:
to supply ‘standard forms' which participants may employ. Secondly—and more
importantly—the law provides mechanisms whereby the scope of the parcels of
entitlements given to each participant is made, to use Hohfeld's term, ‘multital’.
That is, their entitlements are protected not just against other participants to the
voluntary arrangement, but against persons generally. In short, the arrangements
are given proprietary effect.

A Taxonomy of the Law Relating to Companies

To show how the law performs these two functions, we must engage in an
exercise in taxonomy. This briefly maps the structure of corporate law in a way
that distinguishes those aspects that perform the second role, which we term the
‘proprietary foundations', from those that perform the first, which we term the
‘contractarian superstructure’.”® The discussion is organised by considering in
turn the various dimensions of the asset-sharing arrangements in typical
companies, as unbundled in the previous section. As is now well known,
functionalist accounts of corporate law suggest that the contractarian rules in
each case respond to agency costs—the costs of conflicts of interest—generated
between the various categories of participant.” Less celebrated, however, is that
for these contractarian arrangements to be made to ‘stick’ with third parties,
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each aspect depends upon foundations from property law. Table 2 summarises

what follows.

Table 2: The Proprietary Foundations of Corporate Law

_ Entitlement Relevant Aspectsof Law
Functional problem hari
aring Contractarian Proprietary
Art 70, law of meetings, class
Shareholder- Joint rights, Ostensible authority, ss
shareholder conflicts s 459, derivative action, 35-35B, hona fide
shareholder agreements purchaser and notice
Director-shareholder Delegation Directors' duties, s 303, dOCtnTQeS; ics)t\:;rirsgc hing,
conflicts 9 shareholder decision rights d
Shareholder-crediitor | (Limited liability), share capital Security interests,
. Sequential . ' fraudulent conveyance
conflicts wrongful trading, loan covenants law
Credltor-_credltor Joint Subordination agreements Corporate insolvency
conflicts law, preference law

(i) Shareholder-shareholder and director-shareholder conflicts. If there were no
board of directors, then the shareholders would be empowered together to
exercise the entitlements of ownership in relation to corporate assets. They
would share these entitlements jointly—that is, the entitlements could only be
exercised through some collective decision-making mechanism. A unanimity
rule would be unwieldy because of the costs of making decisions, so instead
company law provides a framework within which decisions may be made by
majority vote.* Even this, however, may prove too costly for regular use, hence
the allocation of jurisdiction to make business decisions to the board of
directors.®" To encourage the directors to exercise these powers for the benefit of
the business, as opposed to their own benefit, there is a complex body of law
concerning directors duties in the performance of their functions.*> Moreover,
power to make a number of important decisions, sufficiently significant to be
worth incurring the costs of shareholder decision-making, is retained by
shareholders. This includes of course the appointment and removal of the
board.®® Where the shareholders make decisions, there is potential for majorities
to seek to expropriate minority claimants. Company law seeks to protect the
interests of minorities through a range of mechanisms, most significantly the
imposition of restrictions on the aterations of the constitution,® and the
provision of remedies to minority shareholders for particularly serious harm
caused by majority misbehaviour.®
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None of these aspects of the legal framework involves mechanisms of property
law. They affect only participants internal to the corporate enterprise and are
largely susceptible of modification by these parties.®® Had ‘company law’ not
existed, such rules could be replicated (or created) by private contracts between
participants.®” Thus the content of these rules are part of the ‘contractarian
superstructure’ of corporate law.

Nevertheless, property law does perform an important role in supporting the
enforcement of these ‘contractual’ arrangements against third parties. This
comes into play in situations where one of the parties—a director or
shareholder—acts without authority under the constitution or in breach of their
duties (where applicable), in a transaction involving a third party. That is, there
Is an attempted alienation or grant of entitlements in respect of corporate assets
that is contrary to the ‘second-order’ arrangement about how these entitlements
are to be shared. This would encompass not only attempts to sell the assets, but
also attempts to use the assets to bond unauthorised contracts,® or attempts to
allow newcomers to participate in the sharing of control of the assets—that is,
unauthorised issues or transfers of shares, or appointment of directors. Formerly
it also included, by virtue of the doctrine of ultra vires, purported transactions
that exceeded the company’ s objects clause.®

In each of the foregoing situations, an unauthorised transaction may be set aside
against a third party. To provide for this result by contracts with all potential
third parties would be prohibitively costly. The open-ended set of potentially
affected parties gives away the proprietary nature of the rules in question. In
corporate lawyers terms, the crucial rules are those of agency and trusts law.
Thus unauthorised attempts to alienate corporate assets, or to create contractual
claims against them,” or to entitle newcomers to become shareholders® or
directors,”® may not bind the corporate assets or the existing parties to the
corporate ‘bargain’.** Similarly, transactions in which directors breach their
fiduciary duties may give rise to proprietary claims against directors and third
parties by the company,® the law drawing an analogy with transactions by a
trustee in breach of trust.®

A second basic function performed by property law that is necessary for shared
ownership arrangements to function is that of overreaching.”” Namely,
providing that assets and claims exchanged by agents for assets from the shared
pool—or claims against those assets—automatically become subject to the
(shared) allocation of ownership entitlements, as opposed to becoming the
property of the agent.® This is an equitable principle, the best-known
application of which isin the law of trusts. In the corporate context, it is applied
dightly differently, because the legal title to the property remains with the
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company itself. Yet an overreaching mechanism is nevertheless in play. The
default position is that an agent selling goods on behalf of his principal becomes
merely a debtor for the price, whereas if the agent is also a trustee, then the
money received becomes subject to the principal’s beneficial ownership.® A
director is not strictly speaking a trustee, but is treated as though he were, thus
funds received by him in return for the sale of corporate assets are treated as
corporate property rather than his own.

Hansmann and Kraakman have recently called attention to the significance of
certain aspects of these proprietary foundations, which they term ‘affirmative
asset partitioning’.!® In essence, their label captures the notion that shareholders
are unable to deal with corporate assets in an individual capacity. In particular,
shareholders personal creditors may not execute against corporate assets, but
rather are entitled only to the bundle of rights that comprise the shares held in
the company. Yet this is merely one aspect of a more general function
performed by property law, upon which corporate law is founded: namely, the
giving of proprietary (‘multital’) effect to restrictions on unauthorised dealings
by those sharing the entitlements of ownership of assets.

(ii) Shareholder-creditor and creditor-creditor conflicts. The third source of
potential conflict between participants in corporate enterprise is that between
shareholders (or shareholders and managers together) and creditors. A basic
feature of any lending arrangement is the contingent allocation of entitlementsto
control assets between the borrower and the lender.’™ This is true too of
corporate borrowing arrangements. Should the company default on its debts, its
creditors become entitled to control its assets. The principle of limited liability
means, however, that it is only corporate assets that are so subject, and not the
personal assets of shareholders or directors® This limitation means that
shareholders and directors may be tempted, particularly when the company is
heading for insolvency, to strip assets, take high-risk gambles, or to increase
indebtedness.'® Such transactions, where effective, enable the shareholders to
expropriate creditors. The law’s response to these problems involves a number
of rules that restrict transactions that are likely to profit shareholders and/or
directors at creditors expense. Best known of these are the regulation of share
capital,’® the prohibition on ‘wrongful trading’,'® and the equation on
insolvency of the ‘interests of the company’, which the directors are duty-bound
to further, with the interests of creditors.'®

However, both limited liability itself and the aforementioned restrictions on its
abuse are best analysed as part of the ‘contractual superstructure’. It would be
possible in each case to replicate them by contract.™® Thus those contracting
with outsiders on behalf of the company could insert a standard clause to limit
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liability, as appears to have been done by insurance firms formed prior to the
Limited Liability Act 1855."® Moreover, these contracts could aso contain
provisions whereby corporators promise not to engage in activities that will
harm creditors, and agree to face personal liability should they do so.'®®

The proprietary foundations in relation to creditors are found in the law of
secured credit and insolvency.™® Secured credit allows a debtor to promise its
creditor, with proprietary effect—that is, enforceable against third parties—(i) a
certain priority ranking and (ii) that certain assets will not be alienated without
its consent. Thus, a security interest prevents the debtor from alienating
collateral without the secured creditor’s consent,"™* and, through the creditor’s
priority in insolvency, ensures that subsequent borrowings will not dilute its
claim.™? Furthermore, this is done in a way that is ‘self-enforcing’, for it
automatically binds outsiders.**®

A more genera restriction is supplied by what was formerly known as
‘fraudulent conveyance’ law, now termed ‘transactions at an undervalue ™
This allows creditors to challenge eve-of-insolvency transactions that harm their
Interests, setting them aside against third parties generally. Whilst a prohibition
on fraudulent conveyances may be understood as a term that any creditor would
want written into a contract with their debtor,™ its enforcement against third
parties generaly is not something that a contractual prohibition would be
capable of achieving.*® The law of fraudulent conveyances is therefore best

seen as part of the proprietary foundation of corporate law.

Finally, there are costs arising from conflicts between creditors. For most
companies, these are potential rather than actual costs, because their impact is
only felt when the company becomes insolvent. However, where this does
happen, very significant costs can arise from the attempts of multiple creditors
to exercise their entitlements simultaneously.'’” At this point, corporate
insolvency law steps in to effect a collective transformation of creditors
rights™® Once again, attempts to deal with the assets in ways that are
inconsistent with these orderings will bind third parties.™*® English law provides
for different insolvency procedures to be invoked depending on the entity that is
insolvent.'®

Relevant Property Law Strategies

The foregoing taxonomy allows us to identify the rules of property law that
underpin corporate enterprise. These can now be usefully analysed by
considering the various strategies they employ for minimising the sum of JOA
costs and enforcement externalities. A version of the simplest and most
restrictive strategy, numerus clausus, can be seen in operation at the level of
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organisational form. Only a limited number of forms of business organisation
are avalable, each of which has certain immediately recognisable and
distinctive features that relate to the way in which the entitlements of ownership
are shared. The registered company (whether limited by shares, guarantee, or
unlimited) is just one of these—the others comprising agency, trusts,
partnerships, Limited Partnerships and Limited Liability Partnerships.'?
Similarly, the law of security interests is said to employ a numerus clausus of
property law structures.*? The ideais presumably that by limiting the size of the
menu, an outer bound may be placed on the costs incurred by third parties in
determining the likely alocations of entitlements.**® However, the numerus
clausus technique is only employed in a very loose sense in relation to
organisational form, because participants retain a free hand to customise the
terms of the entitlement sharing to organisational assets between themselves.'*
Moreover, the law also permits parties to customise the terms of non-possessory
security interests," as well as facilitating the use of other devices that function
as security even if they are not formally so classified.”® This flexibility is
facilitated by the complementary use of the two other techniques of property law
for resolving the essential trade-off.

The registration strategy is used heavily in company law, with varying degrees
of success. In particular, the company’s constitutional documents, business
address, and the names of its members and directors must al be registered.'*’
The memorandum and articles of association specify the outer boundaries of any
corporate agent’s powers (the company’s objects), the division of these powers
between different groups of agents and the procedures for decision-making
about how these powers are to be exercised. Through registration, these
documents are available to be consulted by third parties. A related requirement
Is that the company’s name must end in ‘Ltd’ or ‘plc’ and must be used in al
correspondence, in order to inform third parties that they are dealing with a
company rather than an individual.**® Similarly, the register of charges gives
details of most non-possessory security interests granted by the company.*®

The registration strategy is complemented in company law by the use of
selective enforcement. Where a third party is dealing with an individual agent,
the scope of whose power is not set out in the company’s constitution, then the
counterparty may nevertheless enforce the contract if the agent reasonably
appeared, depending on the context, to have authority.** Similar rules govern
transactions with third parties that are entered into by directors in breach of their
fiduciary duties. These may leave the outsider liable either to have an executory
contract set aside or to a proprietary claim by the organization for restitution of
its property, unless the counterparty is in good faith and gives value™ The
essence of both tests involves a determination of which party could have
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avoided the transaction at lowest cost.** The same strategy can aso be seen at
work in relation to fraudulent conveyances. Although the current legidation
contains no defence of bona fide purchaser, it does have a substantive
requirement that the transaction be effected at an undervalue.** Thisis precisely
the sort of circumstance that would put a third party ‘on notice’ under the old
law and so in functional terms can be viewed as working in a similar manner.***

Particularly interesting is the complex interplay in company law between
registration and selective enforcement. Early judicia responses to registration
seem to have proceeded on the assumption that the register could be consulted
easily. Thus the doctrine of ‘constructive notice', articulated most clearly by the
House of Lords in Ernest v Nicholls,*® provides that third parties are deemed to
be aware of the contents of all public documents available for consultation at
Companies House. Similarly, short shrift was shown to unsecured creditors in
Salomon v Salomon, who because of the use of the ‘Ltd’ suffix, knew that they
were dealing with a company rather than an individual."* Unfortunately, it soon
became clear that consulting the Register was in most cases prohibitively costly,
and so the doctrine of constructive notice could not be employed
indiscriminately.*®

Thus there developed a judicial gloss on the registration strategy. The ‘indoor
management rule’ provides that where there is a procedural restriction in the
constitution—that is a transaction requires some authorisation under the
company’s constitution—an outsider, even if they know of the existence of the
procedural hurdle, is entitled to assume that all necessary steps have been taken
provided that nothing in the register indicates otherwise.’®® This is a remarkable
piece of judicial casuistry. Taken at face value, the outsider is first deemed to
know the entire contents of the public register, but then relieved from making
enquiries about whether relevant steps have been taken provided that they would
in the ordinary course of things have been done. The net result is that the
outsider is given incentives to make enquiries to a standard that is remarkably
similar to that employed under the ‘pure selective enforcement strategy—
namely, whether it was reasonable in all the circumstances for him to rely on the
appearance of the transaction’s authenticity. ™

The balance was shifted even further in favour of third parties by the First
Company Law Directive,"* implemented comprehensively by the Companies
Act 1989. This abolished the effects of the doctrine of ultra vires for third
parties, and in relation to agency, created a ‘ safe harbour’ for third parties where
a transaction is authorised by the board.**! Yet even this is not entirely free of
selective enforcement. Section 35A is limited in its protection to third parties ‘in
good faith’, athough it is for the company to show the absence of this state of
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mind, and it requires more than what would suffice to show that a third party is
‘on notice’ at common law.' Perhaps more significantly, the question of what
constitutes ‘the board’ is left to general company law—uwith the result that a
selective enforcement approach also seems to be in the process of development
in relation to this question.**

Similarly, in the realm of secured credit, the interplay of registration and
selective enforcement has led to a complex body of law. The registration
strategy, fully introduced in relation to charges after the courts had had fifty
years of experience in relation to companies constitutional documents,"** has
always been applied with sensitivity to its impact upon third party search costs.
Thus registration of a charge acts as notice of its existence, but not of its
contents.”* Although on one view, the numerus clausus principle applies not
only to the types of security interest that may be created, but also to ther
attributes,* the better view is that ‘ customisation’ of equitable security interests
is perfectly possible,**” and that negative pledges and automatic crystallisation
clauses take effect subject to selective enforcement—that is, they are only
enforceable against third parties with notice of their existence.*®

Evaluating the Mix of Strategies

As we have seen, the primary contribution of property law to the functioning of
corporate law has historically been through the mechanism of selective
enforcement. Generally speaking, it is preferable to the numerus clausus strategy
because of the greater flexibility it provides for insiders in structuring their
sharing arrangements. This is borne out by its comprehensive use in corporate
law. The effectiveness of the registration strategy depends largely upon the
technology employed for disseminating registered particulars to outsiders.
Where it is cheap for outsiders to become informed, registration is capable of
acting as a superior alternative to selective enforcement. However, where thisis
not the case, it simply acts as a complement, providing a straightforward
mechanism for conveying certain types of information and channelling the ‘due
diligence’ questions that third parties are encouraged to make.

Over time, the technology available to insiders seeking to monitor the actions of
their delegates has become more effective, with the result that a shift can be
discerned in favour of protecting third parties, most noticeably in the realm of
corporate contracts. Yet the advent of the Internet means that the costs of
consulting the Register have been dramatically reduced for most third parties.**
It seems likely that the overall costs of the system would perhaps be reduced by
a corresponding shift to allocate greater responsibility to third parties.*
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Two Analytic Payoffs

Before turning to normative considerations, it is worth examining two ways in
which the foregoing argument has implications for the way in which we analyse
corporate law.

(i) The (Very Limited) Role of Corporate Personality. A reader who has been
following the analysis will have noted that the discussion makes only passing
reference to corporate personality. Indeed, the ‘building blocks' of property law
upon which corporate law is based would allow a structure that arranges shared
entitlements to physical assets in a way very similar to that which occurs in
companies, but without using the corporate form. What difference, then, does
corporate personality make? To the functional analysis of control rights, the
answer is ‘very little'.

Start with a smple case. If ABCo Ltd is sole owner of its assets, has no
outstanding debt and X (an individual) is the sole owner of the sharesin ABCo,
then what difference exists between the control that X may exercise over the
assets of ABCo, and the control which X would be able to exercise were they his
personal assets, and he had no outstanding debt? If attention is directed to a
more complex case, where entitlements are shared, then it becomes clear that
there are of course differences in the way in which the strategies of property law
are applied to different organisational forms—thus, the rules relating to
corporate transactions, secured credit and insolvency in particular are different if
the corporate form is used. However, it is a non sequitur to assert that these
differences flow from the fact that a company has legal personality. They flow
from nothing more than the fact that the strategies of property law are applied
differently to shared ownership organised in companies.”™ To emphasise this
point, recall that under Scots law, a partnership has legal personality (whereas of
course under English law it does not) yet no one suggests that because of this,
the relevant property law principles should apply differently north of the
border.™

To say that corporate personality plays no part in an account of corporate law’s
function is not to say that the idea is a meaningless fiction. Rather, the role
played by the notion of legal entity is a more subtle one. It affects not how the
law functions, but how lawyers think about the law. Arguably, ‘corporate
personality’ provides a convenient shorthand for thinking about the combined
effects of many of the foregoing property law mechanisms than would a system
lacking such a notion. As such, it may act as a useful heuristic for judges and
lawyers fleshing out the application of particular rules.'® This is, however, a
quite separate issue from how the law functions in relation to business
enterprise.
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(ii) The scope of ‘ corporate law’ . One of the clearest implications of the analysis
concerns the scope of what we think about as ‘ corporate law’. The subject tends
to be seen as principally comprised of the rules described in the foregoing
discussion as ‘contractarian’.®> This is in part because rules of this type
comprise the majority of the Companies legislation,™ in part because the very
size of the subject makes it necessary to draw essentially arbitrary distinctions
when writing books or designing courses and in part because knowledge of other
relevant areas of law tends to be assumed on the part of students and
practitioners of the subject. There is nothing inherently wrong with subject
boundaries being drawn for convenience, so long as the reason for so doing is
not forgotten. Yet with ever-increasing specialisation in the teaching and
practice of law, there is a risk that with such boundaries come barriers to
understanding. As the foregoing analysis demonstrates, it is only through the
existence of a wide range of rules that are commonly classified under other
headings—property law, agency, trusts, secured credit, insolvency—that the
‘core’ aspects of corporate law are able to do their work. Moreover,
understanding and evaluating the way in which the law functions to facilitate
and regulate the operation of business enterprise requires consideration of this
whole range of doctrines. Our analysis suggests that the efficacy of the whole
depends disproportionately upon the structure of the proprietary foundations,
and in particular upon the way in which the essential strategies of property law
are mixed together.

5 Conclusion: Towards a Unified Theory of Corporate Law

Contributions of the Analysis

Economists seeking to explain the nature and scope of firms now attach as much
significance to property rights as to contracts. In contrast, the regnant economic
theory of corporate law is nevertheless still based upon a purely contractarian
view of the firm. Taking seriously the importance of property rights requires
corporate law theorists to understand the significance of property law’s
functions—in particular the facilitation of sharing of ownership rights between
individuals—in supporting governance arrangementsin firms.

A few scholars have already started to appreciate the significance of property
law’ s contribution to the functioning of corporate law. Most notably, Hansmann
and Kraakman have identified the importance of the way in which property law
partitions assets between co-owners. This article makes three contributions to
this emerging programme of research into the ‘proprietary foundations of
corporate law. First, alink is established between the theory of the firm and the
role of property law. The ‘property rights theory of the firm emphasises how
entitltements to control assets can be used as governance mechanisms that
complement incomplete contracts. However, it relies upon a simplistic
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conception of undivided ownership, which does not account adequately for the
need, in al but the smallest business organisations, to have ‘second order’
arrangements that stipulate how the entitlements of ‘ownership’ in relation to
assets are to be shared between participants. These sharing arrangements can
themselves act as mechanisms of governance, and so it is valuable for parties to
be able to customise them to suit their particular requirements, as by contract.

Yet the very sharing of ownership itself creates joint-owner agency (‘JOA’)
costs, arising from the possibility that a party with control for the time being
might use it to grant entitlements in relation to the asset to a third party which
are inconsistent with those of the other co-owners. If such transactions were
effective, they (or the possibility thereof) could undermine the use of shared
ownership as a governance mechanism. Property law solves this problem by
making the sharing arrangements enforceable not only as between the co-owners
(‘insiders’ to the firm) but as against third parties generaly. It is this function
that forms the link between property law and the theory of the firm.

Property law’s protection of co-owners against each other’s opportunism can,
however, generate externalities—costs for unwitting third parties who incur
losses in reliance on putative transactions. The second contribution of the
analysis is to show that property law’s function in relation to corporate
enterprise is not simply to minimise JOA costs, but to minimise the sum of JOA
costs, enforcement externalities, and the costs of administering the system.
Three strategies are employed to effect this ‘essential trade-off’: (i) the use of a
numerus clausus: that is, a fixed list of possible sharing arrangements; (ii)
selective enforcement—only against third parties who are ‘least-cost avoiders’;
and (iii) mandatory registration of the existence or terms of such arrangements.
A numerus clausus strategy severely limits the ability of co-owners to customise
their arrangements, thus limiting their ability to reduce JOA costs. Both the
selective enforcement and registration strategies are significant advances over
this, for they allow co-owners to have contract-like flexibility over the terms of
their sharing arrangements, whilst nevertheless giving these proprietary effect.
The choice between registration and selective enforcement will depend
primarily on the technology available for disseminating registered information
to third parties.

Thirdly, to make the theory concrete, the article identifies the rules of English
law that form the ‘ proprietary foundations' of corporate law. These are, in brief,
the rules of agency and trusts law that support the delegation of ownership
entitlements and the overreaching of property entittements, and the laws of
secured credit, fraudulent conveyances and corporate insolvency that permit the
sequential sharing of ownership entitlements between equity and debt claimants.
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The range of rules thereby included is, we consider, significantly broader than
the notion of ‘affirmative asset partitioning’ developed by Hansmann and
Kraakman. The basic strategies employed by these aspects of property law are a
combination of a numerus clausus principle (for organisational forms and
insolvency law) and selective enforcement (for agency transactions, equitable
property rights, and fraudulent conveyances). Superimposed upon these in the
context of corporate law is a set of registration requirements, and much of the
complexity in this area of law has arisen from the way in which courts have
sought to work out the appropriate interplay between these and the strategies
aready immanent in the law. Absent a technology for disseminating registered
information at low cost to third parties generally, registration complements,
rather than substitutes for, the other strategies of property law.

Implications of the Analysis

Seeing corporate law in light of our theory generates a taxonomy that divides it
into ‘proprietary foundations' and a ‘contractarian superstructure’. Seeing the
law in this way has several significant implications. As a matter of positive
analysis, it points the way to overcoming some of the limitations of the purely
contractarian theory of corporate law. The functions performed by the
proprietary foundations of the subject could not be replicated by parties writing
‘standard form’ contracts, thereby responding to the objection of triviality. To be
sure, our account does not deny that much of corporate law—the aspects we
term the ‘contractarian superstructure —may usefully be analysed in
contractarian terms. Nevertheless, it makes the positive claim that the successful
operation of these rules depends upon the ability of property law to support the
co-ownership arrangements that effect much of the internal governance of firms.
On one level, our analysis can be seen as an attempt to re-emphasise the ‘law’ in
corporate ‘law and economics’ scholarship.™® That said, we do not advocate any
reification of the notion of the corporate ‘entity’.

This positive clam yields empirically testable hypotheses. If we are correct,
then the development of the ‘ proprietary foundation’ of corporate law should be
a much more significant determinant of capital accumulation than the rules
comprised in the ‘contractarian superstructure’. This could be tested both
historically within a single jurisdiction and cross-sectionally over multiple
jurisdictions. In particular, we would expect that (i) the efficacy of registration
mechanisms; (ii) the availability of a general bona fide purchaser defence; and
(iii) the effectiveness of insolvency law would be crucial for the development of
corporate finance—more so than the introduction of the corporate entity
principle itself.

27



Our account also has important normative implications. For those engaged in the
reform of company law, the paper’s analysis should assist in identifying which
areas of law will yield the greatest return on the investment of reform effort.
Resources should be concentrated on the law’s proprietary foundation, since its
impact is of disproportionate importance. Three specific implications are worth
noting: (i) that reform of ‘company law’ should not be conducted in isolation
from other areas of law that are important parts of the proprietary foundations of
the subject, in particular secured credit and insolvency; (ii) that greater
consistency could be achieved in the way in which the ‘fundamental trade-off’ is
effected in relation to different aspects of corporate shared ownership; and (iii)
the significance of information technology to the viability of the registration

strategy.

More generaly, the analysis has implications for debates about the functions
that company law should be understood as serving. Given that what we have
termed the ‘proprietary foundations of corporate law cannot be replicated by
private contract, it follows that no normative privilege should be accorded to
private ordering in respect of this part of the subject.™ This is so, even for
accounts internal to law and economics scholarship: the optimality of the law’s
existing solutions cannot be presumed simply from their persistence. It is quite
possible that alterations in the way in which the proprietary foundations of
corporate law effect the ‘essential trade-off’ could enhance efficiency. For
example, it might be that introducing greater contractibility into aspects of the
proprietary foundation that are currently governed by a numerus clausus
strategy—such as insolvency lav—might be a beneficial step.”® It is also
conceivable that the facilitation of the grant of proprietary rights to other, non-
creditor, stakeholder groups might aso be welfare enhancing.™ These are
difficult questions, answers to which are beyond the scope of this article. Our
current point is simply that it cannot be presumed because such solutions do not
currently exist, that they are not efficient.
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Structure of Corporate Law (Cambridge, MA: Harvard University Press, 1991).
For application to English law, see B.R. Cheffins, Company Law: Theory,
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Right No-right Power Disability

Duty Privilege Liability Immunity
(liberty)

A right denotes an entitlement to require another (not) to do something, that
other being under a correlative duty (not) to do so at the behest of the right-
holder. The holder of a privilege (or liberty) in respect of a certain action, by
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Press, 2000), 14.
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® Provided that the contents of this list are widely known, a restriction of this
sort can reduce search costs for third parties, as the sorts of questions that they
need ask may be standardised.
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demonstration of the generality of Calabresi’s approach, see R. Cooter, ‘Unity in
Tort, Contract and Property: The Model of Precaution’ (1985) 73 Calif LR 1.
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principal. This can be thought of as an essential precondition for it to be
‘reasonable’ for the third party to rely.
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that both depend on the level of knowlege of the third party and the ease with
which they could have discovered the defect.

% See J. Langbein, ‘The Secret Life of the Trust: The Trust as an Instrument of
Commerce’ (1997) 107 Yae LJ 165, 183-185; H. Hansmann and U. Mattel,
‘The Functions of Trust Law: A Comparative Legal and Economic Analysis
(1998) 73 NYU LR 434, 466-469; Nolan, above n 55, 111-117.
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(1983) 12 J Leg Stud 53; Rudden, above n 62, 246; H. Hansmann and R.
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Problem and the Divisibility of Rights' (2002) 31 JLeg Stud S373.

" Typicaly co-owners are given an incentive to register, by denying
enforcement to those who have failed to do so: see eg, Companies Act 1985
(henceforth ‘CA 1985') s 395.

"t An economist may note the structural similarity between the regulatory
character of the various strategies that limit the scope of property rights so asto
minimise third party costs, and those rules which deny enforceability to
contracts that impose externalities—for example, contracts to pollute or to
commit a crime. This seems, however, to be only a point of semantics.
Regardless of how the relevant body of rules are described, it is nevertheless the
case that (i) their existence has so far been overlooked in scholarship on the
theory of the firm; and (ii) that they have arole to play that is functionally more
significant than the provision of contractual default rules. It so happens that this
body of law is termed ‘property’ by lawyers, so it seems no clarity is lost by
employing this term to describe a set of rules not yet fully analysed by economic
theory.

2 See J.A. McCahery, Review of Whincop, above n 1, (2002) 2 JCLS 186, 188.

™ Of course this is a generalisation, because the transfer of entitlements to the
creditor on default is not complete. It is typically only for the purpose of
realising the assets to repay the loan, after which entitlements to any residual
value are returned to the debtor.

" Alternatively, the entrepreneur may wish to arrange things such that the
(contingent) sharing between the creditors is sequential, with a designated order
of priority for their respective abilities to exercise entitlements in relation to the
assets.

™ ‘Delegation’ is used here (as, more generaly is the notion of ‘shared
ownership’) in afunctional sense: for the technical position, see below n 81 and
text thereto.
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® Similarly, if the firm is in default, then shareholders’ rights are transferred to
creditors, who will exercise them jointly.

" See above, text to nn 52-56.

® The distinguishing criterion is whether the provisions in question could be
replicated by private contract. If they could, then (mandatory rules apart) their
function is essentialy as the ‘standard form’ described by the contractarian
theory. If they could not be replicated by contract because the set of potentially
affected parties is indefinitely large, then they are better viewed as property law
rules.

" The leading functionalist account of corporate law divides these into three
basic agency problems or conflicts of interest, namely between (i) shareholders
and managers; (ii) shareholders and each other; and (iii) shareholders and
creditors (R.R. Kraakman et al, The Anatomy of Corporate Law (Oxford:
Oxford University Press, 2004), 21-22). To these might usefully be added a
fourth, between (iv) creditors and each other: see D. Skedl, ‘ Corporate Anatomy
Lessons' (2004) 113 Yae LJ 1519, 1550-1559.

8 CA 1985, Part X1, Ch IV (Meetings and Resolutions); Table A, regs 36-63. Of
course if unanimous shareholder consent can be obtained, these formalities may
be waived: Re Duomatic Ltd [1969] 2 Ch 365; Wright v Atlas Wright (Europe)
Ltd [1999] 2 BCLC 301.

8 Table A, reg 70. This is understood as an exclusive grant of management
power to the board: Automatic Self-Cleansing Filter Syndicate Co Ltd v
Cunnimghame [1906] 2 Ch 34. However, it is open to modification by the
shareholders (see Cane v Jones [1980] 1 WLR 1450) and indeed is frequently
waived in smaller companies where unanimous shareholder consent is relied
upon for decision-making.

% These include duties (i) to obey the constitution; (ii) to exercise powers in
good faith for the benefit of the company and not for an improper purpose; (iii)
to avoid conflicts between self-interest and duty; and (iv) to take reasonable care
in the performance of their tasks. See generally P.L. Davies, Gower’s Principles
of Modern Company Law, 7" ed. (London: Sweet & Maxwell, 2003), Ch 16.

% CA 1985, s 303; Table A, regs 73-81. It dso includes aterations to the
constitution (ss 4, 9, 121), authorisation of: certain transactions with directors
and their associates (ss 320, 322A), issues of shares (s 80), waiver of pre-
emption rights (ss 91, 95), re-purchases of shares (ss 164-166), distributions
(Table A, reg 102), reductions of capital (s 135), financial assistance (where
permissible: ss 155-158) and decisions to wind up the company (Insolvency Act
1986 ss 84(1), 122(1)(a)).
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% Both through ‘default’ rules encompassed in the Allen v Gold Reefs of West
Africa Ltd [1900] 1 Ch 656 line of case law, and the facility to specify more
powerful protection through the use of class rights (see CA 1985 ss 17, 125-
129).

% Namely, the derivative action, available for wrongs constituting a ‘fraud on
the minority’ (Prudential Assurance v Newman Industries (No 2) [1982] Ch
204, 210-225) and the statutory remedy for unfair prejudice to the petitioner’s
interests (CA 1985 s 459).

8 ¢[T]he manner in which the affairs of the company may be conducted is
closely regulated by rules to which the shareholders have agreed.” (Per Lord
Hoffmann, O’ Neill v Phillips[1999] 1 WLR 1092, 1098).

8 Whether fiduciary duties are usefully analysed as ‘ contractua’ is of course a
contentious issue. Regardless, it seems perfectly plausible that such duties and
the corresponding liability to account could be created bilaterally by contract. It
Is probable that ‘disgorgement measure’ damages would be granted if the
contract expressly so provides (see A-G v Blake [2001] 1 AC 268, 287, 291-
292). Difficulty in quantifying loss would tend to militate against
characterisation such a term as a penalty (see Dunlop Pneumatic Tyre Co Ltd v
New Garage and Motor Co Ltd [1915] AC 79, 87-88, 96). In any event, the
obligation to account could be framed as an aternative primary obligation,
rather than a secondary obligation (see Lombard North Central Finance plc v
Butterworth [1987] 2 WLR 7, 16-17).

% That is, to enter into contracts on the company’s behalf: in this case it is the
corporate assets to which the counterparty will look for satisfaction if
performance is not forthcoming.

8 Ashbury Railway Carriage and Iron Co Ltd v Riche (1875) LR 7 HL 653;
Rolled Steel Products (Holdings) Ltd v British Seel Corpn [1986] Ch 246. The
doctrine was abolished as regards third parties by the implementation of the First
EC Company Law Directive (68/151/EEC [1968] OJ 65/8; CA 1985 ss 35-35B).

% Rolled Sted, ibid 297-298.
%1 Criterion Properties v Sratford, above n 67 at [29]-[31].

% Bank of Hindustan, China and Japan Ltd v Alison (1871) LR 6 CP 222, 226-
227 (issue in excess of authorised capital); Re A Company (No 005134 of 1986),
ex parte Harries [1989] BCLC 383, 396 (issue in contravention of pre-emption
rights); Re London and New York Investment Corpn [1895] 2 Ch 860, 869; EIC
Services v European Internet Capital Ltd [2004] EWCA Civ 1069 at [19]-[41]
(issue in excess of directors authority); Tett v Phoenix Property and Investment
Co Ltd [1986] BCLC 149, 162, 167 (unauthorised share transfer).

38



% Boschoek Pty Co Ltd v Fuke [1906] 1 Ch 148, 163; Morris v Kanssen [1946]
AC 459, 471-473.

% In many cases, of course, whether this is so will depend on the third party’s
level of knowledge—reflecting the balancing function performed by property
law rules. See below, text to nn 130-134.

® Russell v Wakefield Waterworks Co (1875) LR 20 Eq 474, 479; Belmont
Finance Corp v Williams Furniture Ltd (No 2) [1980] 1 All ER 393, 405
(dispositions); Lee Panavision Ltd v Lee Lighting Ltd [1992] BCLC 22, 28-31,
Heinl v Jyske Bank (Gibraltar) Ltd [1999] Lloyds Rep Bank 511, 520-521
(contracts); Howard Smith Ltd v Ampol Petroleum Ltd [1974] AC 821, 838
(issue of shares). See also CA 1985 ss 322, 322A, 341.

% Russell v Wakefield Waterworks, above n 95, 479; Re Lands Allotment Co
[1894] 1 Ch 616, 631, 638; Belmont Finance v Williams Furniture (No 2), above
n 95, 405. See generally L.S. Sealy, ‘ The Director As Trustee' [1967] CLJ 83.

% See generally, C. Harpum, ‘Overreaching, Trustees Powers and the Reform
of the 1925 Legidation’ [1990] 49 CLJ 277, 277-282.

% This will happen automatically if the transaction is authorised, and on the
election of the other co-ownersif unauthorised.

% Henry v Hammond [1913] 2 KB 515, 521; Triffit Nurseries v Salads Etcetera
Ltd [2000] 1 BCLC 761, 768-769.

1% Above n 11, 394-95. Hansmann and Kraakman argue that ‘affirmative asset
partitioning’ is the only essential role played by organisational law. The ruleswe
have just considered clearly perform the function of preventing shareholders
from alienating, or issuing claims against, corporate assets. However, they do
much more. Hansmann and Kraakman are right that affirmative asset
partitioning is important, but incorrect to clam that it is the only important
function.

191 See above n 73.
192 CA 1985 ss 1(2)(a); Insolvency Act 1986 (henceforth ‘1A 1986') s 74(2)(d).

193 Jensen and Meckling, above n 18, 333-343: A. Schwartz, ‘A Theory of Loan
Priorities,’ (1989) 18 J Leg Stud 209, 228-234.

104 CA 1985 Parts V and VII1, restricting gratuitous transfers of corporate assets
to shareholders. See J Armour, ‘ Share Capital and Creditor Protection: Efficient
Rules for aModern Company Law? (2000) 63 MLR 355, 363-370.
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%8 Goode, above n 122, 81-82, 146-148, 181-182 (distinguishing chargee's
actual and apparent authority to deal).

9 Thelist of information available from Companies House over the Internet,
with accompanying prices, can be seen at
<http://www.companieshouse.gov.uk/tool sToHel p/productPricelL ist.shtml> .

0 Arguably such a shift could be precipitated in relation to security interests by
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