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Chapter 1 
 

Room to Argue, page 9: Agency cost, balkanization of subject matters, executive compensation 

 

 Your teacher might choose to spend class time on figuring out what falls within the 

subject of business organizations and why it might be criticized. (Reading Two) The 

linked 2009 Easterbrook article (Reading One), is a prompt to think about how the 

federal government has involved itself in the area. It also provides an introduction to 

the law and economics approach to corporate law and its explanation of the 

preeminence of Delaware (covered in Chapter 1A2). Reading Three deals with agency costs in 

the context of publicly held corporations and the attempt to address them through executive 

compensation.  Reading Four discusses agency costs in close corporations. The O’Connor article 

(Reading Five) tackles the flip side of the agency cost problem (the exploitation of labor). There 

are subsequent parts of the course in which some or all of these readings may be reassigned. 

 

Reading One 

 Follow the link to an essay by one of the luminaries of the law and economics movement. It was 

written shortly before what might be regarded as the peak of federal involvement in the internal affairs of 

business organizations. The piece reflects the author’s (not very positive) view of that state of affairs, and 

also discusses the reasons for Delaware’s preeminence in the law of business organizations. 

 

THE RACE FOR THE BOTTOM IN CORPORATE GOVERNANCE 

95 Va. L. Rev. 685 

Frank H. Easterbrook 

Copyright 2009 Virginia Law Review Association; Frank H. Easterbrook 

 

http://chicagounbound.uchicago.edu/cgi/viewcontent.cgi?article=2161&context=journal_articles 

 

Reading Two 
 

 The excerpt below takes exception to the failure of the law of business organizations, both 

normatively and descriptively, to adequately recognize the concerns of such “third parties” as consumers. 

 

EXPERIENCING LIMITED LIABILITY: ON INSULARITY AND INBREEDING IN CORPORATE 

LAW 

Progressive Corporate Law 111 (Lawrence E. Mitchell and David Millon, eds.) 

Theresa A. Gabaldon 

 

Copyright 1995 by Westview Press; Theresa Gabaldon 
 

The usual law school curriculum, like much legal thinking, is segregated by subject matter.  

Professor Smith teaches and writes about torts, Professor Jones about contracts, and Professor 

Brown about corporations.  There are, of course, topics (such as jurisprudence and law and 

 

http://chicagounbound.uchicago.edu/cgi/viewcontent.cgi?article=2161&context=journal_articles
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economics) that purport to have broad explanatory power; although their themes no doubt shape 

the values and sometimes influence the actions of legal actors such as judges and legislators, they 

do not appear in the West key system and probably have limited overt effect on the advice given 

in the typical law office. 

 

One consequence of the compartmentalization of legal analysis and applications is that 

contradictions arise and go largely unnoticed.  This has been the case with the late twentieth 

century evolution of the limited liability of investors in business enterprises and developments in 

a number of laws having significance for the liability of the enterprises themselves.  Various 

doctrines have been devised or modified so as to increase the liability of business enterprises, while 

the firewall insulating equity investors from the consequences of enterprise activities appears to 

have been significantly strengthened and extended.  Later portions of this essay will illustrate these 

contentions more thoroughly; for introductory purposes, a single set of examples will suffice.  

 

One enhancement of business accountability has taken place in an area of tort law known 

as product liability.  There, culpability has ceased to be an inevitable concomitant of legal 

responsibility.  It is quite possible for an enterprise to be saddled with liability for injuries its 

product may have caused even though there has been no demonstration that there was any degree 

of fault-intent, recklessness, or negligence-in the product's design, manufacture or distribution.  

The logical, and presumably intended, consequence is that more plaintiffs will be entitled to 

recovery than would be the case were a showing of fault required.  As corollaries, costs to 

consumers may rise and/or manufacture may have increased incentives to take care. 

 

By contrast, a steadily increasing number of equity participants are being veiled from the 

liabilities of the enterprises in which they invest.  One theoretical quid pro quo for limited liability 

long has been lack of control.  This restriction has been relaxed, both for the shareholders of close 

corporations and for limited partners.  More .dramatically, the recent surge in adoptions of limited 

liability company legislation clearly signals political willingness to confer limited liability despite 

relatively direct member control.  The logical, and presumably intended, consequence of these 

developments is that fewer plaintiffs actually will obtain recoveries than otherwise would be the 

case; the care taken by investors in supervising their investments hardly could be enhanced. 

 

It is possible that this latter set of developments is in at least partial response to the former.  

Even if this is true, the resulting edifice lacks aesthetic appeal, which leads the viewer to suspect 

a lack of structural soundness.  The situation therefore merits assessment from one or more 

comprehensive perspectives.  The primary perspectives adopted for purposes of this essay are 

those of unadulterated common sense and, what is (in some manifestations) the close cousin of 

common sense, feminism. 

 

- - - 

 

It does not take much cynicism or any exposure to high-tech ·public choice theory to 

suggest that weak-willed and not particularly insightful legislators are prone to bend in response 

to prevailing winds.  That is, if consumer groups are lobbying hard, lemon laws, etc., may be the 

order of the day.  If, tomorrow, it is small business owners who are offering election contributions, 
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then limited liability company legislation may be the result.  This logic-or evil-minded suspicion, 

if you will-is not necessarily undercut by the recognition that some number of the liability-

enhancing developments described have been judicially instigated, while the increasing 

availability of limited liability is most visibly the consequence of legislative activity. 

 

It would be nice if there were something more-if we could convince ourselves that the 

variations were neither random nor exclusively political happenstance, but instead were explicable 

in terms of consistent (albeit low visibility) policy choices.  As it happens, one of our more recently 

popularized legal movements- law and economics- does provide a relatively complete explanation 

that also is relatively simple.  It may, in fact, be law and economics' relative simplicity that explains 

its popularity; broad and easily employed assumptions satisfy our craving for a guiding myth, 

albeit a godless one. 

 

The law and economics movement attempts to explain legal developments in terms of 

inertia toward economic efficiency.  A development is efficient if those benefitted by the change 

in question gain more than is lost by those detrimented.  Benefit is demonstrated in terms of the 

(frequently hypothetical) bargain reached by rational actors motivated by their own self-interest. 

The postulated inertia toward efficiency is, as a theoretical matter, prompted by the postulated 

inertia toward efficiency is, as a theoretical matter, prompted by the human characteristics of 

rationality and self-interest, which are assumed to be more or less universal.  

 

The economic argument, then, is that underlying the superficially diverging developments of 

increasing business liability and increasing limited liability for investors is the unifying theme of 

wealth maximization.  Thus, for instance, a business enterprise should bear the costs of injuries 

caused by its products whenever the enterprise is the lowest-cost avoider of such injuries, so the 

development of strict liability rules should be no surprise.  By contrast, investors -particularly 

individual investors-are not low-cost avoiders; they are high-cost (and duplicative) gatherers of 

information that managers and professional creditors can more expeditiously acquire, so exposing 

them to, and thus concerning them with, product liability tends to inefficiency. Relatedly, 

unlimited liability for shareholders would contract the pool of funds available for "high variance" 

(risky) investments and would impair the functioning of capital markets by linking the amount any 

given investor was willing to pay for a particular investment to the amount of his or her individual 

worth.  The preferable route to wealth maximization therefore is one that insulates investors from 

liability.  Not incidentally, this route also is said to be the one that would be negotiated by rational, 

self-interested investors, managers, and creditors if; left to their own devices. 

 

As tempting, and even inevitable, as it may be to order our thinking about an increasingly 

complex society and body of laws by subscribing to guiding myths, the twentieth century flirtation 

(or flagrant love affair) with economics as an explanation for life and law provides an apt example 

of why we must be careful about the myths we choose.  Seductively simple and purportedly 

complete, the logic of economic analysis is sometimes quite obviously flawed, given what we 

know about ourselves and suspect about others.  This is illustrated below in the specific context of 

limited liability. 
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More objectionable, to some, than large or small flaws in logic is the economic goal of 

explaining the world in terms of rationality and self-interest.  Who really wants to go through life 

regarding everyone with whom he or she deals as either entirely rational or completely self-

interested, much less both? Who really wants responsibility for encouraging others to feel that way 

about us? Our guiding myths are, in large part, matters of choice, and as we choose which order to 

impose on chaos, we bear moral responsibility for influencing the world visions of those who take 

us ·seriously.  In other words, our questions and explanations themselves are normative-and, as 

norms go, economic analysis is just not very inspiring. 

 

Feminist analysis, like economic analysis, is its own kind of guiding myth, and has its own 

implicit norms, which will be manifest in the discussion that follows.  Moreover, the methods of 

feminism, like those of economics, can be applied to virtually any legal phenomenon. Not 

surprisingly, however, there will be some such phenomena that economics will justify and 

feminism will not.  Among these is the divergence between the increase in the availability of 

limited liability and the liability-enhancing developments in other substantive laws affecting 

business. 

 

- - - 

 

Working with What We Have.  As it happens, there is at least one area in which women 

have ample experience that is, given some thought, relevant to the limited liability concept.  The 

experience in question is in the context of consumption (yes, I do mean shopping, and I'm not 

trying to be funny). For instance, lots of women have bought lots of containers of drain opener, 

which is quite a hazardous product, so let's start with that. 

 

The last time that I (who happen to be a woman) was experiencing a hair clog, drain opener 

made an appearance on my grocery list.  Permit me to recount my experience and, in particular, 

relate my thinking as I stood in the household cleaners aisle: "As a rational consumer, would I 

prefer to deal with an entity for the debts of which no provider of capital can be held responsible 

or with an entity behind which the capital providers clearly do stand? Clearly the latter, not just 

because of the enhanced prospect of recovery, but because that enhanced prospect suggests 

something about the care with which the product may have been prepared.  Therefore, I will 

scrutinize the cans very carefully to see if the manufacturer is a corporation or a partnership. I then 

will compare prices, ultimately deciding whether the added comfort I feel in purchasing from a 

non-limited liability entity justifies the higher price-effectively the price of insurance- that I 

logically will be required to pay." 

 

No, you're right, I made that up. What I really did, depending on my mood, was (1) buy 

the kind my mother bought; (2) buy the kind that was on sale; or (3) buy the kind advertised in the 

most attention-grabbing commercials (I admit this is not much of a consideration when you're 

talking about drain opener, but I'm sure you get my point). Logically, I should care about the 

limited liability of my providers, but evidently I don't-even though I, unlike some, am familiar 

with the concept.  Is my lack of concern because I think everyone with whom I deal for drain 

cleaner automatically will have it (limited liability, not drain cleaner) or because I think that the 

product really is not likely to injure me? I suspect that these both are plausible explanations, and 
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that they give me more· than a little in common with the women who got breast implants and 

Dalkon Shields (never thinking they'd be injured), Katie Scothorn (never thinking she'd be hurt by 

her grandfather's promise), and Ora Lee Williams (never thinking she had any choice about the 

contract she signed). 
  

Reading Three 
 

 The piece that follows provides background on the problem of agency cost and does a good job 

describing what is, to the law and economics movement, the purpose of the corporation. 

 

THE EXECUTIVE COMPENSATION CONTRACT: CREATING INCENTIVES TO REDUCE 

AGENCY COSTS 

37 Stan. L. Rev. 1147 

Geoffrey S. Rehnert 

 

Copyright 1985 by the Board of Trustees of the Leland Stanford Junior University; Geoffrey S. Rehnert 

 

 

 The question of how to structure appropriate incentives for the executives who manage modern 

corporations has spawned an enormous literature. Attempting to resurrect their field of study after a 

dormancy of many years, corporate law scholars recently have advocated a broad array of legislation, 

regulation, and legal rules to constrain executive behavior. Their suggestions respond to a perceived 

absence of proper motives for managers in the modern corporate structure, supposedly caused by the 

“separation of ownership and control.” Others have opposed most legal intervention in the corporate arena; 

they argue that existing market mechanisms largely suffice to “monitor” executive behavior.  

  

 One corporate response to the separation of ownership and control is the executive incentive 

compensation contract. To the extent that these contracts unify the interests of shareholders and corporate 

executives, they help to resolve the separation problem. However, the level of compensation for top 

executives has risen dramatically in recent years, despite several recessions and declining profits and 

productivity in many industries. This rise has prompted some critics to voice concern that an 

“overcompensation problem” exists. One critic goes so far as to suggest that if managers and shareholders 

fail to limit executive remuneration, the courts should intervene to strike down lucrative compensation 

packages as “excessive” and therefore void as a breach of the executive’s fiduciary duty to the corporation 

and its shareholders.  

  

 While compensation practices may be a problem at many corporations, the major concern ought 

not be one of excessive compensation but rather an issue of perverse incentives created by compensation 

plans that reward executives according to the corporation’s “earnings per share,” or some other accounting 

measure of its supposed performance. Since performance as measured by modern accounting conventions 

often does not reflect the economic forces underlying a company’s business, many existing compensation 

plans divert executive attention from issues critical to shareholder interests and engender poor decision-

making. Thus, they exacerbate the problem of separating corporate ownership and management. 

  

 One solution lies in developing a compensation package that induces an executive to exercise 

discretion to maximize shareholder wealth; for example, a compensation plan that is based on a “relative 

market price performance standard.” Under this approach, the role of the courts would be to create a “safe 

harbor” that would immunize executive pay under such a plan from excessive compensation suits. In 
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adopting such an approach, the courts will induce corporations to behave in the best interests of their 

shareholders, as well as help the firms to avoid costly litigation. Consequently, such encouragement of 

superior compensation practices will benefit society as a whole. . . . 

 

 Executive compensation levels are increasing, and this has triggered a wave of concern about the 

magnitude of executive compensation. But before examining specific objections to contemporary 

compensation practices, it is necessary to understand the structure and implementation of most executive 

compensation plans. . . . 

  

 Executive compensation contracts customarily include provisions guaranteeing salary and benefits 

(such as life and medical insurance), a short-term bonus plan which pays the executive cash if the 

corporation attains certain performance goals, and an equity-related long-term incentive plan. A contract 

may also provide for deferral and forfeiture of some elements of compensation based on the executive’s 

continued employment or upon the firm’s future performance. The term of employment under the contract 

is generally for a specific period of years. Recently, many contracts have guaranteed executives substantial 

compensation if they are terminated involuntarily before the end of their contractual terms. How a particular 

contract structures each of these elements is a function of the phase of the company’s growth, competitors’ 

compensation plans, the current tax laws, and the incentives that the directors want to give to management.  

  

 While virtually all companies pay salaries to top managers and many award additional 

compensation based upon some measure of firm performance, over 85% of the largest one thousand firms 

in the United States have at least one type of incentive plan other than a bonus. Most companies that do 

give bonuses make a year-end cash payment when the firm performs well, and, typically, performance is 

measured in accounting profits. Others have long-term incentive plans that typically award managers stock 

bonuses, stock options, restricted stock, or junior stock, using these “equity-related schemes” to align 

managers’ motives with shareholder interests. Alternatively, these plans may tie all, or part, of a cash bonus 

to the market price of the corporation’s stock, using devices such as stock appreciation rights,  phantom 

stock, or performance shares. The value of these long-term incentive plans varies dramatically, sometimes 

increasing the total value of a chief executive officer’s compensation to a level that is ten to twenty times 

his base salary. . . . 

  

 The magnitude of certain executive compensation packages prompts some critics to assert that an 

“overcompensation problem” exists. But these critics fail to articulate why a large amount of compensation 

for an executive is, of itself, a problem and for whom this problem exists. Their response to compensation 

packages is primarily a personal “gut” reaction that executives make “too much money,” and, therefore, 

that overcompensation is a problem for the corporation and its shareholders. These critics fail to show 

whether large compensation payments actually make shareholders worse off, and they largely misdirect 

their efforts, since the compensation problem that in fact hurts shareholders results from perverse incentives 

created by compensation plans. 

  

 Many critics of compensation programs emphasize egalitarian concerns and question the morality 

of “heightened executive self-interest.” These critics fear that modern corporate managers may become a 

“privileged class” or a “present-day royalty.” From an efficiency standpoint, however, it is inappropriate 

for these concerns to be directed at reforming corporate compensation practices: The tax and governmental 

system can more effectively achieve social equality than the legal system’s direct interference with private 

behavior.  

  

 A second criticism directed at high compensation levels focuses on the absence of any apparent 

links between corporate performance and an executive’s pay. The proponents of this argument point out 

that executives at smaller companies often earn almost as much, if not more, than those at large companies. 
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These critics fail to consider, however, that the marginal productivity of a particular executive – the extent 

to which he increases the firm’s value – has no necessary relationship to his particular firm’s size or 

performance as measured by accounting results. Although compensation and performance may, in fact, be 

only weakly correlated, existing anecdotal evidence does not sufficiently establish that an 

“overcompensation problem” exists. . . . 

 

 Conflict between managerial and shareholder interests is the “master” institutional problem of the 

modern corporation. While the incentives created by an executive compensation contract may sometimes 

harmonize these often divergent interests, poorly structured contracts actually contain perverse incentives 

that harm shareholders. This problem is best understood as an agency problem, which legal rules and market 

mechanisms do not sufficiently address. . . . 

  

 Shareholders provide capital to a corporation in exchange for a contractual claim on the 

corporation’s income and assets. They delegate discretion to corporate management to make decisions 

about how to employ their capital and how to supervise the firm’s other contracts. In this sense, the 

shareholders are “principals,” and managers are their “agents.” In any relationship where the principal and 

agent do not have the same interests, “agency costs” result. Agency costs include two components: first, 

the costs of the divergence between the agent’s actual decisions and those decisions which would have 

maximized the principal’s welfare (the “residual loss”); and second, those costs incurred by the parties in 

efforts to constrain this divergence. . . .  

  

 Managers are unlikely to adopt the principle of shareholder wealth maximization as their behavioral 

guide unless it is in their self-interest. While some chief executives may assert that a personal pride in doing 

the job well, and not money, is their real motivation, an inherent conflict of interest plagues the shareholder-

manager relationship. The conflict arises because a manager never captures all the benefits of his efforts, 

and only bears a fraction of the cost of his suboptimal behavior, whenever he owns less than all of the firm’s 

equity. Since an executive in a large public corporation commonly owns a relatively small share of its 

outstanding stock, he has incentives to increase his own welfare at the shareholders’ expense. 

  

 In general, there are two ways in which a manager may act to the detriment of shareholders. On 

one hand, he may actively misappropriate corporate assets and income through fraud or usurpation of 

corporate opportunities. Alternatively, he may shirk his responsibilities or make poor business decisions. 

While this “managerial inefficiency” can result from carelessness, lack of commitment, and incompetence, 

it may also be the product of perverse incentives, such as those created by poorly designed executive 

compensation plans. Indeed, the most significant critique of current executive compensation practices 

focuses on the conflict of interest that some “incentive compensation plans” create between managers and 

shareholders when, for example, the plans award bonuses based on accounting profits and thus create 

perverse incentives. These perverse incentives sometimes induce shirking, but more importantly, cause 

executives to make poor decisions. 

  

 Many contracts explicitly state that an executive’s objective is to maximize the value of his firm. 

Most of these contracts measure performance with accounting measures (primarily earnings per share) to 

determine the preconditions and size of the executive’s bonus. Since accounting is past-oriented while 

investors are future-oriented, these contracts create incentives for the executive that intensify the agency 

problem and powerfully influence the focus of his behavior. Not only does his immediate compensation 

depend on these measures of performance, but so does the value of his human capital – both to the firm and 

to the external labor market.  

  

 Unfortunately accounting profits are a flawed and misleading proxy for shareholder wealth gains. 

Even if a corporation employs such refined measures as return on equity, or a relative profit performance 
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standard using a group of competitors, these measures are inaccurate because they do not reflect the time 

value of money, the effects of inflation, or changes in the firm’s cost of capital. Furthermore, and perhaps 

more important, managers may easily manipulate accounting figures to reflect higher earnings for a given 

period.  

  

 More alarming than the inaccuracies and manipulability inherent in an accounting standard are the 

perverse incentives it contains for managerial investment decisions. The inconsistency between accounting 

results and economic reality causes a manager who is given accounting-based incentives to focus on short-

run results rather than on long-term growth. Specifically, compensation based on short-term profits 

discourages managers from investing in projects with positive net present values but long payback periods, 

and encourages managers to invest in low-valued, short payback projects, or even in negative net present 

value projects which impose expenses only after the manager retires. . . . 

  

 These perverse incentives for management harm shareholders. This harm, in turn, imposes costs 

on the general economy, because it creates inefficiency that is a “deadweight” loss. Since capital 

investment and expenditures for research and development deflate accounting profits in the short run, an 

executive who is compensated according to current period accounting profits may forego such 

investment. If wisely made, however, those investments might create enormous economic value over time 

for the firm’s equity holders. Certainly, an executive’s contract should not discourage wealth-creating 

activity and ideally, his compensation contract should encourage maximization of shareholder wealth. . . . 

 

Reading Four 
 

 As this article discusses, the problems of agency cost are not limited to entities that are publicly 

held. The co-authors are well-known for another co-authored work, a volume titled The Economic Structure 

of Corporate Law (Harvard Univ. Press 1991). 

 

CLOSE CORPORATIONS AND AGENCY COSTS 

38 Stan. L. Rev. 271 

Frank H. Easterbrook Daniel R. Fischel 

Copyright 1986 by the Board of Trustees of the Leland Stanford Junior University; Frank H. Easterbrook 

and Daniel R. Fischel 

 

 The economic analysis of publicly held corporations has exploded in recent years. Yet there has 

been little attention to the more common corporate form of organization, the closely held corporation. This 

is not because one analysis will cover both. There is a fundamental difference between closely and publicly 

held corporations. Risk bearing and management are separated in publicly held but not in closely held 

corporations. The presence or absence of this separation of functions determines the governance 

mechanisms that have evolved in the two types of firms.  

  

 One central problem in the academic work on closely held corporations is the extent of conflicts of 

interest. Some economists argue that because the same people typically are both managers and residual 

claimants in closely held corporations, agency problems are minimized. Other scholars believe that 

shareholders in closely held corporations face unique risks of exploitation. This group of commentators has 

proposed legal rules ostensibly drawn from partnership law, including especially strong fiduciary duties 
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and rules allowing shareholders of closely held corporations to withdraw their investment from the firm. 

  

 Neither side has made a very good case. It is not useful to debate whether conflicts of interest are 

more or less severe in closely or publicly held corporations. Each organizational form presents its own 

problems, for which people have designed different mechanisms of control. At the margin, the problems 

must be equally severe, the mechanisms equally effective—were it otherwise, people would transfer their 

money from one form of ownership to the other until the marginal equality condition was satisfied. Because 

the world contains so many different investment vehicles, none will offer distinctively better chances of 

return when people can select and shift among them. Most people can work for either public or closely held 

firms, and public firms pay in cash or tradable shares. A closely held firm that insists on joint management 

and investment must offer a better deal to attract capital. Even if there are some skills for which there is no 

market in publicly held firms, there are tens of thousands of closely held firms that must compete against 

each other for talent and capital. This competition requires firms to make believable (i.e., enforceable) 

promises of an equal or greater anticipated return in order to attract capital. Closely held firms may generate 

some special returns; if family owned ventures reduce the agency costs of management, there will be gains 

for all to share. The most the controlling parties of any closely held firm can do is to deny outside investors 

these extra gains, which economists call rents. The parties who possess the scarce resource, the elusive 

ability to create these gains, will get rents. The firms, however, must promise to outsiders, and on average 

deliver, at least the competitive risk-adjusted rate of return available from other sorts of ventures. 

  

 Things may go awry in closely held firms, as in other firms. Promises may be disavowed and 

expectations dashed. But the anticipated return, taking into account the prospect of such ill events, must be 

equal at the margin for all kinds of firms. As a result, there is no reason to believe that shareholders of either 

closely or publicly held corporations will be more or less ‘exploited.’ No a priori case can be made for 

greater legal intervention in closely or publicly held corporations. . . . 

 

 Close corporations differ in size, and the larger ones will find it worthwhile to incur greater costs 

of transacting. (A one percent chance of encountering a problem is worth more to a $10 million firm than 

to a $100,000 firm.) Larger firms routinely have detailed provisions for handling deadlocks or buying out 

the shares of retiring employees, even though smaller firms may leave these issues unaddressed. Courts 

should observe how the larger firms tackle a given problem. These firms are the most likely to surmount 

any transaction cost hurdle and to spend the most time dealing with the problem once they have elected to 

do so. The solutions these larger firms offer may be copied and applied to other close corporations, unless 

there is some reason to think that the proper solution is a function of the firm’s size. If larger firms elect not 

to address a subject through contract, then it is best to conclude that the presumptive rule does not need 

tinkering. . . . 

 

 Close and publicly held corporations have different costs of management. Public firms achieve the 

benefits of the division of labor. They can attract managers without wealth, risk bearers without 

management skill. This arrangement creates substantial divergence of interest between managers and 

investors, and a basketful of devices—including specialized third party monitors—comes into play as 

managers try to attract capital. The closely held firm avoids agency costs of the same dimension, but the 

way it achieves this (by rolling investors and managers into one) creates difficult problems of continuity 

(what happens when an investor retires as a manager), opportunism, and deadlock. Experts—in this case 

lawyers rather than investment bankers—have devised another basketful of devices to control the special 

costs of closely held firms. Neither form of organization has a decisive advantage over the other; indeed, 

neither offers the marginal investor a better or worse deal. Because people select the organizational device 

in which to invest, at the margin the risk-adjusted returns must be the same. There is no basis for treating 

one form or one group of investors as favorites of the law, and there is every reason to treat both groups of 

investors as intelligent adults whose contracts should be enforced. 



 11 

  

Reading Five 
 

 Late in the last century, the law and economics movement began to conceptualize business 

organizations as a nexus of contracts among various constituents.  The following article argues in favor of 

an expansive definition of who those constituents might be. 

 

RESTRUCTURING THE CORPORATION’S NEXUS OF CONTRACTS: RECOGNIZING A 

FIDUCIARY DUTY TO PROTECT DISPLACED WORKERS 

69 N.C. L. Rev. 1189 

Marleen A. O’Connor 

Copyright 1991 by the North Carolina Law Review Association; Marleen A. O’Connor 

- - - 

The Employees’ Relationship With the Corporation 

1. The Nature of Implicit Labor Contracts 

 

 Neoclassical economics employs a model of the firm that views managers as buying and selling 

goods and labor in markets to maximize shareholder wealth. The labor market establishes wage rates 

externally with demand decisions made by firms on one hand and supply decisions made by workers on the 

other. Based upon this market-determined wage, the relationship between the workers and the firm consists 

of the workers directly exchanging a certain amount of labor for a specific wage. Economists assume the 

corporation will behave as any other rational economic actor and regard the corporation’s participation in 

this market as a “production function.” Viewing the corporation as a “black box,” neoclassical economics 

does not evaluate the functions within the firm or the relationships underlying them. This economic analysis 

corresponds to the legal model of the corporation that consists of the shareholders owning the firm and the 

employees contracting with the firm for wages. Under this model, employees are not members of the firm 

and their rights come from explicit contracts alone, often collective bargaining agreements.  

  

 Recently, however, microeconomics has pierced the black box of the firm to analyze its operations 

under the nexus of contracts theory. This theory regards the firm as a bundle of explicit and implicit 

contractual relationships among shareholders, employees, consumers, and suppliers. In contrast to the 

neoclassical view that firms merely engage in exchange in the labor market, the employees’ association is 

evaluated within the context of other relationships in the firm. In particular, the nexus of contracts theory 

sees the firm in an equilibrium position as a result of the participants’ competing for the optimal 

arrangement of risks and opportunities to allocate the costs and rewards within the organization. Thus, the 

nexus of contracts approach does not distinguish clearly the claims of employees from those of the 

shareholders. Adopting this economic theory, corporate law scholars have constructed a legal model that 

considers the rights in the corporation as effected through a set of explicit and implicit contracts. Unlike the 

traditional legal model, the question of who “owns” the corporation is irrelevant. That is, each stakeholder 

has an entitlement to the corporation and the issue becomes how to define the entitlement. Most nexus of 

contract theorists fail to realize the ramifications of this point. This section will explore the nature of the 

corporation’s implicit long-term contracts with its employees within the nexus of contracts framework. 
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 Employees tend to have long-standing relationships with corporations. The typical worker spends 

eight years on a job; more than twenty-five percent of the workforce stays with the same job for twenty 

years or more and the probability of turnover decreases as job tenure increases. The implicit contract theory 

explains why such long-term attachments occur. Implicit contracts are not recognized as legal contracts; 

rather they are social arrangements typically enforced through the operation of market forces. According to 

the implicit contract theory, wages are not set in the external labor market. Instead, large firms internalize 

their employment structures. Under these employment arrangements, workers are underpaid at the 

beginning of their association with the firm and overpaid at the end. Hence, as employees continue to work 

for the firm, their dependence grows and, in a sense, they become “economically wedded” to the 

corporation. To evaluate the employees’ relationship to the corporation, it is necessary to examine in detail 

the nature of the implicit employment contract as well as the enforcement mechanisms used to police 

opportunistic breach of such contracts. 

  

 Under implicit contract analysis, several factors explain why employees tend to develop long-term 

attachments to corporations: employee risk aversion, effort-motivating career paths, and human capital. The 

first reason, employee risk aversion, relates to differences in risk preference between workers and 

corporations. Employees are risk-averse because they face serious consequences from unemployment if 

their corporation suffers a temporary fluctuation in the demand for their labor. As employees continue to 

work for a firm and become older, their employment opportunities tend to decrease. Although employees 

make risky investments of their time in firms, they cannot diversify their risk because they usually have 

only one job. In contrast, corporations that employ many workers have the ability to provide implicit 

insurance contracts to workers protecting them from fluctuations in their wages. Under this insurance 

contract, younger workers accept wages that are lower than the marginal product they produce for the firm. 

These reduced wages represent implicit insurance premiums which the corporation credits to the younger 

workers’ accounts. As these workers grow older and cannot produce as much, the corporation indemnifies 

the worker by continuing to pay a steady wage. In addition, these insurance premiums protect workers 

during external market shocks that produce a decline in the need for labor. Therefore, through implicit 

contracts, workers gain employment security by shifting some of their risk of unemployment and declining 

wages onto the corporation. 

  

 The second theory, effort-motivating career paths, explains that the corporation is willing to provide 

unemployment insurance to employees because implicit contracts deter shirking and other misbehavior. In 

this sense, employees start their jobs for less pay to bond their work by subjecting their income to possible 

forfeiture for inadequate performance. This allows the firm to retain dedicated workers and ultimately repay 

them with higher wages by postponing compensation until the later term of the employment relationship 

and encourages employees to develop long-term relationships with the firm. Thus, the implicit contract 

serves as an economic “bonding” mechanism to reduce agency costs. 

  

 Finally, the human capital theory also illustrates why employees tend to have long-term 

attachments to corporations. According to this theory, workers usually develop skills that are firm-specific 

or industry-specific. Risk-averse employees are reluctant to accumulate this human capital because the 

investment may lose its value when the employee loses his job. For example, an older welder in fabricated 

metals may have much difficulty finding a new job in the same field. Because this human capital is integral 

to a firm’s success, firms attempt to persuade employees to acquire firm-specific skills by decreasing the 

employees’ risk of unemployment. In addition, employers seek to reduce job turnover to decrease their 

hiring and training expenses. Thus, each explanation demonstrates that both employers and employees 

benefit from the implicit contract arrangement.  

  

 Implicit contracts shift the employees’ risk of job loss to the corporation and theoretically provide 

employees with job security as long as they are competent. These contracts, therefore, require firms to 
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maintain employment even when production declines temporarily. But what about the problems of 

bankruptcy, demand or supply shifts, and product obsolescence? Labor economists explain that complete 

implicit contracts would provide severance payments to workers if the probability of permanent job loss 

results from these factors. They recognize, however, that these insurance contracts should encourage labor 

mobility, but that they should not create an incentive for the workers to shirk their because they know they 

are protected if the corporation fails. That is, this “moral hazard” problem cautions against an implicit 

contract that provides too much job security.  

  

 Although employees rely on implicit contracts because they are risk-averse, employees have no 

guarantee that the employer will honor the implicit contract. Therefore, it is necessary to examine the 

possibility that employers may not comply with the terms of these contracts and the ways in which 

employees enforce their implicit contracts. 

  

2. Opportunistic Breach and the Problem of Enforcing Implicit Labor Contracts 

 

 Employees bear the risk that firms opportunistically may breach the implicit employment contracts. 

Firms may enter into implicit contracts, accept the workers’ insurance premiums, and then attempt to 

increase their profits by backing out of the agreement when it is their turn to indemnify workers. 

Opportunistic conduct may occur in several ways. First, employees make firm-specific investments in their 

corporation to obtain higher wages than they would earn in the general labor market without such skills. 

After workers acquire these abilities, however, the corporation can renege on its promise to pay higher 

wages by reducing the workers’ earnings to those paid to workers without the skills. Because the employees 

cannot use the firm-specific knowledge elsewhere, they are vulnerable to this conduct. Second, 

opportunistic breach may occur because informational asymmetries exist, that is, the employees do not have 

access to the firm’s data about its operational and financial matters. For example, the firm may announce 

that production is less than it actually is in order to lay off workers and maximize profits. Third, older 

workers who become less productive especially are exposed to opportunistic breach. These forms of 

opportunistic behavior are socially inefficient because they can destroy the market for these implicit 

contracts.  

  

 Because implicit contracts are not recognized as legal contracts, the parties cannot rely on the legal 

system for enforcement. People usually rely on implicit contracts when they enter into long-term 

relationships. When parties embark upon an extended association, they cannot foresee every contingency, 

nor delineate every detail of their arrangement in a written contract. Thus, to a certain extent, transactors 

must rely on mutual trust and confidence that they will adjust their terms in the face of hardship rather than 

on the explicit terms of their written contract for judicial enforcement. 

  

 Generally, both workers and employers depend on market forces to assure performance of implicit 

contracts, that is, the penalty of withdrawing from the relationship and acquiring a bad reputation in the 

labor market. Implicit contracts, however, are designed to deter workers from leaving their jobs; workers 

pay the firm a bond in the form of accepting lower wages that assures they will perform adequately in the 

future. To quit, workers must surrender this bond. For the most part, these financial restrictions leave 

workers to rely on the character of the firm to assure performance. The firm has a strong incentive to abide 

by an ethical code to treat workers fairly because they want to attract and retain the most qualified 

employees. This notion corresponds to the theory explaining how firms benefit from implicit contracts by 

minimizing expenses relating to hiring and training costs. In other words, if the firm breaches the implicit 

contracts, worker distrust will develop, resulting in lower employee morale, productivity, and loyalty. In 

addition, once a firm acquires a dishonorable reputation, employees may quit, causing the firm to incur 
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costs recruiting replacements. 

  

 The firm’s interest in maintaining its reputation, however, fails to solve completely the problem of 

opportunistic breach of implicit employment contracts; labor economists are just beginning to explore the 

area of enforcement in more detail. In particular, labor economists note that the risk of opportunistic 

behavior is very high when the employer leaves a regional labor market and relocates to another part of the 

country or world. Additionally, as competitive pressures increase, firms have a greater incentive to breach 

implicit contracts to maximize profits in the short run. Recognizing that much work remains in the area of 

ensuring performance of implicit contracts, labor economists suggest that to avoid opportunistic breach, 

firms must develop a more complicated scheme to “bond” their future performance to the employees. This 

“bonding” mechanism would take the form of explicit, guaranteed severance payments. Attempting to 

explain why corporations often do not provide severance payments, economists surmise that because 

implicit contracts are not legally enforceable, “the temptation for the firm to renege on promised severance 

payments may be irresistible.” 

 

Room to Argue, page 13: Normative or Descriptive 

 

  The Easterbrook article (Reading One, P. 2 above) provides a good introduction 

to the law and economics approach described in the text.  Reading Two (also P. 2 above) 

describes a feminist challenge. 
 

 

 


