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THE CALCULUS OF SHAREHOLDERS’ CONSENT: A
CONSTITUTIONAL ECONOMICS THEORY OF CORPORATE
CHARTER AMENDMENT RULES

JAMES SI ZENG”

ABSTRACT

The charter of a corporation is the “constitution” agreed to by all
its members. The charter, however, is not a “suicide pact,” it can be
amended according to the charter amendment rules in corporate law
when circumstances change. These charter amendment rules vary
significantly across jurisdictions. In Delaware, shareholders can
amend the charter with a simple majority vote of shares. The
amendment must be initiated by the board of directors and decisions
to amend the charter are made usually by a supermajority vote of
shares. Board approval is not necessary in the United Kingdom,
Germany, or France. Within a given jurisdiction, the rules
governing the amendment of different provisions are also very
different. This Article makes the first attempt to employ the
constitutional economic theory developed by Buchanan and Tullock
to explain different charter amendment rules. It identifies a
fundamental tradeoff between the needs of adaptation and
commitment. If charter amendment rules are too procedurally
burdensome, they may harm the adaptation of corporate charters. If
they do not impose meaningful regulation on charter amendment,
minority shareholders cannot be sure that corporate insiders or
controlling shareholders would not amend the charter in the
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midstream to harm shareholders” interests. Different states may
choose different charter amendment rules to achieve a balance
between adaptation and commitment. The choice between different
charter amendment rules made by different states can be explained
by several factors, including institutional investors and judicial
capacity. This theory sheds new light on a series of issues in the
corporate law literature, including the explanation for mandatory
rules and appraisal rights in corporate law, the debate of increasing
shareholder power in the United States, and why law, rather than
contract, is important in corporate governance.
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INTRODUCTION

The charter of a corporation is the “constitution” of the
corporation that sets out the “rules of the game.” The charter,
however, is not a “suicide pact,” it is subject to amendment pursuant
to the charter amendment rules when circumstances change.! A
comparative study of the charter amendment rules in several major
jurisdictions — the state of Delaware in the United States, the United
Kingdom (UK.), France, and Germany—shows that different
jurisdictions have adopted very different charter amendment rules.
For example, while the corporate law in Delaware mandates that
only the board has the power to initiate an amendment to the
corporate charter and a simple majority vote of shares is necessary
to pass an amendment to corporate charters, a decision to amend the
charter in the UK. does not need board approval but must be
approved by a three-fourths majority vote of shares.2 Within a given
jurisdiction, the amendment rules for different provisions in the
corporate charter are also different—some provisions are subject to
amendment by a majority or a supermajority vote of shares while
others are mandatory rules that cannot be amended.

This Article endeavors to develop a theoretical framework to
analyze the social costs associated with different charter amendment
rules and to explain the variation of these rules both across and
within jurisdictions. It argues that two goals that are usually in
conflict need to be considered in choosing the rules that govern the
amendment of a corporate charter: adaptability and commitment3 A
corporation may exist for a long time. When circumstances change,
the corporate charter also needs to adapt. While all shareholders

1 Different states use different terms to refer to the charters, including, for
example, “certificate of incorporation” in the state of Delaware and “articles of
associations” in the United Kingdom. See DEL. CODE. ANN. tit. 8, § 101(a) (2019),
[https:/ /perma.cc/H5SRH-B5JA]; Companies Act 2006, c. 46, § 17 (Eng)
[https:/ /perma.cc/ BOWD-K]J7].  See also DEL. CODE. ANN. tit. 8, § 109 (2019)
[https://perma.cc/H5RH-B5JA] (describing the requirements for adopting,
amending, and appealing bylaws). The Delaware Corporate Code uses the term
“charter” in a broad sense. It includes the bylaws that contain provisions that are
relatively unimportant.

2 See DEL. CODE. ANN. tit. 8, § 242(b) (2019), [https:/ /perma.cc/ HSRH-B5JA];
Companies Act 2006, c. 46, § 283 (Eng.), [https:/ / perma.cc/ BOWD-KJ7]].

3 See Henry Hansmann, Corporation and Contract, 8 AM. L. & ECON. Rev. 1, 9
(2006) (discussing the costs and benefits of a charter that is difficult to amend versus
a charter that is easy to amend).
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agree to the corporate charter when they join the corporation,
unanimous consent is usually not required when the charter is to be
amended.* Requiring unanimous consent would negatively affect
the charter’s adaptability.> On the other hand, if the charter can be
amended too easily, the unanimous consent given by the
shareholders at the time when the charter was enacted becomes
meaningless because a corporate insider can always change the
“rules of the game” afterwards. If the corporate charter can be
amended simply by a majority vote of shares without any further
legal constraints, including fiduciary duty or mandatory rules in
corporate law, corporate insiders or the shareholders controlling a
majority of shares may amend the charters opportunistically.
Expecting this problem ex ante, investors may then refrain from
buying the shares in the corporations even if the corporate charters
offer them strong protection of their rights at the time of their
investment. This commitment problem would deter investment or at
least raise the cost of outside capital when a corporation is
established.

In economic terms, different charter amendment rules give rise
to different levels of decision-making costs and external costs.
Decision-making costs include the costs that shareholders incur in
participating in collective decisions and the costs that arise because
of the problem of holdout.¢ Shareholders participating in collective
decisions need to spend time and resources in evaluating the
decision, which impose a direct cost on them while the benefits are

4 See DEL. CODE. ANN. tit. 8, § 242(b) (2019), [https://perma.cc/ HS5RH-B5JA];
Companies Act 2006, c. 46, § 283 (Eng.), [https:/ / perma.cc/ BOWD-K]J7]].

5 At a publicly held company, unanimity requires not just the consent of all
shareholders, but all potential shareholders in the world, who could buy a single
share to block the transaction. Shareholders may agree to a rule of supermajority
vote, which requires a three fourths majority vote of share. Under this
arrangement, shareholders holding more than a quarter of shares can block the
amendment to the corporate charter. These shareholders may hold out the
amendment to obtain more benefits. William J. Carney, Fundamental Corporate
Changes, Minority Shareholders, and Business Purposes, 1980 AM. B. FOUND. REs. J. 69,
79-82.

6  See JAMES M. BUCHANAN & GORDON TULLOCK, THE CALCULUS OF CONSENT 98-
99 (1962). Decision-making costs arise here because normally a bargaining range
will exist, and, recognizing this, each individual will seek to secure the maximum
gains possible for himself while keeping the net gains to his partners in the
agreement to the minimum. Each individual will be led to try to conceal his own
true preferences from the others in order to secure a greater share of the ‘surplus’
expected to be created from the choice being carried out.
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to be shared by all shareholders. Thus, they may lack incentive to
participate and choose to free-ride on the efforts of others. For those
who participate, each shareholder has incentive to hold out the
decision until he gains more from the bargain even though the
amendment is in the interest of the corporation.” A high procedural
threshold for amending a charter provision incurs relatively high
decision-making costs, which affect the adaptability of a corporate
charter because shareholders may be unable to approve an
amendment that is beneficial to all shareholders. Meanwhile,
external costs are the social costs that arise because corporate
insiders or controlling shareholders may make an amendment that
benefit themselves at the expense of shareholders as a group.8 It
results from the so-called “opportunistic amendment problem” —
insiders of a corporation may amend the corporate charter to
enhance their power or even entrench themselves after shareholders
join the corporation, harming the interests of shareholders.® A low
threshold for charter amendment gives rise to relatively high
external costs, which may deter investment ex ante because of the
insiders’ inability to make a commitment to investors that they would
not amend the charter in a way that harms shareholders.

Different charter amendment rules incur different degrees of
external and decision-making costs. As the size of the vote required
to approve an amendment increases and the procedural constraints
on the amendment are tightened, decision-making costs rise while
external costs decline. 10 This theory suggests that different
provisions in a corporate charter should be subject to different
amendment rules.!? When the amendment involves provisions that
are relatively trivial, shareholders may make an amendment
decision by a simple majority vote or simply delegate the decision

7 See Zohar Goshen, Controlling Strategic Voting: Property Rule or Liability Rule,
70 S. CAL. L. Rev. 741, 751 (1997) (“In the case of a holdout, however, the securities
holder who withholds her vote does so in order to reap an additional profit as a
result of her support at a later, more critical stage.”).

8 BUCHANAN & TULLOCK, supra note 6, at 45-46.

9 See Jeffrey N. Gordon, The Mandatory Structure of Corporate Law, 89 COLUM.
L. Rev. 1549, 1573-75 (1989) (discussing the benefits of eliminating opportunistic
amendment through mandatory rules).

10 See BUCHANAN & TULLOCK, supra note 6, at 74 (making a similar argument
in considering the economics of constitution). See also infra Section 1.2. (discussing
these issues in greater detail).

11 Id. at 73 (“All potential governmental or collective activity should not be
organized through the operation of the same decision-making rule.”).
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to the board of directors. For more important provisions,
shareholders may set a supermajority rule, for example, a three
fourths majority rule, for amending these provisions. When it comes
to the amendment of provisions that fundamentally alter
shareholders’ rights, shareholders should choose a unanimity rule,
in which case shareholders cannot amend these provisions without
unanimous consent of all shareholders, or a mandatory rule, which
prevents the charter provision from being amended.

The theoretical framework of external and decision-making
costs explains why different states have adopted different charter
amendment rules.’2 Corporate laws in different jurisdictions need
to achieve a different balance between external costs and decision-
making costs. In jurisdictions where external costs are the major
concern, corporate laws are likely to set up a high threshold for
charter amendment.®> Where external costs can be effectively
controlled by other mechanisms and decision-making costs are the
major concern, corporate laws may adopt a relatively low threshold
for charter amendment.* This Article identifies two major factors
that may affect the magnitudes of external costs and decision-
making costs in a given state: institutional investors and judicial
capacity. Given the different roles played by institutional investors
and the different capacity of courts in different states, the same
charter amendment rule may incur different levels of external and
decision-making costs, rendering the same rule efficient in some
states but not in others.

For example, the three fourths majority rule in the U.K. can be
explained by the fact that decision-making costs for shareholder
voting are relatively lower than other major jurisdictions because
institutional investors play an active role in corporate governance in
the UK. and the free-rider problem is less severe.l> A second

12 While scholars have long noticed this difference, current theories have
failed to provide an adequate explanation. For example, the widely accepted
distinction between civil law and common law does not explain the drastic
difference between the law in U.K. and the state of Delaware. Rock et al. mentioned
the differences but did not offer any explanation. Edward Rock et al., Fundamental
Changes, in REINIER KRAAKMAN ET AL, THE ANATOMY OF CORPORATE LAw: A
COMPARATIVE AND FUNCTIONAL APPROACH, 186-87, 222-24 (2009) (explaining
possible alternative structural explanations for the difference between UK. and
Delaware corporation laws).

13 See infra Section 2.1.

14 See infra Section 2.1.

15 See infra Section 2.1.
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example might be the state of Delaware. The simple majority rule
adopted in the state of Delaware can be explained by the fact that
courts in Delaware are highly capable of detecting opportunistic
actions and play a major role in protecting shareholders from
opportunistic amendment decisions initiated by corporate
insiders. 16 Thus, external costs are relatively unimportant for
corporations in Delaware. The bilateral veto regime in Delaware
could be viewed as an effort to reduce decision-making costs
compared to the supermajority rule by lowering the threshold for
shareholder approval and delegating the power to the board of
directors.

The theoretical framework of external and decision-making
costs also provides a new explanation for mandatory rules in
corporate law, which has long been a subject of academic interest.1”
Currently, the most influential theory about mandatory rules in
corporate law is the “opportunistic amendment hypothesis”
proposed by Jeffrey Gordon.1® Corporate insiders or controlling
shareholders may amend the charter in the midstream to enhance

16 See infra Section 2.1.
17 See infra Section 2.2.

18 Gordon, supra note 9 at 1573 (arguing that mandatory law provides
insurance against opportunistic amendments that take advantage of incomplete
corporate contracts). This “opportunistic amendment” problem has been
recognized as a major justification for mandatory rules in corporate law. Roberta
Romano, Answering the Wrong Question: the Tenuous Case for Mandatory Corporate
Laws, 89 CoLuM. L. REv. 1599, 1606 (1989) (questioning the validity of the
“opportunistic amendment” problem as an explanation for the mechanics of
corporate law); Bernard S. Black, Is Corporate Law Trivial? A Political and Economic
Analysis, 84 Nw. U. L. REv. 542, 566 (1990) (analyzing that charter amendments may
increase shareholder wealth without maximizing it because managers seek their
own benefits from such amendments); Lucian Arye Bebchuk, Foreword: The Debate
on Contractual Freedom in Corporate Law, CoLUM. L. Rev. 1395, 1401 (1989)
(suggesting possible alternative procedures to implement charter amendments).
See also Melvin Aron Eisenberg, The Structure of Corporation Law, 89 COLUM. L. Rev.
1461, 1461(1989) (arguing that there are certain constitutive rules, including
distributional rules, structural rules, and fiduciary rules, that should be made
mandatory). The problems of shareholder voting in amending corporate charters
also led many corporations to adopt the default rules offered by states. See generally
Henry Hansmann, Corporation and Contract, 8 AM. L. & ECON. Rev. 1 (2006); Yair
Listokin, What do Corporate Default Rules and Menus do? An Empirical Examination, 6
J. EMPIRICAL LEGAL STUDIES 279-308 (2009) (examining empirical evidence of the
impact of corporate anti-takeover enabling statutes).
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their power at the expense of outside shareholders.l® This theory,
however, cannot explain why corporations are allowed to adopt
takeover defenses which may harm the interests of shareholders and
benefit corporate insiders.20 The theory in this Article suggests that
the opportunistic amendment hypothesis is incomplete because it
focuses entirely on external costs and ignores the associated
decision-making costs.2! Although mandatory rules eliminate the
danger of opportunistic amendment, they harm the adaptability of
corporate charters and thus incur decision-making costs.22 Still,
mandatory rules are not always in the best interests of outside
shareholders faced with an opportunistic amendment problem.23
This theory can better explain why mandatory rules vary across
jurisdictions, and over time, the factors that affect the external costs
and decision-making costs change.

This theory also explains the procedural requirements imposed
on the exercise of appraisal rights and why the appraisal remedy has
played a more important role in the United States.2* Scholars have
noticed that in many jurisdictions, corporate law imposes strict
procedures on the exercise of appraisal rights, which is usually
costly for the dissenting shareholders.?5> In addition, the valuation

19 Shareholders generally do not have fiduciary duty towards the corporation
and can maximize their own welfare. See J.A.C. Hetherington, Defining the Scope of
Controlling Shareholder’s Fiduciary Responsibilities, 22 WAKE FOREST L. Rev., 9, 12
(1987) (“Finally, the initial burden of fiduciary obligations rests on corporate
officials...Shareholders, on the other hand, have traditionally been said to owe no
fiduciary obligations to each other”).

20 Romano, supra note 18, at 1606 (“ [T]here are no mandatory laws preventing
such activity[the adoption of takeover defenses].”).

21 See infra Section 2.2.

22 See infra Section 2.2.

2 See infra Section 2.2.

24 For examples of current studies, see Bayless Manning, The Shareholder’s
Appraisal Remedy: An Essay for Frank Coker, 72 YALE L.J. 223, 237-38 (1962) (explaining
the mechanisms used to exercise appraisal remedies); Paul G. Mahoney & Mark
Weinstein, The Appraisal Remedy and Merger Premiums, 1 AM. L. & ECON. Rev., 239,
243-45 (1999) (describing the theories surrounding the role of appraisal); Robert B.
Thompson, Exit, Liquidity, and Majority Rule: Appraisal’s Role in Corporate Law, 84
GEo. LJ. 1, 11-12 (1995) (tracing the historical flux of appraisal in business).

25 See Manning supra note 24, (describing the respective bargaining position
of dissenting shareholders); see also Elliott ]J. Weiss; Lawrence ]. White, Of
Econometrics and Indeterminacy: A Study of Investors” Reactions to Changes in Corporate
Law, 75 CALIF. L. REV. 551, 596 (1987) (“The procedural complexity and the cost of
seeking appraisal, combined with the courts’ use of valuation methods that

Published by Penn Law: Legal Scholarship Repository,



438 U. Pa. ] Int'l L. [Vol. 41:2

of the fair value of stocks is often uncertain and unpredictable,
determined on a case-by-case basis by courts with careful
consideration of the wrongdoings of the majority shareholders.2
This Article suggests that the goal of the appraisal remedy is not
simply to protect the interests of the minority but also to achieve a
balance between external and decision-making costs.?” If the
exercise of appraisal remedy becomes costless for dissenting
shareholders, many dissenting shareholders may employ this
remedy to hold out corporate changes that benefit shareholders as a
whole to extract private benefits. This Article suggests that these

provided most dissenting shareholders with scant hope of obtaining satisfactory
relief, made appraisal a ‘remedy of desperation.””). For earlier discussion, see
Comment, The Doctrine of Strict Priority in Corporate Recapitalization, 54 YALE L.J. 840,
845 (1945) (listing the weaknesses associated with appraisal rights); Note, Appraisal
of Corporate Dissenters’ Shares: Apportioning the Proceeding’s Financial Burdens, 60
YALE LJ. 337, 340-343 (1951) (specifying the financial burdens associated with
appraisal proceedings that frustrate their compensatory purpose); Lucian Arye
Bebchuk, Limiting Contractual Freedom in Corporate Law: The Desirable Constraints on
Charter Amendments, HARV. L. Rev. 1820, 1854 (1989) (explaining the effect of
appraisals on manager decision-making); Note, Interplay of Rights of Stockholders
Dissenting from Sale of Corporate Assets, 58 CoLUM. L. Rev. 251, 254 (1958):

Appraisal supposedly protects the stockholder from any monetary loss
which he would sustain by submission to the dictates of the majority.
There is, however, criticism of its efficacy, based on the realization that the
appraised value of the stock is not always its real or full worth. Since it is
probably impossible to derive any method which would always be
accurate in arriving at a value fair to all, the availability of relief other than
appraisal is often of utmost importance.

26 See Barry M. Wertheimer, The Shareholders” Appraisal Remedy and How Courts
Determine Fair Value, DUKE L.J. 680, fn. 339 (showing that courts often reach
appraisal values far greater than those offered by corporations); Cavalier Oil Corp.
v. Harnett, 564 A.2d 1137 (Del. 1989) (upholding a higher appraisal value than
proposed by the corporation); In re Radiology Assocs., Inc., 611 A.2d 485 (Del. Ch.
1991) (awarding a larger appraisal value to the plaintiff after court evaluation of
appraisal methods); Neal v. Alabama By-Products Corp., No. CIV.A.8282, 1990 WL
109243, at *1 (Del. Ch. Aug. 1, 1990) (assigning a higher value for shareholders than
initially offered by the corporation). In other jurisdictions, the application of
appraisal rights also depends on a case-by-case basis. See Alan K. Koh, Appraising
Japan’s Appraisal Remedy, 62 AM. J. Comp. L. 417, 434 (2014) (outlining alternative
methods for appraisal used in corporations in Japan); Hideki Kanda, Saul Levmore,
The Appraisal Remedy and the Goals of Corporate Law, 32 UCLA L. Rev. 429, 433 (1985)
(“it is designed to accomplish the ‘discovery goal,” explained in Part I as essentially
a goal allowing shareholders to use the appraisal remedy to uncover possible
managerial misbehavior.”).

27 James Vorenberg, Exclusiveness of the Dissenting Stockholder’s Appraisal Right,
77 HARV.L.REV. 1189, 1216-17 (1964) (stating that, appraisal rights need to balance
“the relative dangers of oppression by the majority and harassment by the
minority.”).
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procedural burdens and uncertainty might be necessary in
balancing these two costs and that proposals to alleviate the burdens
on dissenting shareholders in exercising their appraisal rights may
not always be socially desirable.28

The above theory also has important implications on the debate
of increasing shareholder power in the United States. Currently,
some scholars argue that the bilateral veto regime generates a bias
towards the status quo that benefits managers of the corporation at
the expense of shareholders” interests.2? Others disagree and point
out that delegating power to the board of directors benefits
shareholders.30 This Article provides a new perspective to this
debate. The bilateral veto regime offers additional protection to
shareholders by setting up an additional barrier of approval by the
board of directors.3! If, for example, the state of Delaware shifts to a
unitary veto regime and allows shareholders to initiate charter
amendment with a simple majority vote of share, decision-making
costs would be reduced because shareholders can now make
amendments with fewer procedural constraints but external costs
may rise. Shareholders individually or collectively holding a
majority of shares may adopt provisions in the corporate charter that
benefit them at the expense of other shareholders.32 Thus, the power

28 Many scholars believe that the procedural costs imposed on dissenting
shareholders in the exercise of appraisal rights should be alleviated. See, e.g.,
Wertheimer, supra note 26 at 708; Robert B. Thompson, Squeeze-Out Mergers and the
New Appraisal Remedy, 62 WASH. U. L. Q. 415, 432 (1984) (“The Delaware court has
carved out an ambitious goal for the appraisal process; but appraisal may not be
able to protect the minority without legislative changes.”); Joel Seligman,
Reappraising the Appraisal Remedy, 52 GEO. WASH. L. Rev. 829, 831 (1984) (“This
Article begins by analyzing the basic defects in current state appraisal proceedings:
the stock market exception, the methods of valuation, and the procedures and
costs.”).

29 Lucian Arye Bebchuk, The Case for Increasing Shareholder Power, 118 HARV.
L. Rev. 833, 862 (2004).

30 Stephen M. Bainbridge, Director Primacy: The Means and Ends of Corporate
Governance, 97 Nw. U. L. Rev. 547, 1739 (2002); Zohar Goshen & Richard Squire,
Principal Costs: A New Theory for Corporate Law and Governance, 117 COLUM. L. REv.
767,791 (2017).

31 BUCHANAN & TULLOCK, supra note 6, at 233; ROBERT D. COOTER, THE
STRATEGIC CONSTITUTION 187 (2000).

32 Consider a hostile takeover for example. A bilateral veto regime requires
the approval of both the board of directors and shareholders. Thus, when a hostile
acquirer obtains a majority voting rights, it still cannot approve a merger
transaction without the support of the board of directors. Such a bilateral veto
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of the board of directors should be viewed together with the simple
majority rule in Delaware and any proposal to change the current
rule needs to consider both external and decision-making costs.
Another fundamental question in the academic literature of
corporate law is to what extent law is important in corporate
governance. If a corporation is merely a “nexus of contracts,” why
are shareholders unable to decide all the terms in a corporate
charter?3 Current studies have not fully analyzed this question
from a comparative law perspective.3* This Article argues that law
plays a larger role in corporate governance in some jurisdictions

regime enhances the difficulty of a merger and may prevent a hostile acquirer from
passing a resolution of merger that does not benefit all shareholders and increases
the premium that target shareholders can obtain. If a unilateral veto regime is
adopted, a hostile acquirer may easily obtain control of a corporation and approve
a merger transaction that may not benefit shareholders as a whole. See John C.
Coffee, Jr., Regulating the Market for Corporate Control: A Critical Assessment of the
Tender Offer’s Role in Corporate Governance, 84 COLUM. L. Rev. 1145, 1175 (1984)
(arguing that the benefit of auction contests depends on whether the ex post or ex
ante perspective is used for analysis); Frank Easterbrook & Daniel Fischel, The
Proper Role of a Target’s Management in Responding to a Tender Offer, 94 HARV. L. REV.
1161, 1169 (1981). The Delaware Court usually allows the board of directors to
adopt takeover defenses in hostile takeovers to promote shareholder welfare as
long as the defenses meet the Unocal test. Unocal Corp. v. Mesa Petroleum Co., 493
A.2d 946, 956 (Del. 1985) (upholding a selective exchange offer that protects the
substantial value of minority shareholder value). See also Air Products and Chemicals,
Inc. v. Airgas, Inc., 16 A.3d 48 (2011) (affirming a board offer as adequate in price
and not structurally coercive). Recent studies have shown that a staggered board
enhances shareholder welfare. K.J. Martijn Cremers & Simone M. Sepe, The
Shareholder Value of Empowered Boards, 68 STAN. L. REV. 67, 80 (2016).

3 The contractarian view is famously proposed by Frank Easterbrook and
Daniel Fischel. Frank H. Easterbrook & Daniel R. Fischel, Corporate Control
Transactions, 91 YALE L.J. 698, 698-737 (1982); Frank H. Easterbrook & Daniel R.
Fischel, Voting in Corporate Law, 26 ].L. & ECON. 395, 395-427 (1983).

34 Current studies have not provided a full account of why mandatory rules
vary across countries. John Coffee first argued that the balance between enabling
and mandatory rules shifts over time and varies across jurisdictions, depending on
the competence of the judicial system. John C. Coffee, Jr., Mandatory/Enabling
Balance in Corporate Law: An Essay on the Judicial Role, 89 CoLuM. L. REv. 1618, 1620
(1989). Moreover, as this Article will show, while John Coffee is certainly correct
that judicial capacity will affect mandatory rules, other factors, including for
example, the presence of institutional investors, may also potentially affect the level
of mandatory rules in corporate law. After John Coffee pointed out the importance
of a comparative perspective, few studies have explored the mandatory rules in
various jurisdictions. Although there are a few scholars who consider different
options to shareholder protection from a comparative law perspective, their
analysis is not focused on charter amendment. See, e.g., Priya P. Lele & Mathias M.
Siems, Shareholder Protection: A Leximetric Approach, 7 ]. CORP. L. STUDIES 17, 17 (2007)
(explaining an EU Commission proposal to harmonize shareholder rights).
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while contract plays a larger role in other jurisdictions. Whether law
or contract plays a dominant role depends on the relative strength
of different institutions.3> Where shareholders can vote with
relatively low decision-making costs and where legislative and
litigation costs are high, it is more efficient for shareholders to make
their own “contract” at will.3¢ Where courts and legislatures are
sophisticated, however, law can protect the interests of shareholders
at lower costs.3” Corporations can then delegate the tasks of charter
amendment to the state legislature and courts,? which may reduce
the external costs and decision-making costs associated with
shareholder voting. Viewing judicial intervention this way deepens
our understanding of the role of corporate law in corporate
governance.??

This Article proceeds as follows. Section 1 develops a
constitutional economic theory of corporate charter amendment
rules. It argues that different charter amendment rules incur
different levels of external and decision-making costs. It also
identifies the major factors that affect the magnitude of these costs
in different jurisdictions. Section 2 applies this theory to explaining
the variation in charter amendment rules across jurisdictions,
including the state of Delaware, the U.K., Germany and France, and
providing a new account of mandatory rules and appraisal rights in
corporate law. Section 3 considers the policy implications of this
theory on the design of mandatory rules in corporate law, especially
in emerging economies, and the implications on theoretical debates
about increasing shareholder power and the role of law in corporate
governance.

1. A CONSTITUTIONAL ECONOMIC THEORY FOR CORPORATE
CHARTER AMENDMENT

A corporate charter is the constitution of the corporation, which
lays out the rules governing the corporate decision-making process.

35 See infra Section 3.3.
3  See infra Section 3.3.
37 See infra Section 3.3.
38  Hansmann, supra note 3, at 9.

39  Some scholars argue that corporate law is trivial, and corporations can
always select their desired level of corporate governance. Black, supra note 18.
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When shareholders invest in a corporation, they all agree to a
corporate charter. However, circumstances may arise that demand
the corporate charter be amended. The constitutional economic
theory, developed by Buchanan, has been successful in explaining
constitution and constitutional amendment. The theory also helps
analyze the social costs of different charter amendment rules in
corporate law.

1.1. An Economic Theory of Constitution and Constitutional
Amendment

A corporate charter is often referred to as the constitution of a
corporation.4? Similar to the constitution of a state, a corporate
charter contains rules governing different decisions of a
corporation. 4 Buchanan and Tullock famously developed a
constitutional economic theory about the design of constitutional
rules.#2 They argue that in devising a constitution, individuals
submit certain activities to be collectively decided while leaving
others in the private realm.#3 In making such decisions, members
need to consider two costs—external costs and decision-making
costs.

40 Corporate charters can better be termed “corporate constitutions” rather
than “corporate contracts,” since the amendment of a contract needs consent of all
parties to a contract, but a constitution does not need a unanimous vote to be
amended. As scholars have long noticed, corporate law and constitutional law
share many similarities. See, e.g., Douglas M. Branson, Assault on Another Citadel:
Attempts to Curtail the Fiduciary Standard of Loyalty Applicable to Corporate Directors,
57 FORDHAM L. REV. 375, 377 (1988) (stating that the “parallels between economic
and political associations are numerous enough to warrant a comparison.”).

4 A corporate charter may include rules governing a related-party
transaction, the issuance of stocks, and procedures of a shareholder meeting.

42 See BUCHANAN & TULLOCK, supra note 6.

43 BUCHANAN & TULLOCK, supra note 6, at 45. See also STEPHEN HOLMES,
PASSIONS AND CONSTRAINT: ON THE THEORY OF LIBERAL DEMOCRACY 173 (Univ. of
Chicago Press 1995) (“A liberal constitutional framework is a classic solution to a
collective action problem. People may voluntarily relinquish their ability to choose
(in some matters) in order to accomplish their will (in other matters). Collective
self-binding can therefore be an instrument of collective self-rule.”).

https://scholarship.law.upenn.edu/jil/vol41/iss2/4
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External costs arise because some members may dictate a
decision that benefits them at the expense of the dissenters.44 Since
certain decisions are made by other members of the collective, each
individual loses part of the control over the decision and thus
becomes potentially subject to the tyranny of the majority. Some of
the members may thus make a decision benefiting themselves even
though the decision harms all members as a whole.

Collective decision-making also incurs decision-making costs,
both direct and indirect. 4> Participating in the collective decision
necessarily incurs time and expenses, which impose direct costs on
members in a charter amendment process.4¢ In addition, collective
decision-making may give rise to indirect costs because of the
problem of strategic voting. Members may vote based on how
others behave rather than based on their true preferences.
Specifically, members may strategically holdout in order to get more
private benefits.#” Consequently, decisions that benefit the state as
a whole may be delayed or blocked, which adversely affect the
welfare of all members of a state.

Suppose State A faces an invasion from State B, and suppose that
the constitution of State A requires any declaration and action of war
to be approved by a two-third majority vote of all citizens in that
state. Such a constitutional rule is likely to incur significant
decision-making costs—not only because each individual must
undertake the costs and time to vote, but also because the vote may
delay necessary action. Some citizens may even opportunistically
holdout the decision by withholding their consent in order to extort
personal benefits. Due to participation costs and the holdout

44 BUCHANAN & TULLOCK, supra note 6, at 45 (External costs are “costs that the
individual expects to endure as a result of the actions of others over which he has
no direct control.”).

45 BUCHANAN & TULLOCK, supra note 6, at 99 (“Each individual will be led to
try to conceal his own true preferences from the others in order to secure a greater
share of the ‘surplus’ expected to be created from the choice being carried out.”).

46 BUCHANAN & TULLOCK, supra note 6, at 99:

[L]ooking backward from a decision once made, everyone in the group
will be able to see that he would have been better off had the investment
in ‘bargaining’ not taken place at all provided an agreement could have
been reached in some manner without bargaining ....One method of
eliminating bargaining costs is to delegate decision-making authority to a
single individual and agree to abide by the choices that he makes for the
whole group.

47 Goshen, supra note 7, at 751.
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problem, citizens of State A may take a long time to make a decision,
during which time State B may have gained a strategic edge.*

The optimal design of constitutional rules would seek to
minimize the sum of external and decision-making costs, which
Buchanan and Tullock refer to as “interdependence costs.” 49
According to Buchanan and Tullock, members of a state are likely to
select different decision-making rules for different activities in
designing a new constitution.®® The magnitude of external costs
significantly depends on the extent of impact the decision may have
on each individual, while the magnitude of decision-making costs
depends on the procedure and the voting rules for the decision.>
For most legislative activities of governments, members are likely to
choose a majority rule.2 In considering the constitutional rules on
more important issues such as property rights and human rights,
however, individuals will likely require a supermajority or complete
unanimity. As they foresee that collective actions will impose
significant external costs on them, the reduction in external costs far
outweighs the increase in decision-making costs caused by these
rules.>

To illustrate, let us consider two decisions made by a state: to
expropriate a piece of land and to enact a new environmental law.
The expropriation of land affects the property rights of the
landowner without the owner’s consent. The external costs incurred
by the owner are likely to be more significant compared to the
external costs on a person who disagrees with the enactment of the
new environmental law. Thus, even if a majority of the state
legislators supports the expropriation of the private land, a state
constitution is likely to impose additional requirements on the
decision to prevent the “tyranny of the majority.”>* Meanwhile, a

48 Id.

49 BUCHANAN & TULLOCK, supra note 6, at 46.

50  BUCHANAN & TULLOCK, supra note 6, at 73-74.
51 Jd.

52 ]d. at 313.

53 Id. at 73-74.

54 For example, the Fifth Amendment of the United States provides that “nor
shall private property be taken for public use, without just compensation.” U.S.
CoNsT. AMEND. V. This taking clause applies to the states through the Fourteenth
Amendment. Although courts in the United States have generally adopted a
deferential standard of review of the exercise of the eminent domain power by
legislatures, judicial review nonetheless enhances the costs of governments

https://scholarship.law.upenn.edu/jil/vol41/iss2/4
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legislative majority is likely to be sufficient for the enactment of a
new environmental law given that such decision is likely to incur
relatively low external costs on the dissenters.

The above analysis of the design of constitutional rules also
applies to the rules governing constitutional amendment. A
constitution contains rules that set out the conditions for making
various decisions by a state. The rules governing the decision to
amend a constitution is one of these decisions and thus is usually
included in a constitution. From the perspective of a law and
economic theory, the amendment of a constitution is a decision
made by the state, which also incurs external and decision-making
costs. For efficiency, rules governing the constitutional amendment
process should be designed to minimize interdependency costs.

An important implication of the economic theory is that the
amendment clause in a constitution should not be the only
mechanism to amend the constitution. For example, the
Constitution of the United States provides an amendment procedure
in Article V, which states that “[t]he Congress, whenever two thirds
of both houses shall deem it necessary, shall propose amendments
to this Constitution.”55 This, however, is not the only way to amend
the Constitution. % For example, the commerce clause in the
Constitution of the United States had a very different meaning prior
to and after the New Deal. Bruce Ackerman has documented how
the United States changed its constitution with and without using
Article V.57 The theoretical framework of external and decision-
making costs further suggests that the constitution of a state should

expropriating private property. See, e.g., Berman v. Parker, 348 U.S. 26 (1954)
(deciding in an 8-0 decision that the government may take private property under
the 5th Amendment Takings Clause for a public purpose with just compensation);
Hawaii Housing Authority v. Midkiff 467 U.S. 229, 241 (1984) (“one person's property
may not be taken for the benefit of another private person without a justifying
public purpose, even though compensation be paid”); Thomas W. Merrill,
Economics of Public Use, 72 CORNELL L. REv. 61, 63, 81 (1986) (the “courts, in setting
the limits of eminent domain, should ensure that just compensation is paid and
enforce the due process ‘tax’ —the legislative and constitutional requirements that
push the administrative costs of eminent domain above the costs of market
exchange in thick market settings.”).

5 U.S. Const. art. V.

56  BRUCE ACKERMAN, WE THE PEOPLE, VOLUME 2: TRANSFORMATIONS 28, 29
(1998) (suggesting that the People can undertake decisions if they wish to revise
their Constitution: “Normal Americans have a right to assert their constitutional
will in politics without making this project their life’s work.”).

57 See generally id.
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be amended by a variety of approaches in order to reduce the social
costs involved in constitutional amendments. As Ackerman
observes, a formalistic understanding of Article V would create two
dangers —“false positives” and “false negatives”: a constitutional
amendment may not occur even when the People have spoken; or,
a constitutional amendment may take place even when the People
do not intend so.58 For certain important provisions that involve the
fundamental human rights and property interests of individuals,
even a supermajority rule should not be able to amend them.5* For
trivial issues, however, going through the constitutional
amendment process may sometimes be too burdensome, which
hurts the adaptability of the constitution.®®© When only trivial issues
are involved, a more convenient way to amend a constitution might
be for courts to change the interpretation of the constitution.

An example is the constitutional amendment rule itself. Scholars
have long recognized the importance of constitutional amendment
rules.  Akhil Amar argues that amendment rules “are of
unsurpassed importance, for these rules define the conditions under
which all other constitutional norms may be legally displaced.”¢!
The power of amendment is sometimes regarded as an “incident of
sovereignty” since it is equivalent to the power of making a new
constitution.®2 Ulrich Preuss also recognizes that the amending
power “is necessary to preserve the flexibility and sustainability of
the constitutional order, but it can destroy it by amending the
constitution in an anti-constitutional tenor.”6 As a result, some
scholars argue that the constitutional amendment rule should not be
subject to the same constitutional amendment procedure as other
rules contained in a constitution.¢

58 Id. at 29.

59 BUCHANAN & TULLOCK, supra note 6, at 73.

60 BUCHANAN & TULLOCK, supra note 6, at 64.

61 Akhil Reed Amar, The Consent of the Governed: Constitutional Amendment
outside Article V, 94 COLUM. L. REv. 457, 461 (1994).

62 Suber, Amendment, in The Philosophy of Law: An Encyclopedia 31, 32
(Christopher Berry Gray ed., 2013).

63 Ulrich K. Preuss, The Implications of “Eternity Clauses”: The German
Experience, 44 IsR. L. REv. 429, 430 (2011).

64 Frank I. Michelman, Thirteen Easy Pieces, 93 MICH. L. Rev. 1297, 1303-1304,
n. 27 (1995) (“[Plerhaps the idea of a constitution requires absolute entrenchment
of an amendment rule, which in turn at least relatively entrenches everything
else.”).
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1.2. Applying the Constitutional Economic Theory to Analyze
Corporate Charter Amendment

While Buchanan and Tullock mainly address issues of
constitutional law, they recognize that “the conclusions are
generally applicable to a wide variety of collective institutions.” 65
This Article makes the first attempt to apply this theory to study
corporations.®® One of the major functions of a corporation is to
aggregate the wealth of many people so that they can conduct
businesses that each individual shareholder cannot. Thus, investors
must give up some control once they invest in a corporation.
Meanwhile, shareholders will not completely forgo their control
since corporate managers or controlling shareholders may abuse
their power to benefit themselves rather than using the corporate
resources to maximize shareholder welfare.

In fact, the theoretical framework developed by Buchanan and
Tullock can better explain corporate law since the framework is
based on a model in which an individual is “assumed to be
motivated by a desire to further his own interest, to maximize his
expected utility.”¢7 This assumption works well when it comes to
decisions of shareholders.  Although shareholders may be
concerned with other values, most of them intend to further their
own interests by obtaining investment returns.c

One may raise an important objection to the analogy between
constitutional law and corporate law: when shareholders join a
corporation, they actually consent, at least implicitly, to the

65 BUCHANAN & TULLOCK, supra note 6, at 119.

66 BUCHANAN & TULLOCK, supra note 6, at 64. The similarities between a
corporate constitution and a state constitution have long been recognized. See, e.g.,
Marcel Kahan & Edward B. Rock, Corporate Constitutionalism: Antitakeover Charter
Provisions as Precommitment, 152 U. PA. L. REv. 473-522 (2003); ROBERT A. G. MONKS
& NELL MINOW, CORPORATE GOVERNANCE 140 (2008) (“Shareholders were seen as
voters, boards of directors as elected representatives, proxy solicitations as election
campaigns, corporate charters and bylaws as constitutions and amendments.”).

67 BUCHANAN & TULLOCK, supra note 6, at 119.

68 While corporations also have other constituencies, such as employees,
consumers, and creditors, they usually do not have a say in the corporate charters.
Reinier Kraakman & Henry Hansmann, The End of History for Corporate Law, in
CORPORATE GOVERNANCE 49-78 (2017). When we discuss constitutional law,
however, a citizen may have other values.
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corporate charter.®® In contrast, actual consent is usually difficult to
obtain in the context of the constitution of a state —one may be borne
in a state without having a chance to consent to its constitution.
However, in the context of corporate charter amendments,
unanimous consent by all shareholders of a public corporation is
also not possible in most circumstances.”? Thus, the amendment of
corporate charter faces the same problem as the problem of lacking
actual unanimous consent in constitutional law. Courts and
legislatures can no longer rely on the actual unanimous consent of
shareholders due to the problem of holdout, but must “calculate”
the consent of shareholders based on theoretical reasoning.” Since
actual voting is tainted with opportunism and oppression,
legislatures and courts must consider what the choice of
shareholders would have been had they been put behind a “veil of
ignorance” without knowing whether they are the controlling
shareholder or the dissenting ones.”? The framework developed by
Buchanan and Tullock is thus important in analyzing the charter
amendment rules.

Another objection to this analogy may be that while democracy
assigns one vote to each citizen, shareholders holding a larger share
in a corporation are assigned more voting rights than shareholders
holding a smaller stake. This Article contends, however, that the
constitutional economic theory developed by Buchanan and Tullock
still applies to corporate voting. Shareholders with a larger stake in
a corporation have a stronger incentive to participate in corporate
governance since they can reap more benefits from good
performance of the corporation.”? Thus, their consent can better
represent the interests of all shareholders compared to shareholders
who only hold a tiny bit of shares. I will further illustrate this point
in Section 2.

6 Of course, there are still limited circumstances in which an individual
inherits the shares without actually agreeing to the charter of the corporation. In
these cases, one can still more easily sell the shares than one can leave a state.

70 Most jurisdictions allow a corporation to amend the charter without
unanimous vote. See DEL. CODE. ANN. tit. 8 § 242(b) (2019),
[https:/ /perma.cc/H5RH-B5JA]; Companies Act 2006, c. 46, § 283 (Eng.),
[https:/ / perma.cc/ BOWD-KJ7]].

71 Hansmann, supra note 3, at 2.

72 BUCHANAN & TULLOCK, supra note 6, at 78.

73 Daniel R. Fischel, Organized Exchanges and the Regulation of Dual Class
Common Stock, 54 U. CHI. L. Rev. 119, 135 (1987).
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1.3. Economic Analysis of Different Corporate Charter Amendment
Rules within a Jurisdiction

Different rules governing the amendment of corporate charters
also incur a different level of external costs and decision-making
costs. The tradeoff between external and decision-making costs
reflects the inevitable tradeoff between two needs — commitment and
adaptability.”* 1f corporation can easily make an amendment to its
charter, external costs would be high because some shareholders
may amend the charter when it does not benefit all shareholders.
From an ex ante perspective, corporations may find it more difficult
to raise equity funding since corporate insiders or controlling
shareholders cannot make a credible commitment not to amend the
rules in the midstream. If, however, the amendment to a charter is
too difficult, decision-making costs are high. This prevents the
charter from adapting to new circumstances when it benefits all
shareholders, although it preserves the original commitment made
by all shareholders.

Scholars have long identified an “opportunistic amendment
problem” when a corporation amends its charter.”> Corporate
insiders have strong incentives to enhance their power by amending
corporate charters at the expense of outside shareholders whose
capital is “locked in.”7¢ Even if such amendments have been
approved by shareholders, the approval may be tainted with
coercion or conflicts of interests.”” For example, a corporation can
devise a “draconian” takeover defense that renders hostile takeovers
realistically impossible. This would harm the interests of the
shareholders while enabling management to entrench themselves.”s
If the threshold for charter amendment is set too low, the problem

74  Ronald Gilson has made a similar distinction. See Ronald J. Gilson,
Corporate Governance and Economic Efficiency: When do Institutions Matter?, 74 WASH.
U. L. Q. 327, 342 (1996).

75 Gordon, supra note 9, at 1573.

76 The major conflict in a charter amendment is between corporate insiders
(managers and the controlling shareholder) and outside shareholders. See Rock et
al., supra note 12, at 190.

77 Eisenberg, supra note 18, at 1474.

78 Delaware prohibits such defenses. See, e.g., Unitrin, Inc. v. American
General Corp. 651 A.2d 1384 (Del. 1995) (reversing the lower court’s ruling because
a company’s hostile takeover should have been reviewed using enhanced scrutiny
of its “draconian” actions); Unocal Corp., 493 A.2d at 956.
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of opportunistic amendment may give rise to high external costs.”
A high threshold can alleviate the danger that a part of the
shareholders can amend the corporate charter to benefit themselves
at the expense of all shareholders.80

Meanwhile, a corporation may exist for a long time. 8!
Circumstances may change, resulting in the need to adjust the
charter to reflect these changes.82 A high threshold for charter
amendment incurs high decision-making costs, including the direct
costs of shareholders participating in the voting process and indirect
costs of shareholders failing to approve an amendment beneficial to
the corporation because of the problem of holdout.83 Suppose that a
corporation requires any amendment to its charter to be approved
by unanimous vote of share. Each shareholder thus has a veto
power for the amendment of a corporate charter. Each has an
incentive to withhold its consent unless she receives some more
personal benefits. If all shareholders adopt this strategy, the
amendment would fail even when the amendment would benefit
shareholders as a whole.s4

Different charter amendment requirements, including a majority
vote of share, a supermajority vote of share, a vote by disinterested
shareholders, a unanimous vote, or mandatory rules, achieve a
different balance between these two goals and are associated with a
different level of external costs and decision-making costs.

1. Different shareholder voting rules—To illustrate the different
external and decision-making costs associated with different charter
amendment rules, let us first consider a supermajority rule. A
supermajority rule sets up a barrier to shareholders or insiders
hoping to opportunistically amend th