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中 文 摘 要 ： 著作人格權在國際智慧財產權法學界一直是個重要的問題，

除了象徵著歐陸法系與英美法系不同的著作權哲學與價值

外，也是國際著作權法調和過程中常被提出的重點課題之

一，其中姓名表示權與禁止不當改變權更是著作人格權的論

述焦點，由於該等權利具有一身專屬性，且在許多國家的著

作權交易規範中都受到限制，此等特質與著作財產權純粹作

為交易客體之性質截然不同，也因此，立法與司法實務上常

面臨關於著作人格權處理方式之難題。姓名表示權是典型的

著作人格權內涵之一，其價值與重要性歷久彌新，除了具有

重要的著作人格實現特性外，對著作人而言，亦涵帶包括情

感、尊嚴及財產等許多複雜因子涉及其中。 

 

    本研究先觀察國際公約及外國法制對於姓名表示權的規

範方式、理論基礎及侵害態樣，然後整理國內姓名表示權相

關實務爭議與見解，探討文獻中關於姓名表示權之基礎理

論，從著作人及利用人之不同角度構築適合國內著作權制度

的姓名表示權理論基礎，並進而探討省略姓名表示權之社會

慣例、數位時代中的姓名表示權處理模式（包含衍生著作及

協同創作的姓名表示權問題）及其他如職務著作中的姓名表

示權問題等。 

中文關鍵詞： 著作人格權、姓名表示權、明示出處、社會慣例、聲譽、權

利管理電子資訊、商標 

英 文 摘 要 ： Moral right has been a crucial issue in international 

intellectual property (IP) scholarship. It not only 

presents the fundamental differences of the 

philosophies and values underlying civil law and 

common law systems, but also draws much attention in 

the harmonization of international IP regimes. Among 

others, right of paternity and right of integrity are 

the most important ones in moral right literature. 

Those rights are significantly different from other 

economic right in copyright system because the former 

are inalienable and subject to a number of 

limitations in copyright transactions. Therefore both 

the legislative body and the courts have faced 

difficulties in coping with moral right issues. 

Paternity right, or right of attribution, is a 

typical type of moral right. Its importance cannot be 

overemphasized in the physical world as well as the 

digital one. For authors, paternity right has 



involved with some complicated factors, such as 

emotion, dignity, and pecuniary reward. 

 

    This study first observes the ways how 

international treaties and other representative 

regimes approach paternity issues and relevant 

theories. It also analyzes current controversial 

paternity right issues in Taiwan. It will then cover 

a critical literature review of the fundamental 

theories of paternity right and relevant theories 

(such as theories of reputation and naming) in other 

disciplines. It aims to provide an complete and 

appropriate theory of paternity right for Taiwan｀s 

copyright system from the perspectives of both 

authors and users. Moreover, it will propose how the 

legislative body and the court should cope with 

paternity issues in the complex creative environment, 

such as the scenarios of derivative work, 

collaborative work, and work made for hire. 

 

英文關鍵詞： moral right, paternity right, attribution, social 

norms, reputation, copyright management information, 

trademark 
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壹、 前言 
 

    著作權的權利內容包括著作人格權及著作財產權，而姓名表示權是著作人格權的重要內

涵之一，規定於我國著作權法第 16 條：｢I.著作人於著作之原件或其重製物上或於著作公開

發表時，有表示其本名、別名或不具名之權利。著作人就其著作所生之衍生著作，亦有相同

之權利。II.前條第一項但書規定，於前項準用之。III.利用著作之人，得使用自己之封面設計，

並加冠設計人或主編之姓名或名稱。但著作人有特別表示或違反社會使用慣例者，不在此

限。IV.依著作利用之目的及方法，於著作人之利益無損害之虞，且不違反社會使用慣例者，

得省略著作人之姓名或名稱｣，著作權法中其他與姓名表示權有關的規範還包括了第 64 條合

理使用規範中利用他人著作之明示出處義務及第 80 條之一的權利管理電子資訊規範，但這

兩條規範的位置其實是在著作財產權（而非著作人格權）的部分。該等規範的實務操作方式

雖然簡單，但是卻涉及了許多深層的著作權哲學與價值問題，由於網路環境中利用他人著作

之情況常發生，因此近年來姓名表示權的問題在國際間受到相當重視。 
    就我國著作權法第 16 條之規範內容而言，姓名表示權的內含包括著作人於著作物上表

示其本名、別名或不具名之權利，同條第 4 項則是關於何時得省略著作人姓名或名稱之規

範，實務上對於條文中｢社會使用慣例｣之認定並無統一標準，舉例言之，最高法院有判決認

為，原告將其所舉辦攝影比賽之得獎作品，刊登於「台北市的社會福利」一書之封底而未標

明著作人，是符合社會慣例的 1；也有智慧財產法院判決認為，簡報投影片上省略作者姓名，

也是符合社會慣例 2。 然而，這些法院判決對於其所確信｢得省略原作者姓名或名稱的社會

慣例｣是如何存在、發展都沒有作具體的說明，就直接限制了原作者的姓名表示權，如此的

見解恐有商榷的餘地，因為對許多創作者來說，最有成就感的事並非獲取經濟利益，而是作

品被他人引用，如果法院沒有將著作權法第 16 條第 4 項｢依著作利用之目的方法，於著作人

之利益無損害之虞，且不違反社會使用慣例者，得省略著作人之姓名或名稱｣中｢於著作人之

利益無損害之虞｣及｢不違反社會使用慣例｣的要件釋明，就直接容許利用人得省略原著作人

的姓名，如此的推論過程或失之武斷，且相當程度忽視了姓名表示權對著作人及著作權制度

之重要性。 
    省略姓名標示的社會慣例在網路世界中是否存在，這也是近來法院判決常須處理的問

題，其中最常發生的爭議是：部落格中若利用他人的攝影著作，則依一般社會慣例，是否可

省略原作者的姓名標示？有許多法院判決認為，在部落格上利用他人攝影著作，若未表明著

作人姓名或名稱，仍可算是符合社會慣例 3；但有一些判決則認為，這種作法並不符合社會

慣例，利用人還是應該標明出處 4。由此可見，省略姓名標示的社會慣例，在認定上仍有很

大的爭議與空間。 
 

貳、 研究目的 

                                                 
1 最高法院 88 年度台上字第 3485 號判決。 
2 智財法院 98 年度民著上易字第 10 號判決。 
3 如臺灣高等法院 95 年度智上字第 20 號判決、臺灣臺北地方法院 95 年度智字第 50 號判決、臺灣臺北地方法院 95 年度智

字第 107 號判決、臺灣士林地方法院 95 年度智字第 20 號判決、智財法院 97 年度民著上易字第 4 號判決及智財法院 98 年

度民著訴字第 15 號判決等。 
4 如臺灣高等法院臺中分院 95 年度智上字第 6 號判決、智財法院 99 年度民著上易字第 1 號判決、智財法院 98 年度民著訴

字第 15 號判決及智財法院 97 年度民著上易字第 4 號判決等。 
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    本研究計畫除分析整理目前我國實務界關於姓名表示權之保護現況及爭議外，亦歸納國際

上關於姓名表示權之各類理論與學說，參酌相關國際公約與外國法例，並配合我國著作權法之

立法與司法實務歷程，構築一套適合國內學術與實務界參考的姓名表示權基礎理論，這套理論

當然須符合國內相關法制的實況與不同智慧財產權法間的介面，也會兼顧著作權人及著作利用

人就姓名表示權之利益歸屬與調和；此外，本研究計畫亦將試圖界定在數位科技所帶來的新型

態創作環境與創作方式中，對於姓名表示權可能的處理模式，及其利弊得失。 
 

參、 文獻探討 

 
    Catherine L. Fisk認為姓名表示在法律制度中主要有四種功能：(1)獎賞功能(the reward 
function)：獎勵資訊的創造者；(2)紀律功能(the discipline function)：使資訊創造者會就其所

創造的資訊盡相當的注意義務；(3)品牌功能(the branding function)：亦即使消費者得藉由作

者姓名的標示評估系爭著作的品質；(4)人性化功能(the humanizing function)：使屬於精神創

作的著作與作者產生連結，而非只歸屬於企業，使其有別於其他財產。Fisk並觀察不同創作

環境（如好萊塢、醫學研究、廣告、軟體及新聞產業等）的姓名標示習慣，並強調在法律制

度中建立姓名標示權及出處明示義務之必要性，其論文中亦倡導在職務著作中，更應保障實

際參與創作員工的姓名表示權 5。 
    Greg Lastowa有兩篇文章與本計畫主題相關，在 Digital Attribution: Copyright and the 
Right to Credit一文中，其認為對於許多作者而言，姓名表示權是比財產上權利更重要的權

利，因為姓名表示權可以使著作人得到他人的注意、肯定與社會地位，尤其在某些社群中，

建立聲譽常是著作人的主要創作目的，雖然著作人格權具有很強的非財產性格，但是賦與姓

名表示權法律保護常可為著作人帶來與著作市場機能相關聯的財產上利益，雖然數位科技使

得資訊的散佈與流通更為容易，但著作人對於姓名表示權的需求卻也更為殷切，由於美國法

中沒有完整的著作人格權規範，因此Lastowa認為以合理使用的架構來保護著作人的姓名表

示權不失為一個可考慮的方向 6；此外，在The Trademark Function of Authorship一文中，

Lastowa認為姓名標示具有(1)為著作人提供誘因；(2)降低消費者搜尋成本；及(3)其他獨立社

會價值等三種功能，該文主張在錯誤或虛偽姓名表示(misappropriation)的著作爭議中，法院

應援引商標法之法理處理，該論點主要係對美國聯邦最高法院 2003 年之Daster Corporation v. 
Twentieth Century Fox Film Corporation提出批判，聯邦最高法院於該判決中指出，商標法並

不處理著作姓名標示錯誤的問題，但Lastowa則認為該判決將使姓名表示權頓失法律保障 7，

許多其他學者如Jane C. Ginsberg及Laura A. Heymann亦曾提出類似以商標法法理保護姓名表

示權之論點 8，值得留意的是，這些學者關於以商標法保護姓名表示權之主張，其實是美國

法制下特有的產物，並不適用於我國，蓋該主張之成立係由於美國著作權法中並無姓名表示

權之規範，因此學者系望援引商標法之法理提供保護，但我國著作權法第 16 條卻對姓名表

示權之保護有明確規範，就此，該等美國文獻之討論雖無助於我國規範之建立，但卻可凸顯

姓名表示權之重要性，及不同智慧財產權法（著作權法及商標法）之體系與理論關聯性。 
                                                 
5 Catherine L. Fisk, Credit Where It’s Due: The Law and Norms of Attribution, 95 GEO. L.J. 49, 63 (2006). 
6 Greg Lastowka, Digital Attribution: Copyright and the Right to Credit, 87 B.U. L. REV. 41 (2007). 
7 Greg Lastowka, The Trademark Function of Authorship, 85 B.U. L. REV. 1171 (2005). 
8 如 Jane C. Ginsburg, The Right to Claim Authorship in U.S. Copyright and Trademark Law, 41 HOUS. L. REV. 263 (2004); Jane C. 
Ginsburg, The Author’s Name as a Trademark: A Perverse Perspective on the Moral Right of “Paternity”?, 23 CARDOZO ARTS & 
ENT. L.J. 379 (2005); Laura A. Heymann, The Trademark/Copyright Divide, 60 SMU. L. REV. 55 (2007)。 
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    除前段所提文章外，Laura A. Heymann尚有另外兩篇文章與本研究計畫相關，其中一篇

探討法律規範對於聲譽的應然與實然處理方式，文中介紹了聲譽的概念，及社會生活中行為

人對聲譽的使用方式（包括將聲譽當成擔保及對消費者傳遞的訊號等），並藉由心理學、社

會學及財產權理論將聲譽界定為榮譽、尊嚴及財產權，基於這些理論鋪陳，Heymann再來探

討法律對聲譽的處理方式：其中包括誹謗、肖像權、商標及著作人格權（姓名表示權）等，

Heymann認為，由聲譽理論觀察相關法律權利，則應將聽眾或觀眾之觀感考慮到權利保護之

範圍中，這也會影響到權利受侵害時的法律救濟途徑 9。Heymann的另一篇文章則從姓名理

論觀察姓名表示權與商標權，依據姓名理論，姓名雖然與身分、自我與認同密切相關，但是

其主要功能係表達指示特定主體，而非該主體的內涵本身，姓名代表著特定時空環境下某個

個體的象徵符號，因此解釋姓名表示權與商標權範圍時，亦應考量姓名的特殊社會功能 10。 
    Rebecca Tushnet亦有兩篇重要論文處理姓名表示權的問題，在Payment in Credit: 
Copyright Law and Subcultural Creativity一文中，Tushnet以同人誌次文化為例，說明著作利用

人對於著作人姓名表示權的尊重其實可視為利用著作之對價，因為著作之價值來自流通、散

布及他人對著作的認知，就此姓名表示權可協助在著作人及著作利用人之間建立依持續性的

文化與對話關係，因此法律上承認姓名表示權實有必要，以連結不同文化發展歷程中每個著

作人與利用人，就此而言，利用人標示著作人姓名有時會比支付權利金給著作人更受著作人

歡迎 11；在Naming Right: Attribution and Law一文中，Tushnet則指出，對於著作權保護之強

度向有爭論，但是不管在光譜中主張高度或低度著作權保護者，幾乎都一致認同應保護著作

人之姓名表示權，該文亦處理了在不同法系中關於共同著作、衍生著作、筆名及假名著作的

姓名表示權問題 12。 
    事實上，在數位著作權法發展伊始，知名的智慧財產權法學者 Mark A. Lemley 即以專

文指出，姓名表示權可能是數位著作權法中最難處理的問題之一，由今日複雜的網路著作型

態觀之，Lemley 當時文中假設的例子其實是相當單純的網路抄襲重製問題，但是其文中提

出的基本問題卻頗值深思：姓名表示權的保護是否應對照不同情境給予不同程度的保護而非

放諸四海皆準的單一標準？法律上對姓名表示權保護較為薄弱的美國是否會因此影響網路

創作的誘因？姓名表示權應用商標法或著作權法保護方為適當？複雜形態的衍生著作應如

何保護所有作者的姓名表示權？ 

 

肆、 研究方法 

 
    本研究以質性研究方法為主要研究方法，除了參照國際公約及外國法制析述之論理研究

外，本研究計畫亦將探究姓名表示權之社會及文化意涵，再將此等意涵投射到法規範的實然及

應然分析中。蓋著作權法制與國家整體文化發展密切相關，若能結合相關文化理論，相信更能

切合立法目的及國家文化發展需求。 

 

伍、 結果與討論 
 

                                                 
9 Laura A. Heymann, The Law of Reputation and the Interest of the Audience, 52 B.C. L. REV. 1341 (2011). 
10 Laura A. Heymann, Naming, Identity, and Trademark, 86 IND. L.J. 381 (2011) 
11 Rebecca Tushnet, Payment in Credit: Copyright Law and Subcultural Creativity, 70 LAW & CONTEMP. PROBS. 135 (2007). 
12 Rebecca Tushnet, Naming Right: Attribution and Law, 2007 UTAH L. REV. 789 (2007). 
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    著作人格權在國際智慧財產權法學界一直是個重要的問題，除了象徵著歐陸法系與英美

法系不同的著作權哲學與價值外，也是國際著作權法調和過程中常被提出的重點課題之一，

其中姓名表示權與禁止不當改變權更是著作人格權的焦點議題，由於該等權利具有一身專屬

性，且在許多國家的著作權交易規範中都受到限制，此等特質與著作財產權純粹作為交易客

體之性質截然不同，也因此，立法與司法實務上常面臨關於著作人格權處理方式之難題。姓

名表示權是典型的著作人格權內涵之一，其價值與重要性歷久彌新，除了具有重要的著作人

格實現特性外，對著作人而言，亦涵帶包括情感、尊嚴及財產等許多複雜因子涉及其中。 
    姓名表示權的重要性，隨著數位科技與新型態創作方式的出現愈形重要，美國知名著作

權法學者Tim Wu曾指出，網路科技與新成形的數位文化使姓名表示權的重要性大幅提升，

因為「網路文化是一種『曝光文化』(exposure culture)…在曝光文化中，罪大惡極的並不是

重製別人的作品，而是重製或利用時沒有標示原作者的姓名」13，雖然數位環境中有一些風

行的公眾授權條款，在特定條件下將著作內容開放給利用人無償使用，如創用CC(Creative 
Commons)及自由或開放原始碼(free/open source software)授權等，但該等授權條款中都包含

有基本的姓名標示要求，而創用CC組織早已發現超過 90%願意把著作權以公眾授權條款釋

出的著作人，都會要求其著作之利用人須標示授權人姓名，由此可見，即使對於願意和他人

分享的著作人而言，姓名表示權也是各類著作財產權及著作人格權中最無法割離放棄的法律

權利，其與著作人在情感、財產及聲譽上的關聯密不可分，也值得當代著作權法之學術社群

作更深入的研究。 

    本計畫已出版與即將出版之論文包括： 

一、Regulating Blogging and Microblogging in China, 91 OREGON LAW REVIEW 609 (2012) 

（Westlaw, LexisNexis) 
二、故事角色的第二人生：論著作權法對故事角色之保護，智慧財產權月刊，169 期，

2013 年 
三、複雜創新環境中的專利取得模式，專利師季刊，第 12 期，2013 年 
四、Nonprofits in the Commons Economy, in SAGE HANDBOOK OF INTELLECTUAL PROPERTY 

(Matthew David & Deborah Halbert, eds., Sage Publications, forthcoming 2014) 

                                                 
13 Tim Wu, Leggo My Ego: Google Print and the Other Culture War, SLATE, Oct. 17, 2005, at 
http://www.slate.com/articles/news_and_politics/jurisprudence/2005/10/leggo_my_ego.html 
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Covenant design in financial contracts of a buyout deal: a 
case study of the private equity acquisition of HCA   

 

Kevin Tse-Ping Dong, Suzan Wei, Jyh-An Lee 

 

ABSTRACT 

A buyout deal involves several parties, including private equity firms, the target 

company, and lending banks. Covenants among all interest parties are important. 

However, a comprehensive study on designing covenants among parties in a buyout 

deal to achieve commitment and avoid risk in closing a deal is seldom seen. This 

paper probes into the contracts and covenant designs involved in a buyout deal by 

investigating the world’s largest buyout deal – the acquisition of Hospital Corporation 

of America (HCA). The HCA case highlights the importance of understanding the 

covenant designs in a buyout deal among all transacting parties and lending banks. 

This paper also provides several managerial implications for each party in a buyout 

deal on how to appropriately align their interests. 

Keywords: Private equity; Leveraged buyout; Covenants; Acquisition; Financial 

contracts 

 

1. Introduction 

Despite evidence from many studies suggest that the incidence of attaining private 

equity significantly improves a firm’s subsequent ability to attract financial capital, 

research partners, and commercial partners (Folta and Janney, 2004); however, since 

the subprime crisis, private equity (PE) has come under scrutiny by the public due to 

its relatively large leverage. Many buyout deals have failed, banks have withdrawn 

loans, and the average deal size has decreased dramatically. Although policymakers 
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may have various options in solving these issues, from the viewpoint of business 

transactions, well-designed covenants are of great importance in facilitating buyout 

and relevant deals. Argyres and Mayer (2007) offer a framework for research into 

how transaction costs and property rights impact opportunity discovery and 

sustainable advantage, thereby linking entrepreneurship and strategic management 

research. Moreover, covenants are contractual provisions that obligate a contracting 

party to take certain actions (affirmative covenants) or restrict the party from taking 

certain actions (negative covenants). Covenants reflect contracting parties’ difficulties 

in anticipating unknown future events and opportunistic behavior by other parties.  

However, despite the increasingly important role of the covenant design in PE 

deals in recent years, there has been a serious lack of in-depth rigorous inquiries into 

comprehensive covenant design. To bridge this gap, this article studies the case of 

Hospital Corporation of America (HCA) to generate knowledge for theory and 

practice. HCA, mainly located in the United States, is the largest hospital chain in the 

world. The $33 billion buyout of HCA by Bain Capital, KKR, and Merrill Lynch 

Private Equity has been the world’s largest deal up to 2006. As the HCA buyout deal 

is a representative case among others, we believe that the covenant designs for this 

transaction is worthwhile to explore in depth. In this study, the main question is the 

following: What kinds of covenants are required in a buyout deal, and what 

mechanisms PE firms use to constrain potential risks with the counter parties, the 

target company (including the management), and the lending banks? In the first part 

of this article, we review the relevant literature about PE and propose a conceptual 

framework. In the second part, we describe the methodology, investigate the HCA 

case, and probe the mechanisms of covenant design. In the final part, we discuss our 

findings and the managerial implications. 
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2. Literature review and concept development 

Covenants are ubiquitous in financial contracts such as public debt, private debt, 

and private equity (Kaplan and Stromberg, 2003). Covenants are used in financial 

contracts to mitigate agency problems and help secure financing through the pledging 

of contingent control rights (Dewatripont and Tirole, 1994). Singer and  Donoso 

(2011) develops an agency model subject to moral hazard to study the general 

structure of the contract offered by a firm (the principal) to several contractors (agents) 

that perform the same task. Covenants can also prevent value reduction and define 

control rights (Gorton and Winton, 2003). Debt covenants and repayment 

requirements provide clear constraints and guidelines for managers (Lichtenberg and 

Siegel, 1990). Therefore, covenants and monitoring are occasionally viewed as the 

least pricey way for lenders to mitigate credit risk in the absence of alternatives 

(Whitehead, 2009). Covenant levels are determined partly by the amount of borrower 

information that a lender possesses or can inexpensively acquire (Denis and Mihov, 

2003). Debt can also help limit the waste of free cash flow by forcing managers to 

make debt payments, resulting in reduced agency costs (Smith, 1990). Moreover, 

research on the complexity of contracts argues and finds that asset specificity is an 

important transactional attribute affecting contract design (e.g., Joskow, 1988). Foss 

and Foss (2008) found that individuals or firms that introduce new improved 

contractual designs, sorting systems, organization structures, etc., may realize an 

entrepreneurial return based on the lowering of transaction costs. And other research 

findings reveal that contractual complexity varies a great deal from one alliance to 

another (Reuer and Arin, 2007). 

This literature review draws on agency theory to understand how PE firms may 

design covenant mechanisms to overcome existing management problems and create 

value; and previous research has provided a strong indication that ownership 
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concentration and presence of private equity investors can be powerful tools in 

corporate governance (Bruton, Filatotchev, Chahine and Wright, 2010). Tieva and 

Junnonen (2009) note that essential features of proactive contracting on contract 

management are also risks and risk management. Therefore, contract preparation and 

negotiations are salient poles. Straub (2009) shows that performance-based 

maintenance contracts reduce both direct and indirect costs compared to a competitive 

tendering approach. Deligonul and Hult (2008) examine entrepreneuring as a puzzle 

where entrepreneurs venture at a risk-return level that is worse than that of the private 

equity index and much worse than the public equity index. Scellato and Ughetto 

(2012) found that private equity funds might have incentives to undertake and exit 

deals, pointing to practices that allow them to extract fees and raise new funds more 

quickly. Used for studying buyout deals, agency theory emphasizes controlling and 

motivating managers’ behavior to improve performance (Wright et al., 2001). 

Solutions to agency cost problems in buyouts primarily focus on reducing cost 

(Jensen, 1989) and maximizing profit (Delmar et al., 2003) and “control,” which 

arises from financial monitoring through sophisticated contracts to eliminate 

managerial discretion and costs (Jensen and Meckling, 1976). Besides, as 

environments become increasingly competitive, the political context of organizational 

contracting decisions becomes a central determinant of the organization’s ability to 

achieve greater flexibility and ultimately greater efficiency (Goodstein, Boeker and 

Stephan,1996). 

The contracting of a buyout deal represents great business and legal skills in 

reducing information asymmetry between transacting parties, and high-quality 

contracting can occasionally facilitate deal negotiations (Gilson, 1984). Doornik 

(2009) notes that when performance is not verifiable, firms in a long-term relationship 

may rely on incentive contracts that are self-enforced or “relational". Optimal 
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contracts look the same in each period as long as the relationship continues, but may 

require termination of the relationship after bad outcomes. Payments between the 

partners depend on their relative performance. In essence, contract terms that are 

aimed at reducing agency problems take account of the following (P.-A. Cullen and R. 

Hickman, 2001): How much the agent’s work contributes to the principal’s marginal 

profits; The extent that ‘noisy’, (i.e. incomplete) information, distorts the principal’s 

ability to accurately monitor the agent’s performance; Factors which reward or 

penalize behavior that is required or not; Assess the optimal value of the agent’s 

contribution for the principal, having considered the extent that the agent is averse to 

carrying risks. Furthermore, when contracts cannot be fully state-contingent, 

delegated contracting gains a potential advantage over centralization. Ultimately, 

however, a satisfactory theory of organization design must address both incentive 

considerations and limited information-processing capabilities (Melumad, 

Mookherjee, Reichelstein and BWZ, 1997) 

 

2.1. A conceptual framework of covenants in a buyout deal   

Drawing from the literature, this study proposes a conceptual framework for the 

covenants designed for different counter parties. This study analyzes covenants 

designed for PE firms, banks, and the target company. Between PE firms and target 

companies, several important contracts are involved, including a term sheet, a 

purchase agreement, and management or employment agreements. These agreements 

imply interests and concerns behind both parties, and discussing the agreements is 

important to discover both parties’ thoughts. 

Among PE firms, target companies, and banks, loan agreements are essential. 

Using a sample of 180 public-to-private LBOs in the U.S. between 1997 and 2007, 

Cem and Christopher (2010) found that reputable private equity firms pay fewer loan 
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spreads, have longer loan maturities, and use less ”traditional” bank debt. In addition, 

the reputation of the PE firm is positively related to buyout leverage. Favorable loans 

rely on well-designed covenants. Covenants between banks and borrowers use cash 

flow control, strategy control, the default trigger, balance sheet maintenance, and asset 

preservation (Jasper H., 1982). The conceptual framework of covenant design in a PE 

deal is illustrated in Figure 1. 

 
Figure 1. A conceptual framework of covenants in a buyout deal 

PE Firms

Banks
/Lenders

Target 
company

Contracts (vs. company)
Term sheet
Purchase agreement

Contracts (vs. management)
management MOU
Employment agreement

Covenants
loan agreement

Covenants
loan agreement

 

3. Methodology 

To obtain rich data and insight into the context, actors, and processes of covenant 

design, we used a classic single case approach (Yin, 1984). We chose HCA, the 

biggest buyout transaction in the years up to and including 2006, as our sample firm 

(and the unit of analysis) to address the unique covenant mechanism in the hospital 

industry. An in-depth case study enabled us to understand how PE firms designed 

covenants to create value for HCA. Through the case data, we identified the key 

actors involved in the buyout and examined their rationale for mechanisms relating to 
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financial strategies, processes, and management practice. 

Data for the case was searched in two categories: 1) academic publications and 2) 

selected business publications, including the Economist, Harvard Business Press, etc. 

In addition, the following electronic databases were searched: ProQuest ABI, SSRN, 

and EBSCOhost. This study also obtained public information such as company web 

sites, press releases, and information disclosed under SEC regulations (e.g., 

prospectuses). To ensure the completeness of the data search, we also selected articles 

focusing on PE and buyout aspects and practices for covenant design and value 

creation. In deciding whether to include a particular contractual arrangement in our 

research, we focused on whether the contract stipulated important obligations by one 

of the contracting parties, rather than whether it was literally named a ”covenant” in 

legal documents. 

 

4. Case study 

In this section, HCA’s history, debt restructuring, and covenant mechanisms are 

discussed. 

4.1. The history of HCA 

Hospital Corporation of America (HCA) was founded in Nashville in 1968 by Dr. 

Thomas Frist, Sr., Henry Hooker, and Jack Massey to provide communities with 

better-quality healthcare. HCA’s chairman, Thomas J. Frist, is an innovative 

entrepreneur and initiated several financial operations, including a $5.3 billion 

management buyout in 1988 and acquisition of the Louisville-based Columbia 

Hospital Corporation in a stock swap worth $5.7 billion in 1994. In early 2006, 

Thomas Frist met with his financial advisor, Merrill Lynch, and initiated a leveraged 

buyout idea. On November 17, 2006, HCA entered into a buyout agreement with a PE 

consortium (Bain Capital, KKR, and Merrill Lynch Private Equity) worth $33 billion. 
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4.2. Debt restructuring 

Among the total amount of acquisition funds ($32,970 million), the debt 

accounted for $27,813 million. The debt included senior secured credit facilities, 

outstanding notes, and retained indebtedness. Senior secured credit facilities 

amounted to $14,364 million and contained an asset-based revolving credit facility 

and three term loans. These credit facilities had a maturity period of 6 to 7 years. The 

outstanding notes amounted to $5,700 million. HCA issued new notes, due in 2014 to 

2016, listed in the public market to exchange for the existing notes. In the notes 

exchange offers, HCA did not receive any cash proceeds from the exchange issued. 

As for the retained unsecured indebtedness, it consisted of term notes ranging from 4 

to 8 years with a weighted average interest rate of 6.91% to 8.75%. Table 1 lists the 

sources of the funds from the debt for the buyout deal. 

------------------------------------ 

Insert table 1 about here 

------------------------------------ 

4.3. The covenant mechanisms 

Contracts with covenants in a buyout deal mainly include a term sheet, a purchase 

agreement, management and employee agreements, and loan agreements. Contracts 

between PE firms and the target company include a term sheet and a purchase 

agreement. Contracts between PE firms and people in the target company include 

management and employee agreements. Contracts between lending banks and PE 

firms and the target company are loan agreements. In this study, we explore and 

analyze the covenant mechanisms among all parties as follows. 

 

4.3.1. Covenants between PE firms and the target company: A term sheet and a 
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purchase agreement 

According to Jensen and Meckling (1976), PE firms design covenants regarding 

cash flow rights, control rights, and liquidation rights. The authors found that if the 

target company performs poorly, the PE firms would obtain full control of these rights. 

As the company performance improves, the target company obtains more control 

rights. If the target company performs very well, the PE firms would retain only their 

cash flow rights, but waive most of their control and liquidation rights. The cash flow, 

control, and liquidation rights allocations shift gradually with performance and are 

interrelated. In other words, if the target company performs better, then the PE firm 

has less control. Contracts between the target company and PE firms mainly contain a 

term sheet and a purchase agreement. In this section, we first analyze key elements of 

the covenants and then discuss the HCA case study. 

 

4.3.1.1. Term sheet  

In a term sheet, some key elements must be included. In the beginning of a term 

sheet, the opening information and new securities offered are set forth. The agreement 

describes a summary of terms, new securities issued, total amount raised, number of 

shares, and purchase price per share. In addition, dividend provisions, liquidation 

preference, redemption right, auto conversion right, anti-dilution, right of first refusal, 

information right, and other rights are included. 

 

4.3.1.2. Analysis 

The details of the term sheet are usually not released publicly, and only some 

information is available. Therefore, we summarized and analyzed the key issues of a 

term sheet. HCA’s term sheet emphasized a special shareholder meeting, the purchase 

agreement, and other important considerations.  
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A special meeting was held for the vote on a proposal to adopt the buyout 

agreement. All holders of HCA Common Stock as of the close of business on 

October 6, 2006, the record date for the special meeting, were entitled to vote at this 

meeting. Other important considerations mainly referred to the special committee and 

its recommendation. The special committee was a committee composed of HCA’s 

board of directors formed on June 30, 2006, that reviewed, evaluated, and, as 

appropriate, negotiated a possible transaction relating to the sale of the company. The 

special committee, comprising five independent and disinterested directors, 

determined that the merger agreement and the transactions contemplated, including 

the merger, were fair to and in the best interests of the shareholders except the Frists 

and their affiliates. The committee recommended to HCA’s board of directors that the 

merger be approved and declared. The board of directors then recommended the 

purchase agreement be adopted by the shareholders. 

 

4.3.1.3. Purchase agreement 

The purchase agreement normally contains key factors of the term sheet. A buyout 

agreement lays out when an owner can sell his major interest in the business to 

outside investors or management teams in the business. In addition to some normal 

terms, PE firms request additional covenants to complete a transaction in a buyout 

agreement. The covenants include regulatory filings, shareholder meetings, 

notification of certain matters, closing date and financial statements, real estate, 

further assurances, and services provided by the PE firm. 1) Regulatory filings force 

the PE firm and the target company to cooperate with each other and follow 

applicable laws to consummate the transactions as promptly as practicable. Both 

parties must, upon request by any other party, deliver to the other party, including the 

PE firm’s affiliates, directors, officers, and shareholders, all information connected to 
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any statement, filing, or notice. 2) A shareholder meeting ensures that the target 

company must take all necessary actions to gain approvals from shareholders. The 

approval items include the purchase agreement, the transaction, the debt documents if 

any, the support service agreement by the PE firm, and the election of new directors 

nominated by the PE firm. 3) Each party in the transaction must promptly notify its 

counter party if there is any material adverse change, or any circumstance that could 

be expected to cause a warranty from the PE firm to be untrue or inaccurate. 4) 

Regarding the closing date and financial statements, the target company must deliver 

a completed portfolio file and an un-audited balance sheet as at the last day in the 

calendar month in which the transaction is completed. 5) Some PE firms request the 

target company sell its real estate or assets to fulfill the required working capital. 6) 

Further assurances require the PE firm and the target company to make their best 

efforts to complete the transaction. 7) Services provided by the PE firm to the target 

company before the closing date indicate that the PE firm will provide personnel and 

related expertise to complete the deal, and sometimes, the PE firm charges for these 

services. 

 

4.3.1.4. Analysis 

The purchase agreement contains the purchase consideration, treatment of options 

and awards, representations and warranties, conduct of business, additional 

agreements, conditions to the purchase, and termination. HCA Inc., a leading health 

care service company in the US, was the target company. PE firms including Bain, 

KKR, and Merrill Lynch Global Private Equity formed a company called Hercules 

Holding II, LLC (Hercules Holding) as a special purpose vehicle (SPV) for the merger. 

The company has not engaged in any business. Hercules Acquisition Corporation 

(Hercules Acquisition), a direct wholly-owned subsidiary of Hercules Holding II, 
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LLC, was also formed solely for the merger. The sponsors of Hercules Holding II, 

LLC, include not only the PE firms but also HCA founder Thomas Frist and entities 

affiliated with Thomas Frist. The Frists committed to contribute a portion of their 

shares of HCA Common Stock to Hercules Holding.1 On July 24, 2006, Hercules 

Acquisition merged with HCA, Inc., which acted as the surviving corporation and 

executed the purchase of HCA. 

After the merger was completed, common stock shareholders were entitled to 

receive $51 in cash for each share, without interest and less any applicable 

withholding taxes. All outstanding stock options and restricted shares became fully 

vested and immediately exercisable. All such options not exercised before the merger 

were cancelled and converted into the right to receive a cash payment equal to the 

number of shares of HCA common stock underlying the options multiplied by the 

amount by which $51.00 exceeded the option exercise price, without interest and less 

any applicable withholding taxes. Certain options held by some of the management 

rollover holders would be converted into options to acquire shares of common stock 

of the surviving corporation. In addition to the purchase considerations and treatment 

of options and awards analyzed above, we focus on covenants regarding 

representations and warranties, termination, and some important additional 

agreements. HCA made representations and warranties to the PE firms and the PE 

firms to HCA. From HCA’s perspective, representations and warranties related to 

capital structure, documents filed with the SEC, undisclosed liabilities, litigation, tax 

matters, compliance with applicable laws, contracts with affiliates, and state takeover 

statutes. Many of HCA’s warranties were qualified by a material adverse effect 

                                                       
1 This study also analyzed the reorganization process of HCA. On July 24, 2006, Hercules Acquisition 
merged with HCA, Inc. (HCA) with HCA continuing as the surviving corporation. Immediately after 
the merger was consummated on November 17, 2006, PE firms, the Frist family, and some affiliates 
owned HCA either directly or indirectly. 



13 
 

standard, and violations of these warranties thus enable PE firms to legally withdraw 

from the transaction. For the merger agreement, “material adverse effect”2 prevented 

downside risks for the PE firms. Representations and warranties can be viewed as a 

contractual mechanism that solves the problem of adverse selection. As HCA had 

better information about the quality of the asset to be sold than the PE firms did, 

significant information asymmetry existed between the seller and the buyers. In this 

sense, the voluminous and detailed representations and warranties can bridge the 

information gap by conveying to the buyers, the PE firms, many details regarding 

HCA’s business assets, liabilities, and potential liabilities. HCA, on the other hand, 

may be able to make the information it provided credible by promising in the 

termination clause to compensate the PE firms if the information turned out to be false. 

In this sense, representations and warranties are designed as inexpensive techniques 

for PE firms to verify the accuracy of information provided by HCA. 

As to the termination of the purchase agreement, if the agreement failed to be 

approved by the shareholders meeting, the PE firms would reimburse HCA’s expenses 

up to $50 million. If any party, HCA or the PE firms, terminated the agreement, the 

party had to pay a termination fee amounting to $500 million or $300 million, 

respectively. HCA Inc. had to pay a termination fee to PE firms if 1) HCA received 

another acquisition proposal that was superior, 2) the board of directors recommended 

to the shareholders a superior proposal, 3) HCA’s shareholders failed to adopt the 

merger agreement, or 4) HCA provided material breach of representations, warranties, 

or covenants such that the closing conditions would not be satisfied. However, the PE 

firms were obligated to pay a termination fee to HCA Inc. if 1) the merger was not 

completed on or before December 19, 2006, or January 31, 2007, if the marketing 

                                                       
2 Material adverse effect is defined to mean any event, state of facts, and change that is materially 
adverse to the business or results of operations of HCA and its subsidiaries, other than changes in 
general economic, industry, or political conditions. 
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period had not ended, 2) PE firms committed material breach of representations, 

warranties, or covenants such that the closing conditions would not be satisfied, or 3) 

certain conditions to the obligations of the PE firms had been satisfied and PE firms 

failed to consummate the merger no later than five calendar days after the final day of 

the marketing period. 

The PE firms agreed to arrange debt financing to fund the proposed merger and 

relevant expenses. HCA agreed to cooperate in connection with the refinancing. HCA 

also agreed to redeem certain existing notes with interest rates between 5.25% and 

8.85% due from 2007 to 2009 and to issue new notes on terms and conditions as 

required by the terms of the indenture governing such notes. The completion of such 

offers was contingent upon the completion of the proposed merger. Regarding 

expenses in relation to refinancing, the PE firms would reimburse HCA. The parties 

may have amended the merger agreement after the shareholders approved the merge, 

but cannot amend the one that required further approval by shareholders. The 

amendments included extending the time for performing obligations and waiving 

inaccuracies in the representations and warranties.  

 

4.3.2. Covenants between PE firms and the management: management and 

employment agreements 

 

The PE firms carefully designed management incentive programs and structured a 

mechanism for “pay to performance.” The firms therefore successfully turned agency 

problems into profitable results. Covenant design has been an important approach for 

reducing agency costs and moral hazard in many transactions. Put more clearly, this 

approach to reducing moral hazard involves designing a contract under which the 

agent receives a financial reward for working in ways that promote the principal’s 
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interest.  

The incentive programs fell into three categories: base salary, short-term target 

incentives, and long-term incentive grants. The average base salary remained 

unchanged as before. Regarding the short-term incentive program, the purpose was to 

reward participating managers and employees for annual financial and nonfinancial 

performance, to provide high-quality health care for patients and increase shareholder 

value. A target performance award was set in the senior management incentive 

program. Each participant in the program was assigned an annual award target 

expressed as a percentage of salary ranging from 30% to 120%. HCA also set a 

threshold: meeting 50% of the target was the minimum, and reaching 200% of the 

target was the maximum limit. The purpose of the long-term incentive program was to 

retain key executive talent, to link executive compensation to long-term performance, 

and to deliver value to employees in a manner that maximized economic and tax 

effectiveness for HCA. HCA had separate programs for executive officers and 

employees. In addition to the consummation of the recapitalization, HCA 

implemented a stock incentive plan for approximately 1,500 employees to receive 

options covering up to 10% of the fully diluted equity. 

PE firms encourage managers to earn bonuses by obtaining outstanding operation 

results rather than carrying out daily operations. Regarding short-term target 

incentives, the management teams under study were reviewed based on EBITDA only 

instead of purely EPS or a combination of EPS and EBITDA. One reason is that EPS 

is a less meaningful measure to a company focusing on long-term development. 

Another reason may be that, due to the nature of private equity, cash flow is more 

important than profit performance since, for a normal buyout deal completed at an 

enormous amount of outside capital, being able to pay back interest has become 

extremely important. This kind of short-term design forces management teams to 
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focus more on cash flow management. Regarding the long-term program, PE firms 

prefer stock options to be vested in shorter periods of 5 years. PE firms normally hold 

portfolio companies for 3 to 5 years, which implies that the PE group intended to 

divest HCA 5 years later and was eager to help the target company reach its highest 

value within the holding period. For the vesting schedule, HCA used three criteria: 

time vesting, a normal approach in other companies; the EBITDA-based approach, 

again indicating that private equity firms put significant emphasis on the management 

teams’ cash-generating abilities; and an approach aligned with the PE’s investment 

returns. As long as the management teams achieved the PE firms’ investment return 

objective, the teams would be rewarded. Table 2 summarizes the incentive programs 

and their implications. 

------------------------------------ 

Insert table 2 about here 

------------------------------------ 

 

4.3.3. Covenants between lending banks and PE firms with the target company: loan 

agreements 

 

The covenants in the loan agreements we studied were primarily promises that 

HCA made about its continuing financial condition. Those covenants include 

maintaining the target company's assets, restrictions on fundamental changes in the 

company, dividend payments, transactions with affiliates, and incurring additional 

indebtedness. To a certain degree, lenders can monitor their loans by verifying 

compliance with these covenants. 

Jasper Arnold (1982) suggested that loan lenders are most concerned about 

borrowers’ earning power, cash flow generation, and business risks. To make sure a 
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borrower will pay down its borrowings, banks often use several types of restrictions to 

control it. The types of restrictions include cash flow control, strategy control, the 

default trigger, balance sheet maintenance, and asset preservation. Cash flow control 

permits bankers to monitor borrowers’ cash flow and limits borrowers from doing 

excessive dividends and stock repurchases. Bankers normally monitor EBIT to 

monitor a borrower’s cash flow. Strategy control occurs if a borrower’s resources are 

ill-matched with its opportunities and risks. In such cases, bankers normally reduce 

investments in certain products or technology by limiting capital expenditures and 

acquisitions or writing in a debt-to-equity test. Default trigger means the lender’s 

rights to call back the loans or ask for corrective actions. Lenders seldom use default 

triggers, and this mechanism is mainly to protect lenders from losses or borrowers’ 

misbehavior. Lenders keep an eye on the strength of the balance sheet and the degree 

of business risk. Balance sheet maintenance is to ascertain that a borrower does not 

harm its balance sheet by excessive leveraging or by financing fixed assets with 

short-term loans, which reduce the borrower’s net working capital. To reach the goals, 

lenders impose a current ratio, a net working-capital minimum, and a debt-to-equity 

ratio. Assets are deemed the ultimate source of repayment by lenders, and hence, they 

do not want to see assets sold or pledged to other creditors. Preserving assets is also 

very important to lenders. After understanding what loan lenders care about borrowers, 

the research could use it as a basic covenant framework to discover what interests and 

concerns beyond banks or other institutional lenders while designing loan facilities 

and covenants with private equity firms together with the target company in a buyout 

deal. The following summarizes the covenant analytical framework. In Table 3, the 

objectivities and approaches for loan covenants are summarized. 

------------------------------------ 

Insert table 3 about here 
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------------------------------------ 

To complete the HCA buyout, several banks committed to make loans to PE firms 

with HCA and its subsidiaries as guarantors. The debt commitments included senior 

secured credit facilities and senior secured second lien loans under a bridge facility. 

For the senior secured credit facilities, Bank of America (BOA), JPMorgan Chase 

Bank (JPMCB), Citigroup Global Markets Inc. (CGMI), and Merrill Lynch Capital 

Corporation (MLCC) committed to provide (each committing to 25%) to HCA and its 

European subsidiaries up to $16.80 billion of senior secured credit facilities. The 

purpose of these facilities was to finance the buyout, refinance certain existing 

indebtedness of HCA and its subsidiaries, pay transaction fees for this buyout, and 

provide ongoing working capital. When the merger was completed, HCA made only 

$14,365 million of loans including facilities of asset-based revolving credit, revolving 

credit, term loan A, term loan B, and European term loan. As for the senior secured 

second lien loans under a bridge loan, Citigroup Global Markets Inc., Bank of 

America Bridge, JPMorgan Chase Bank (JPMCB), and Merrill Lynch Capital 

Corporation committed to provide (each committing to 25%) to HCA up to 

$5.70 billion of senior secured second lien loans under a bridge facility. This bridge 

facility would be made only if the offering of secured second lien notes by HCA was 

not completed substantially concurrently with the buyout. The purpose of the bridge 

facility was similar to the senior secured credit facilities except for the working 

capital. 

The interest rate for the senior secured credit facilities should be an applicable 

margin plus either London Interbank Offered Rate (LIBOR) or the higher of the prime 

rate of Bank of America and the federal funds rate (FFR) plus 0.50%. As for the 

bridge facility, it had a floating interest rate equal to LIBOR plus a spread that 

increased over time, up to $1.5 billion, by issuing additional loans or exchange notes. 
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The debt guarantors of senior secured credit facilities except the European term 

facilities were each existing and future direct and indirect, wholly-owned material 

domestic subsidiaries of HCA and the European term facility, which would be 

guaranteed by each existing and future wholly-owned European subsidiary of HCA. 

The asset-based revolving credit facility was secured by a first-priority lien on all 

present and future accounts receivable (AR) of the guarantors. Other senior secured 

credit facilities were secured by a second-priority lien on accounts receivable, a 

first-priority lien on capital stocks, and substantially all present and future assets of 

guarantors. However, the debt guarantors of senior secured second lien facilities were 

HCA and its domestic subsidiaries. The debts were secured by a second-priority lien 

on the non-accounts-receivable and by a third-priority lien on certain of the accounts 

receivable. 

The senior secured credit facilities contained several affirmative and negative 

covenants. The covenants included restrictions on indebtedness, investments, sales of 

assets, and mergers, meeting the restriction of strategy control and asset preservation. 

A minimum interest coverage ratio was also included and reached the restriction of 

cash flow control. The maximum total leverage ratio represented the restriction of the 

balance sheet balance. The covenant of customary events of defaults referred to the 

default trigger. As a result, the covenants of this loan agreement contained all the loan 

restrictions suggested by Jasper Arnold (1982). The bridge facility was required to 

pay in full on or before the first anniversary of the merger. If not, the bridge facility 

would have converted into term loans maturing on the 10th year of the merger. The 

covenants of the bridge loans restricted HCA to incur or repay certain debts, to make 

dividends, distributions or redemptions, and to incur liens. The covenants mainly 

represented a restriction of balance sheet maintenance. In Table 4, two debt facilities 

provided by banks are compared. 
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Table 1. The sources of the funds from the indebtedness 

                               Unit: $ Million 

Sources of Funds 
Senior secured credit facilities -- 

Asset-based revolving credit facility 1,535 
Revolving credit facility -- 
Term loan A facility 2,750 
Term loan B facility 8,800 
European term loan facility 1,279 

Outstanding notes 5,700 

 Retained existing secured indebtedness 230 
 Retained existing unsecured 

indebtedness 7,519 

Other sources 5,157 
Total sources of funds 32,970 

Source: Adapted from the S-4 prospectus filed on September 25, 2007. 
 
 
 
Table 2. HCA’s incentive program and its implications in 2007 

 Post Buyout  Implications 
Base salary  The same as 

before 

 Compensation is not based on 
an increase in base salary but 
on short- and long-term 
performance. 

Short-term 
incentive 

 Depends only on 
EBITDA 

 Cash flow generation abilities 
are more important than I/S 
performance. 

Long-term 
incentive 

 Only the stock 
options: 5 years 

 1/3: time 
 1/3: EBITDA 
 1/3: PE’s 

investment 
returns 

 The vesting period is shorter 
and in consistent with PE’s 
holding period. 

 PE firms focus more on cash 
generation with EBITDA as a 
performance criterion. 

Source: Adapted from the 2007 annual report and adjusted for this study. 
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Table 3. The objectivities and approaches for loan covenants 
Restrictions Objectivities Approaches 

Cash flow control  Secure debt and interest 
payment 

 EBIT 

Strategy control  Prevent from ill-matched 
strategies 

 limiting capital expenditures 
and acquisitions 

 debt-to-equity test 
Default trigger  Provide rights to call the 

loan or ask for correction 
 healthy balance sheet 
 controllable business risks 

Balance sheet 
maintenance 

 Prevent from excessive 
leveraging or financing fixed 
assets wi 

 th short-term loans 

 current ratio, net working 
capital minimum, D/E limit, no 
additional borrowings 

Asset preservation  Prevent from significant 
assets sold or pledged to 
other creditors. 

 Negative pledge clause 

Source: Adapted from Jasper, A. H. (1982) and adjusted for this study. 
 
 
Table 4. The comparisons of two facilities 

 

Senior secured credit facilities Senior secured second lien loans 

Lending banks ♦ BOA, JPMCB, CGMI, and MLCC ♦ CGMI, Banc of America 

Bridge, JPMCB, and MLCC 

Interest rate ♦ LIBOR or higher of BOA prime rate and 

FFR+0.5% 

♦ LIBOR plus a increasing spread  

Loan Amounts ♦ $16.8 billion ♦ $5.7 billion 

Loan Objectivities ♦ Financing the buyout, refinancing certain 

existing indebtedness, paying transaction 

fees, and providing ongoing working 

capital 

♦ Financing the buyout, 

refinancing certain existing 

indebtedness, and paying 

transaction fees 
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Guarantors ♦ All except European term facilities: HCA 

and its domestic subsidiaries 

♦ European term loans: HCA’s European 

subsidiaries 

♦ HCA and its domestic 

subsidiaries 

Guarantees ♦ Asset-based revolving credit facility: 

Secured by a first-priority lien on all 

present and future AR 

♦ Others: Secured by a second-priority lien 

on AR, a first-priority lien on capital 

stocks, and all present and future assets 

♦ Second-priority lien on the 

non-AR and a third-priority lien 

on certain AR 

Covenants ♦ Restrictions of cash flow control, strategy 

control, default trigger, balance sheet 

maintenance, and asset preservation. 

♦ Restrictions of balance sheet 

maintenance 

Source: This research 
 

5. Managerial Implications and conclusions 

The HCA case highlights the importance of understanding the covenant designs of 

a buyout deal among all counter parties, including PE firms, the target company (and 

its management), and lending banks. When initiating a buyout deal, PE firms and the 

target company negotiated the term sheet and the purchase agreement. In HCA’s term 

sheet, the function of the special committee was strongly emphasized. The committee 

was composed of independent and disinterested directors and was established to 

determine the merger agreement was fair to and in the best interests of all and 

unaffiliated shareholders of HCA. The purchase agreement emphasized the covenants 

of representations and warranties and termination. The representations and warranties 

were based on a material adverse effect to prevent from the downside risks of the deal. 

Moreover, the representation and warranties were important in mitigating the adverse 

selection problem that involved pre-contractual information asymmetry. The 

termination covenant saved the regret possibilities for PE firms and the target 

company but also regulated both sides. From the PE firms’ perspectives, the 
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termination prevented the failure of the deal, set up high penalties for the target 

company, and, at the same time, covered the expenses of the target company if it was 

not blamed for the failure. As for the target company, the termination clause also 

effectively prevented PE firms from withdrawal or breaking promises.  

To ensure that the target company continues performing well, the management 

agreement is of great importance. Under the management agreement, to effectively 

align management incentives with HCA’s interests, pay-to-performance programs 

were designed. The incentive program after the buyout deal showed that PE firms 

may keep intact the base salary for the management but change the short- and 

long-term incentives. In the short-term incentive design, the PE firms evaluated 

performance based on EBITDA rather than EPS. In the long-term incentive design, 

they still emphasized EBITDA since part of stock options cannot be vested before the 

EBITDA goal is reached. With EBITDA representing cash flow generation, PE firms 

hinged their incentive programs on cash generation as a performance criterion. As it is 

not easy for the PE firms to detect whether management acting in the PE firms’ 

interests, covenants between PE firms and the management can effectively reduce 

agency cost problems and moral hazard that involves asymmetry in post-contractual 

information. 

When considering the loan agreement between banks and PE firms along with the 

target company, this study analyzed the covenants based on the categories of cash 

flow control, strategy control, the default trigger, balance sheet maintenance, and asset 

preservation suggested by Jasper Arnold (1982). HCA’s loan agreement mainly 

contained two debt categories, senior secured credit facilities and senior secured 

second lien loans under a bridge facility. Both debts were offered to finance the 

buyout, refinance certain existing indebtedness, and pay transaction fees, but the 

funds of the senior secured credit loans could have been used for ongoing working 
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capital. The senior secured credit loans held a lower interest rate than the bridge 

facilities. As for the covenants, the study found that senior secured credit facilities 

were designed to follow all the restrictions, including cash flow control, strategy 

control, default trigger, balance sheet maintenance, and asset preservation; while 

senior secured second lien loans mainly focused on maintaining the balance sheet. 

The reason might be that senior secured credit loans belong to long-term debts and the 

well-designed restrictions are prerequisite for securing ongoing operations and 

repayments.  

This study provides comprehensive empirical evidence and an analytical 

framework including all the important contracts among all counter parties. 

Furthermore, we used public information to perform a rigorous analysis and bridged 

the gap between theory and practice. The buyout case of the 2006 acquisition of HCA, 

which was also the biggest transaction in the US healthcare industry, yields insight 

into buyout covenants and analyzes interests behind each counter party. The covenant 

analytical model can be applied in several different arenas.
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INTRODUCTION 

hina is probably the largest and fastest-growing market for blog 
and other social media services. According to an official report 

released by the China Internet Network Information Center, as of the 
end of June 2012, the number of blogs in China had reached more 
than 353 million and about 65.7% of Chinese Internet users had their 
own blogs.1 In recent years, a vast number of Chinese Internet users 
have also shown strong interest in maintaining their own microblog, 
or weibo, which is the Chinese version of Twitter.2 More than 273 
 

*Associate Professor of Law, National Chengchi University; Associate Research 
Fellow, Research Center for Information Technology Innovation, Academia Sinica, 
Taiwan; J.S.D., Stanford Law School; LL.M., Harvard Law School. This Article is made 
possible by a research grant from National Science Council in Taiwan. I am grateful to 
Professor Wen-Chieh Wang for sharing valuable information. I owe many thanks to Yu-ya 
Su and Rachel Jui-Ching Lee for their great research assistance. I also thank editors of 
Oregon Law Review, especially Brittany Mahugh, for their extraordinary editorial support, 
but, of course, all errors are my own. 

1 Zhongguo Hulian Wangluo Xinxi Zhongxin (中国互联网络信息中心) [CHINA 

INTERNET NETWORK INFO. CTR.], Zhongguo Hulian Wanglou Fazhan Zhuangkuang 
Tongji Baogao (中国互联网络发展状况统计报告) [STATISTICAL REPORT ON INTERNET 

DEVELOPMENT IN CHINA] 25, 31 (July 2012), http://www.cnnic.cn/research/bgxz/tjbg 
/201207/P020120719489935146937.pdf. 

2 Like Facebook and YouTube, Twitter is a western social media service blocked in 
China. By contrast, the microblog (weibo) services are specially tailored for the Chinese 

C
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million microblogs have been launched in China, which means that 
about 50.9% of China’s Internet users have been involved in 
microblogging activities.3 Numerous Chinese celebrities, such as 
actors and singers, have their own blogs or microblogs.4 

At the same time, China’s regulations and other controls that target 
blogging and microblogging activities are drawing as much attention 
around the world as the number of its rapidly growing blogs and 
microblogs. More than sixty government regulations, enforced at both 
the national and local levels, regulate online content.5 These 
regulations include the Measures for Managing Internet Information 
Services (2000 Measures), Provisions for the Administration of 
Electronic Bulletin Board System Services (BBS Provisions), the 

 

market’s censorship requirements. Domestic microblog service providers include Baidu, 
Netease, Tencent, People’s Daily, Sina, and Sohu. Among others, Sina Weibo is dominant 
and continuously growing in the Chinese microblog market. See, e.g., BILL DODSON, 
CHINA FAST FORWARD: THE TECHNOLOGIES, GREEN INDUSTRIES AND INNOVATIONS 

DRIVING THE MAINLAND’S FUTURE xvi (2012) (“With Twitter blocked in China, Weibo 
has become the default microblogger of choice for hundreds of millions of Internet users 
in the country.”); Jonathan Sullivan, A Tale of Two Microblogs in China, 34 MEDIA, 
CULTURE & SOC’Y 773, 773 (2012) (“[T]he leading Chinese microblog service, Sina 
Weibo, had around 150 million users in August 2011 and is growing at a rate of almost 10 
million per month.”) (citation omitted); Chinese Internet Companies: An Internet with 
Chinese Characteristics, ECONOMIST, July 30, 2011, at 71, 71, available at http://www 
.economist.com/node/21524821 (“A recent addition to this innovative group is Sina 
Weibo. Run by Sina, another leading internet firm, it is often billed as the ‘Twitter of 
China.’”); Gady Epstein, Sina Weibo, FORBES ASIA, (Mar. 3, 2011, 6:00 PM), http://www 
.forbes.com/global/2011/0314/features-charles-chao-twitter-fanfou-china-sina-weibo.html 
(Charles Chao, with a new Chinese version of Twitter, Sina Weibo, gambled on a 
politically sensitive Internet service. “So far his move is paying off.”); Owen Fletcher, 
Sina’s Weibo Shows Strong User Growth, WALL ST. J. (Aug. 18, 2011, 5:03 PM), 
http://online.wsj.com/article/SB10001424053111903596904576515290822467846.html 
(“China’s Sina Corp said the number of accounts for its Twitter-like Weibo service 
jumped about 40% in three months to more than 200 million users . . . .”); Jeffrey Hays, 
Weibos, China’s Twitter-Like Microblogs: Their Power, Popularity, Speed and Ability to 
Avoid Censors, FACTS AND DETAILS (2008), http://factsanddetails.com/china.php?itemid 
=1840&catid=7&subcatid=44 (last updated March 2012) (“China’s Twitter-like 
microblogs are called weibos. . . . China’s two major Twitter-like microblogs Sina and 
Tencent have more than 200 million registered users each.”). 

3 CHINA INTERNET NETWORK INFO. CTR., supra note 1, at 25. 
4 See Sullivan, supra note 2, at 776 (stating that the most popular Weibo users are 

actresses and TV personalities); Shaojung Sharon Wang & Junhao Hong, Discourse 
Behind the Forbidden Realm: Internet Surveillance and its Implications on China’s 
Blogosphere, 27 TELEMATICS & INFORMATICS 67, 71 (2010) (2006 and 2007 surveys 
showed audiences frequently visited actors’, actresses’, or other celebrities’ blogs). 

5 OPENNET INITIATIVE, ACCESS CONTROLLED: THE SHAPING OF POWER, RIGHTS AND 

RULE IN CYBERSPACE 456–60 (Ronald Deibert et al. eds., 2010); Trina K. Kissel, License 
to Blog: Internet Regulation in the People’s Republic of China, 17 IND. INT’L & COMP. L. 
REV. 229, 233–34 (2007). 
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State Secrets Protection Regulations for Computer Information 
Systems on the Internet, etc.6 Furthermore, the Chinese government 
has employed quite rigorous technical controls over online 
information flows, and these controls significantly affect blogging 
and relevant online activities.7 Multiple stakeholders, such as Internet 
users, Internet service providers (ISPs), and Internet content providers 
(ICPs), are all accountable for illegal online content in China.8 

Because Chinese bloggers and microbloggers publish their 
opinions under the government’s scrutiny, an interesting issue is 
whether or not these social media have influenced Chinese people’s 
perceptions and conceptions of human rights. Blogging and 
microblogging activities require user involvement, communications, 
connection, and sharing. Such social interaction may lead to the 
establishment of new social issues and substantial changes in values 
and ideas. In the blogosphere, where politics are not concerned, 
bloggers, microbloggers, and the Chinese courts have begun to define 
the scope of free speech.9 Therefore, social media’s impact on 
China’s politics and human rights—especially free speech and 
privacy—may be a gradual and subtle evolution, rather than a 
democratic revolution.10 

From the perspectives of Chinese bloggers, the political control of 
online expression, such as censorship, is actually a tradeoff for free 
speech outside the political domain.11 In this essay, I will first analyze 
how the Chinese government controls political blogging and 
microblogging activities. Then I will examine a recent Chinese 
defamation case, Beijing Kingsoft Security Software Co., Ltd. v. Zhou, 
in which Chinese courts first explored the social role of 

 

6 E.g., Kissel, supra note 5, at 235–36. 
7 Ashley Esarey & Xiao Qiang, Political Expression in the Chinese Blogosphere: 

Below the Radar, 48 ASIAN SURV. 752, 754–55 (2008) (“It is well known that numerous 
government agencies . . . participate in management of the Internet; the State employs tens 
of thousands of vigilant ‘Internet Police’ . . . .”); Jyh-An Lee & Ching-Yi Liu, Forbidden 
City Enclosed by the Great Firewall: The Law and Power of Internet Filtering in China, 
13 MINN. J. L. SCI. & TECH. 125, 129–35 (2012); Guobin Yang, A Chinese Internet? 
History, Practice, and Globalization, 5 CHINESE J. COMM. 49, 52–53 (2012). 

8 Kissel, supra note 5, at 236–37; Lee & Liu, supra note 7, at 149–50. 
9 See infra Part III (discussion of Kingsoft I and Kingsoft II). 
10 Rebecca MacKinnon, Flatter World and Thicker Walls? Blogs, Censorship and Civil 

Discourse in China, 134 PUB. CHOICE 31, 44–45 (2008). 
11 Id. at 42; see also Sullivan, supra note 2, at 776 (“For the majority of users, however, 

it seems that ‘censorship and other forms of manipulation [are seen] as a necessary trade-
off required to obtain the right to interact online.’”) (alteration in original). 
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microblogging and its relations with free speech.12 The Chinese case 
exhibits some controversies similar to the recent U.S. online 
defamation case, Obsidian Finance Group, LLC v. Cox,13 which was 
decided by an Oregon federal district court around the same time. 
From the Chinese court decision, we can, to some extent, understand 
that vigorous social media activities have gradually influenced the 
human rights practices in China in a positive way. 

I 
POLITICAL CONTROL OF BLOGGING 

The Chinese government both employs blogs as a tool to shape 
public opinion and, at the same time, stringently regulates citizens’ 
blogging activities. It is reported that an army of government-trained 
online commentators writes blogs in support of the Chinese state and 
its various stances.14 Since 2005, in order to enable a “system for 
monitoring sites in real time,” the government has mandated that all 
non-commercial websites, including blogs, be registered, and that the 
sites’ developers or owners provide their identities.15 Bloggers may 
find their websites inaccessible if they fail to register.16 At the same 
time, for blogs found to serve as a tool for collective political protest, 
owners who do register may bear criminal liability for the blogs’ 
content.17 

Another effective government control over blogging is the 
imposition of filtering and censorship obligations on blog service 

 

12 Beijing Jinshan Anquan Ruanjian Youxian Gongsi Su Zhou Hongyi (北京金山安全
软件有限公司诉周鸿祎) [Beijing Kingsoft Security Software Co. v. Zhou] (Kingsoft II), 
No. 09328 (The First Intermediary People’s Court 2011) (China). 

13 Obsidian Fin. Grp., LLC v. Cox, No. CV-11-57-HZ, 2011 WL 5999334 (D. Or. Nov. 
30, 2011). 

14 Kissel, supra note 5, at 232. 
15 Reporters Without Borders, Authorities Declare War on Unregistered Websites and 

Blogs (June 6, 2005), http://ar.rsf.org/print.php3?id_article=14010; see also MacKinnon, 
supra note 10, at 37. 

16 MacKinnon, supra note 10, at 37. In China, when the government shuts down a blog, 
bloggers euphemistically describe it as being “harmonized”; however, a blogger can 
always open a new blog elsewhere. E.g., Nicholas Bequelin, Crackdown in China, N.Y. 
TIMES, Apr. 7, 2011, http://www.nytimes.com/2011/04/08/opinion/08iht-edbequelin08 
.html. 

17 See Charles Hutzler, Wang Lihong, Chinese Online Activist, Sentenced to Prison for 
Staging Protest, HUFF POST WORLD (Sept. 9, 2011, 4:55 AM), http://www.huffingtonpost 
.com/2011/09/09/wang-lihong-prison_n_955226.html (reporting that “[an] online activist 
[in China] was sentenced to nine months in jail . . . for staging a protest [on his blog]”). 
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providers.18 In 2005, Microsoft was found to have censored its 
Chinese users’ blog content at the behest of the Chinese 
government,19 removing words like “democracy” and “human 
rights.”20 Submitting again to official Chinese pressure, Microsoft 
later closed the website of Zhao Jing (pseudonym Michael Anti), one 
of the most famous bloggers in China.21 Zhao Jing’s story eventually 
led to Congressional hearings in the United States regarding these 
matters.22 Microsoft’s intervention in blogging activities was 
criticized by some commentators as simply unnecessary because 
servers hosting the blogs were actually in the United States, not 
China.23 

Another instance of censorship was the government shutdown of 
the blog platform bullog.cn (Niubo) on January 9, 2009, for “picking 
up harmful information on political and current affairs.”24 Blogbus 
and BlogCN are other popular blogs that were temporarily blocked by 
the Chinese government in its attempt to “‘clean’ them and make 
them politically correct.”25 In specific cases, blog service providers 
have handed users’ personal information over to the government upon 
its request to avoid possible fines or revocation of business licenses.26 
Owing to the government’s strict control of online political speech, 

 

18 Kristen Farrell, The Big Mamas are Watching: China’s Censorship of the Internet 
and the Strain on Freedom of Expression, 15 MICH. ST. J. INT’L L. 577, 587–88 (2007); 
MacKinnon, supra note 10, at 38. 

19 AMNESTY INT’L, UNDERMINING FREEDOM OF EXPRESSION IN CHINA: THE ROLE OF 

YAHOO!, MICROSOFT AND GOOGLE 19–20 (July 2006), http://www.google.com/url?sa 
=t&rct=j&q=&esrc=s&source=web&cd=1&ved=0CCEQFjAA&url=http%3A%2F%2Fw
ww.ethicsworld.org%2Fcorporatesocialresponsibility%2FPDF%2520links%2Famnesty 
.pdf&ei=Q61_UPPCHZDMigLvg4CoCw&usg=AFQjCNEEJuZQFczMyK743VwkPP43i
1Ltyw&sig2=yEQ1zSYnQQDDgK-74a2nXw. 

20 YONGNIAN ZHENG, TECHNOLOGICAL EMPOWERMENT: THE INTERNET, STATE, AND 

SOCIETY IN CHINA 66 (2008). 
21 Id. 
22 The Internet in China: A Tool for Freedom or Suppression? Before the Subcomm. on 

Africa, Global Human Rights, and Int’1 Operations and the Subcomm. on Asia and the 
Pacific and the H. Comm. on Int’l Relations, 109th Cong. 3 (2006). 

23 See Surya Deva, Corporate Complicity in Internet Censorship in China: Who Cares 
for the Global Compact or the Global Online Freedom Act?, 39 GEO. WASH. INT’L L. 
REV. 255, 269–70 (2007). 

24 See OPENNET INITIATIVE, supra note 5, at 456–57 (internal quotation marks 
omitted). 

25 Wang & Hong, supra note 4, at 69. 
26 MacKinnon, supra note 10, at 37. 
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Chinese bloggers have learned to avoid publishing politically 
sensitive content27 or to publish it in disguised or indirect ways.28 

II 
POLITICAL CONTROL OF MICROBLOGGING 

Microblogging, or weibo, is subject to primarily the same 
regulations as blogging in China. Microblogs are easier to use than 
blogs when it comes to the dissemination of information, including 
personal opinion. Because microblogging posts are relatively short,29 
microbloggers can always express their opinions easily and 
immediately via smartphones or other electronic devices. Microblogs 
have thus swiftly become a primary tool with which Chinese people 
express their thoughts to relatives, friends, or the world. 

The prevalence and power of microblogs can be illustrated by the 
story of Wang Gongquan, a famous investor in China and a user of 
Sina Weibo. His microblog announcement that he had left his wife for 
his mistress was republished throughout China sixty thousand times 
within twenty-four hours.30 Microblogs, however, are not just for 
personal or tabloid communications, as the popular and effective tool 
has facilitated Chinese people’s coordination of large-scale 
campaigns (so long as they remain outside the political sphere).31 

Like blog service providers, microblog service providers must, by 
law, guarantee that flows of information are under control through the 

 

27 See Wang & Hong, supra note 4, at 75 (“[I]f blogging is replete with the character of 
celebrity gossip, personal experience, and self-disclosure, the abundant diary-style blogs 
and the bloggers’ limited interest in politics demonstrate a new cultural phenomenon that 
obscures the impact of Internet censorship in China’s blogosphere.”); see also Sullivan, 
supra note 2, at 776 (stating that the use of Sina Weibo “is dominated by entertainment”). 

28 Lee & Liu, supra note 7, at 147–48; see also DODSON, supra note 2, at 24 (to avoid 
being censored, Chinese microbloggers “used the ancient Chinese character for river—
jiang—to represent [Jiang Zemin’s] surname, though the character they used was different 
from that of the surname”); Xiao Qiang, The Battle for the Chinese Internet, 22 J. 
DEMOCRACY 47, 52–53 (2011) (introducing a number of homophonies that Chinese 
netizens have used to avoid censorship). 

29 Like Twitter, each microblog post cannot exceed 140 characters. See, e.g., DODSON, 
supra note 2, at 24. However, the Chinese microblog Sina Weibo provides functions that 
Twitter lacks; namely, Sina Weibo permits users to circulate images, including videos, and 
to attach them to text messages. E.g., Guobin Yang, A Chinese Internet? History, Practice, 
and Globalization, 5 CHINESE J. COMM. 49, 50 (2012). 

30 MICHAEL J. SILVERSTEIN ET AL., THE $10 TRILLION DOLLAR PRIZE: CAPTIVATING 

THE NEWLY AFFLUENT IN CHINA AND INDIA 179 (2012). 
31 Yang, supra note 29, at 50. 
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providers’ own implementation of censorship techniques.32 The 
Chinese government has justified this requirement by declaring that 
unregulated microblogging has led to the circulation of false rumors 
and other harmful speech with such untoward consequences as 
Urumqi’s 2009 ethnic riots, which resulted in nearly two hundred 
deaths.33 Using the same reasoning, the Chinese government has 
blocked Twitter from operations in China since July of 2009.34 Local 
microblogging service providers will not be able to renew their 
license if they do not fulfill their censorship obligations.35 

In order to provide a high level of censorship, microblog service 
providers, such as Sina Weibo, need to use groups of human censors 
in addition to sophisticated censorship software.36 In December 2010, 
Nicholas Kristof of the New York Times started microblogging with 
Sina Weibo to test its level of censorship.37 His post regarding 
Tiananmen Square was deleted by the moderators within twenty 
minutes.38 Kristof’s microblog was eventually shut down after 
receiving wide attention from the media.39 

Another important aspect of censorship in this area is that the 
government as well as microblog service providers regulate the search 
function accompanying Chinese microblogs.40 If a search on a 
microblog site contains politically sensitive keywords, such as “Falun 
Gong,” the name of the outlawed spiritual organization, the microblog 
site will respond to the search by presenting a webpage declaring that, 
pursuant to “‘relevant laws, regulations and policies, the search 
results have not been shown.’”41 Since March 2012, the government 
has further required microblog service providers to implement real-

 

32 Sullivan, supra note 2, at 776. For example, in order to avoid being used as a tool for 
mobilization, Sina Weibo closed its search function during some critical events, such as 
the awarding of the Nobel Prize to dissident Liu Xiobo. Yang, supra note 29, at 50. 

33 Sullivan, supra note 2, at 775. 
34 Qiang, supra note 28, at 51; see also Epstein, supra note 2. 
35 Brook Larmer, Where an Internet Joke Is Not Just a Joke, N.Y. TIMES MAG. (Oct. 

26, 2011), http://www.nytimes.com/2011/10/30/magazine/the-dangerous-politics-of           
-internet-humor-in-china.html?_r=3&pagewanted=all. 

36 Sullivan, supra note 2, at 776. Sina maintains more than one hundred employees to 
monitor the content twenty-four hours a day. Epstein, supra note 2. 

37 Nicholas D. Kristof, Banned in Beijing!, N.Y. TIMES OPINION PAGES, Jan. 23, 2011, 
http://www.nytimes.com/2011/01/23/opinion/23kristof.html. 

38 Id. 
39 Nicholas D. Kristof, Blogs Interrupted, N.Y. TIMES OPINION PAGES, Jan. 22, 2011,  

http://kristof.blogs.nytimes.com/2011/01/22/blogs-interrupted/. 
40 Epstein, supra note 2. 
41 Id. 
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name registration systems for all microblog users so that it can control 
microblogging activities more easily.42 

III 
FREE SPEECH IN THE BLOGOSPHERE 

Although blogging and microblogging are extensively regulated in 
China, they still change the way that information flows and people 
communicate with the aid of digital technology. Different from 
mainstream media artifacts, which are subject to strict ex ante 
editorial checks and reviews, blog and microblog content is 
immediately available to the public once it is written. Even politically 
sensitive content may be instantly forwarded or available to thousands 
of users before it can be censored. Such real-time features of social 
media serve as a catalyst for free speech. This may explain why 
blogging and microblogging have been frequently associated with 
free speech in China.43 In the blogosphere outside political speech,44 
Chinese netizens and courts have begun to treat free speech seriously 
as a fundamental human right protected by the Chinese 
Constitution.45 

Among all the discussions on digital free speech in China, the most 
salient ones are those relating to defamation. Chinese courts 
constantly deal with the boundaries delineating microbloggers’ right 
of free speech from others’ right to privacy and to freedom from 

 

42 Kathrin Hille, Real Name Rule to Add to Sina Weibo’s Woes, FIN. TIMES (Feb. 28, 
2012, 5:06 PM), http://www.ft.com/intl/cms/s/0/e995b7aa-6201-11e1-807f-00144feabdc0 
.html#axzz27FVkOxM4. 

43 See Chinese Microblog Must Not Sacrifice Free Speech, WANT CHINA TIMES, July 
1, 2012, http://www.wantchinatimes.com/news–subclass–cnt.aspx?id=20120701000080 
&cid=1701&MainCatID=17 (claiming that microblogging activities have brought about a 
certain degree of free speech in China); Keith B. Richburg, In China, Microblogging Sites 
Become Free–Speech Platform, WASH. POST, Mar. 27, 2011, http://www.washingtonpost 
.com/world/in–china–microblogging–sites–become–free–speech–platform/2011/03/22 
/AfcsxlkB_story.html (stating that microblogging websites have become platforms for free 
speech in China). 

44 But see Zheng Yongnian et al., China’s Politics: Preparing for Leadership 
Reshuffling and Maintaining Status Quo, 4 E. ASIA POL’Y 5, 6 (2012) (“Chinese citizens 
today are no longer apolitical or passive; their deft usage of social networking sites like 
Weibo (or mini-blogs, Chinese equivalent to Twitter) to challenge China’s political 
establishment is testimonial that China has entered a new age.”). 

45 XIANFA art. 35 (1982) (China) (“Citizens of the People’s Republic of China enjoy 
freedom of speech, of the press, of assembly, of association, of procession and of 
demonstration.”); Kingsoft II, No. 09328. 
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defamation.46 The recent Chinese court decision Beijing Kingsoft 
Security Software Co. Ltd. v. Zhou, concerning microblogging 
defamation, involves several policy considerations similar to those 
involved in Obsidian Finance Group, LLC v. Cox, decided by the 
U.S. District Court for the District of Oregon.47 In the Kingsoft I case, 
defendant Hongyi Zhou, the Chairman of Qihoo Corporation, 
published postings on a number of microblogs on May 25, 2010, that 
criticized the corporation’s competitor, Kingsoft, as “touji mogou” 
(acting slyly and clandestinely), “gau yinmou” (plotting conspiracies), 
and “jiedao sharen” (killing people with a borrowed knife).48 He also 
referred to Kingsoft as “heishan” (black mountain), strongly implying 
that the company was a dishonest one.49 The next day, Kingsoft’s 
market value fell about six hundred million Hong Kong dollars 
(HKD) according to its stock prices in Hong Kong.50 

Kingsoft then sued Zhou for defamation and asked for 1.2 million 
renminbi (RMB) in damages in the Haidian People’s Court of 
Beijing.51 In March 2011, the district court ruled against Zhou, 
ordering him to delete the postings, apologize, and pay eighty 
thousand RMB to the plaintiff.52 Zhou then appealed to the First 
Intermediate People’s Court of Beijing, the final court of appeal.53 On 
August 25, 2011, the First Intermediate People’s Court maintained the 
district court’s decision, but decreased the damages to fifty thousand 
RMB and ordered Zhou to delete two, instead of twenty, microblog 
postings.54 

 

46 See, e.g., Chinese Professor Wins Defamation Suit Against Blogging Web Site, POST–
GAZETTE.COM (Aug. 13, 2006, 12:00 AM), http://www.post-gazette.com/stories/business 
/technology/chinese-professor-wins-defamation-suit-against-blogging-web-site-445984 
/#ixzz273z4u1mg (reporting that “[a] Chinese journalism professor has won a lawsuit 
against a blog hosting site that refused to remove remarks criticizing him by one of its 
users”). 

47 Obsidian Fin. Grp., LLC v. Cox, No. CV-11-57-HZ, 2011 WL 5999334, at *1 (D. 
Or. Nov. 30, 2011) (drawing the line between defamation and free speech); Beijing 
Jinshan Anquan Ruanjian Youxian Gongsi Su Zhou Hongyi (北京金山安全软件有限公
司诉周鸿祎) [Beijing Kingsoft Security Software Co. v. Zhou Hongyi] (Kingsoft I), No. 
19075 (Haidian People’s Court 2011) (China) (reasoning that there should be a reasonable 
limitation on the right of free speech in microblogging activities). 

48 Kingsoft I, No. 19075. 
49 Id. 
50 Id. 
51 Id. 
52 Id. 
53 Kingsoft II, No. 09328. 
54 Id. 
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Kingsoft is a milestone case in China because it is the first one 
where the courts investigated the social role of microblogging in the 
context of free speech.55 Like the defendant in Obsidian Finance, 
Zhou claimed that blogs are a type of media that should, under the 
law, enjoy a wide scope of free speech.56 Whereas the U.S. District 
Court for the District of Oregon did not agree that an investigative 
blogger constitutes “media,”57 the Haidian People’s Court of Beijing 
stated that microblogs exhibit characteristics strongly indicative of 
“self-media,” which means that microblogs can influence unspecified 
and wide-ranging audiences.58 

Nonetheless, this decision made by the Chinese court does not 
mean that microbloggers are free to express any idea whatsoever on a 
microblog. The district court instead pointed out that there should be a 
reasonable limit on microblog free speech, and that this limit should 
concern the status of the given microblogger, the content of the 
corresponding post, relevant circumstances of the expressions therein, 
and the harm and other consequences caused by the post.59 In the 
second instance, the First Intermediate People’s Court further 
articulated the roles of microblogs, particularly in relation to free 
speech: 

Microblogs are a space for free expression. Citizens can express 
their thoughts about people or matters via short messages from an 
individual perspective. Microblogs provide a platform for free 
speech protected by our Constitution. Microblog speech is 
occasionally casual, subjective, or even astonishing. Nonetheless, 
criticism appearing on microblogs can usually function as the 
public’s own checks and balances to powerful interests. Because 
microblogs have important implications for enriching citizens’ 
spiritual life, each netizen should protect microblogs and avoid 
using them to attack other people. Otherwise, everyone is at risk of 
suffering undue harm stemming from other people’s microblog 
posts.60 

In addition to the issue of blogs or microblogs as a type of media, 
both Obsidian Finance and Kingsoft addressed the issue of “public 
concern.”61 Nonetheless, the U.S. and Chinese courts focused on 
 

55 Kingsoft I, No. 19075; Kingsoft II, No. 09328. 
56 Kingsoft I, No. 19075. 
57 Obsidian Fin. Grp., LLC v. Cox, No. CV-11-57-HZ, 2011 WL 5999334, at *5 (D. 

Or. Nov. 30, 2011). 
58 See Kingsoft I, No. 19075. 
59 Id. 
60 Kingsoft II, No. 09328. 
61 Obsidian, 2011 WL 5999334, at *5–6; Kingsoft I, No. 19075; Kingsoft II, No. 09328. 
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different parts of “public concern.”62 The Oregon district court 
carefully examined whether defendants’ statements regarding 
plaintiffs constituted a matter of “public concern.”63 Under the 
Obsidian Finance precedent, when the subject of speech is a matter of 
public concern, defendants may enjoy a wider range of free speech 
than would otherwise be the case.64 The Chinese courts in Kingsoft 
approached “public concern” in a quite different way.65 Although 
Kingsoft is a publicly listed company in Hong Kong, the Chinese 
courts did not consider investors’ right of knowing and discussing the 
companies’ corporate affairs as well as other similar “public 
concerns.” Instead, both the Haidian People’s Court of Beijing and 
the First Intermediate People’s Court of Beijing indicated that 
defendant’s public persona, rather than the content of the speech, was 
of great importance in deciding the case.66 The district court reasoned 
that “as a public figure, Zhou has a great number of fans and a 
powerful voice; therefore, he is supposed to resume more 
responsibility and to be more aware of the consequences resulting 
from his microblogging.”67 The First Intermediate People’s Court of 
Beijing similarly ruled that, “as a public figure, Zhou should be more 
cautious of his behavior because he knows more about the wide scope 
and the high speed of Internet communications.”68 

In the United States, if a plaintiff is a public figure, he or she 
cannot claim defamation stemming from incorrect harmful statements 
unless there is proof that the writer or publisher acted with actual 
malice.69 Whether the defendant is a public figure may not make any 
difference. In contrast, Chinese courts weighed considerably the fact 
that the defendant Zhou was a public figure and expected him both to 
bear a higher standard of care and to set an example for Chinese 
netizens.70 This difference strongly suggests that Chinese law 

 

62 Kingsoft I, No. 19075 (stating that the court should carefully examine whether 
defendant’s liability can be exempted because of public-interest concerns); Kingsoft II, No. 
09328 (similarly suggested that public-interest concerns should be taken into consideration 
in deciding defendant’s liability and right of free speech). 

63 Obsidian, 2011 WL 5999334, at *6. 
64 Id. at *5–6. 
65 See Kingsoft I, No. 19075; Kingsoft II, No. 09328. 
66 See Kingsoft I, No. 19075; Kingsoft II, No. 09328. 
67 Kingsoft I, No. 19075; Kingsoft II, No. 09328. 
68 Kingsoft II, No. 09328. 
69 N.Y. Times Co. v. Sullivan, 376 U.S. 254, 279–80 (1963). 
70 Kingsoft I, No. 19075. 
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comprises more moral components and has higher expectations of 
public figures than U.S. law. 

CONCLUSION 

Blogging and microblogging represent the largest and most 
dynamic communication platforms on the Chinese Internet. While it 
is not easy to evaluate whether blogging and microblogging will bring 
about regime change, it is obvious that social media has been serving 
as a catalyst for social change in the country. In this sense, the Nobel 
Laureate Liu Xiobo is certainly right in stating that the Internet is 
“‘God’s gift to China.’”71 

Although China’s blogging and microblogging activities portray a 
lack of robust political expression, they have pushed Chinese courts 
and netizens to recognize the value of free speech. In cases where the 
disputed speech is not politically sensitive, the Chinese courts have 
begun to develop a more sophisticated theory of free speech, taking 
into account the free flow of information, individuals’ reputation and 
privacy, the nature of social media and its social effects, and so on. 
Although Chinese courts’ approaches to these issues differ from the 
approaches common in the United States and other democratic 
regimes, the continuous attention that Chinese courts have paid to 
free-speech issues may eventually promote relevant human-rights 
practices in the country. Digital technologies, thus, have the potential 
to stimulate democracy in China steadily, indirectly, and in 
unintended ways. 

 

 

71 Andrew Jacobs & Jonathan Ansfield, Nobel Peace Prize Given to Jailed Chinese 
Dissident, N.Y. TIMES, Oct. 8, 2010, http://www.nytimes.com/2010/10/09/world/09nobel 
.html?pagewanted=all. 
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Nonprofits in the Commons Economy 

Jyh-An Lee 

Abstract 

Protecting what has come to be known as the intellectual commons has been one of 
the most important goals underlying recent innovation and information policies. 
Awareness of the importance of preserving the intellectual commons has increased 
dramatically because of expanding intellectual property (IP) laws and the digital 
technologies that control the flow of information. Over the past twenty years, the 
creation of institutions and organizations, such as Creative Commons (CC) Electronic 
Frontier Foundation (EFF), Free Software Foundation (FSF), and Public Knowledge 
(PK), have created a social movement that has laid the essential building blocks for the 
development of the intellectual commons. Significantly, these entities are primarily 
nonprofit organizations (NPOs). This chapter focuses on the NPOs that have come to 
occupy an increasingly critical and visible position in the intellectual-commons 
environment in recent years. It highlights the importance of the nonprofit sector in the 
digitally networked environment, a topic that has been neglected by mainstream IP and 
Internet law scholarship. By illustrating the role of NPOs in shaping the commons 
environment, this study provides a new lens through which we can better understand the 
intellectual-commons environment. 

 

Introduction 

    Intellectual resources that anyone can use with or without permission granted 
beforehand are what constitutes the intellectual-commons. Since access to intellectual 
resources is crucially important to creativity, innovation, and human development, the 
shrinkage of the intellectual-commons environment will be a profound loss for cultural 
freedom. Therefore, although some would argue that expanding IP protection would 
foster more innovation, in recent years, protecting what has come to be known as the 
intellectual-commons has been one of the most important goals of recent innovation and 
information policies.  

One way societies deal with various problems is by constructing institutions; 
therefore, it is important to understand the effectiveness of different institutions, such as 
the government, for-profit businesses, and nonprofit organizations (“NPO”). By the 
same token, in any discussion of preserving and strengthening the intellectual-commons 
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environment, it is crucial for researchers to understand how different institutions affect 
this environment. Over the past twenty years, organizations such as Creative Commons 
(“CC”), the Electronic Frontier Foundation (“EFF”), the Free Software Foundation 
(“FSF”), and Public Knowledge (“PK”) have created a social movement that has laid the 
essential building blocks for the development of the intellectual commons. Boyle (2003) 
argues that these intellectual-commons focused organizations parallel the functions of 
environmental groups like Greenpeace, the Environmental Defense Fund, and 
Environmentally Concerned Scientists. Significantly, these organizations are primarily 
NPOs. 

This chapter focuses on the NPOs that have come to occupy an increasingly critical 
and visible position in the commons economy in recent years. These organizations have 
been involved in current IP reform via litigation, political advocacy, public-interest 
grant-making, as well as various private ordering activities, such as producing free 
licensing schemes and repositories of commons resources. The unique features of these 
NPOs enable them to serve important social aims that neither the proprietary sector nor 
the government may fulfil very well. 
    Through a detailed description of these NPOs, I argue that such organizations have 
provided the social structures that are necessary to support what can be understood as 
following Boyle’s typology as cultural environmentalism. Moreover, this chapter tests the 
robustness of two dominant NPO theories—contract failure theory and government and market 
failure theory—in the commons movement context. By applying these theories in a new 
territory, this study not only broadens the scope of NPO scholarship but also provides a 
new lens to understand the commons economy and cultural environmentalism. 

Although NPOs have a unique value for cultural commons, I do not suggest that 
they can or will completely supplant the government and for-profits in the commons 
environment. Neither do I suggest that NPOs are adversaries to the market and the State. 
In fact, these three sectors share many characteristics and perform complementary tasks. 
Their complementary coexistence and relative salience as organizational forms for 
various social activities determine the allocation of resources in our society. 

Intellectual Commons 

To many legal scholars who study intellectual property (IP) and information 
technology (IT), a commons is a shared resource that is not under private control and 
that anyone can use without permission (Benkler, 2003; Benkler, 2006; Lessig, 2002; 
Lessig, 2006). Expressed differently, the essential nature of a commons is the opposite of 
the essential nature of property in terms of exclusiveness. IP scholarship indicates that 
the commons is not subject to exclusive private control, whereas exclusivity is one of the 
most important characteristics of property (Benkler, 2006). The commons, in contrast to 
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the proprietary aspect of IP, refers to intellectual resources, including culture, knowledge, 
and information, which are openly accessible and not under private control. By contrast, 
one can prevent the transformation of one’s intellectual resource into a commons by 
keeping it secret or by exercising IP rights over it. 
 Free or open source software (F/OSS) is a typical example of a commons described 
in this chapter. F/OSS is software whose source and object code are distributed and 
made available to the public, a step that allows for use and modification by anyone. 
F/OSS is distributed under a license that requires source code authors, distributors, and 
users to comply with certain conditions. Similarly, the content of Wikipedia is commons 
because it is licensed under the Creative Commons License, which allows various uses by 
any user. 

NPOs, Institutional Forms, and Intellectual Resources 

    This section will introduce the concept of the NPO and the roles of different 
institutional forms in the proprietary and commons environments. By providing an 
overview of three primary institutional forms in two intellectual arenas, this section 
situates the study within current scholarship. Thereafter, this section will focus on NPOs’ 
legal and social functions in the commons communities. 

What is an NPO? 

 Nonprofit organizations (NPOs), sometimes collectively referred to as “the 
voluntary sector,” (Frumkin, 2002:16; DiMaggio & Helmut K. Anheier, 1990) are private 
organizations that are restricted from distributing any profit to anyone associated with 
the organizations. Scholars have regarded such a nondistribution constraint as NPOs’ the 
most important institutional characteristic and developed NPO theories based on that 
characteristic (Weisbrod, 1988; Hansmann, 1980). As a result, NPOs do not seek to 
maximize financial profit for distribution. Nonetheless, an NPO can earn surpluses and 
use them for its own purposes or for other charitable purposes. United States law 
promotes NPOs by exempting them from certain taxes and by subsidizing them on the 
basis of the belief that NPOs provide outputs that are not obtainable from proprietary 
firms. In countries, such as Italy (Defourny & Nyssens, 2010), Sweden (Evers & Laville, 
2004), United Kingdom (Kerlin, 2006), and Taiwan, the nondistributive constraint is an 
important element in nonprofit regulations. Some other European countries' laws 
similarly place limits on the distribution of nonprofits' profits (Evers & Laville, 2004). 

Institutional Forms and Intellectual Resources 

 There are three major types of formal organizations in every society: proprietary, 
public, and voluntary. Each type has its own strengths and weaknesses in meeting various 
societal demands. Proprietary firms are usually more flexible and efficient in meeting 
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consumer demands because these firms have to maximize the profit they distribute to 
owners and managers. If they fail to satisfy consumer demands efficiently, they would 
not survive in a competitive market. Proprietary firms, however, are unlikely to respond 
to public-interest issues, such as pollution control and safety protection, as actively and 
efficiently as the other sectors because profit-motivated firms usually consider only 
activities that affect their revenues and those externalize their costs. 
 Governments, in contrast, obtain centralized power from the political process and 
have the potential to correct market failure. With the power to tax, governments can 
encourage public goods provision through subsidies or can discourage unwanted private 
activities through tax levies. Governments can use coercive power to overcome the 
free-rider problem (Douglass, 1987). Nevertheless, government decisions are easily 
influenced by industries and pressure groups. Contrariwise, the policy-making process 
usually ignores the interests of weakly organized groups more easily (Weisbrod, 1998). 
 NPOs, as the third sector in the society, mirror the organizational advantages and 
disadvantages of the proprietary firms and the government. NPOs are usually much 
more responsive than proprietary firms to public-interest issues. Moreover, in contrast to 
the government, they are less subject to transaction costs stemming from the political 
process. NPOs, however, have their own limits. They cannot levy taxes, and they are 
much more restricted than proprietary firms in the types of activities they pursue. 
Charges against NPOs also include the notion that without an effective incentive 
mechanism, NPO managers are usually less efficient than those in proprietary firms 
(Weisbrod, 1988; Weisbrod, 1998 ). In other words, when efficiency cannot be financially 
rewarded in legal ways, NPOs themselves are more likely to be less efficient than 
proprietary firms. Nonetheless, this deficiency may be overcome if NPO managers 
obtain personal fulfillment from their work. 
 Accordingly, as Table 1 reveals, different institutional forms exist in both 
proprietary and commons production systems. In the proprietary system, the 
government plays a critical role in designing IP laws as well as maintaining public IP 
administration through agencies. The government’s monopoly over coercive power also 
supports the IP system through the public enforcement of law. Arguably, an IP system 
provides incentives to proprietary firms to create and to innovate, and proprietary firms 
appropriate IP rights to gain business advantages. Some NPOs also are critically 
important in the commercial IP system. For example, the American Society of 
Composers, Authors, and Publishers (ASCAP) and Broadcast Music, Inc. (BMI) are 
NPOs that assist their members in collecting royalties from licensees. Likewise, the 
Motion Picture Association of America (MPAA) is a trade association of movie studios 
advocating strong copyright protection. 

Table 1. Examples of Institutional Forms in 
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the Proprietary and the Commons Environments 

 

Degree of exclusiveness 

High Low 

Proprietary 

Environment 

Commons 

Environment 

Institutional 

forms 

Government 

Provide IP laws and 

enforcement as 

incentives 

Subsidies for open 

source software 

Proprietary 

firms 
Disney, Microsoft IBM, Red Hat 

NPOs 
ASCAP, BMI, 

MPAA 
ASF, FSF, Wikimedia 

 
 These three primary sectors play specific roles in the commons environment as well. 
For example, governments may subsidize basic research and the development of F/OSS. 
An increasing number of for-profit firms, such as Dell, Google, Hewlett-Packard, 
Hitachi, IBM, Intel, Motorola, Nokia, Oracle, Philips, Sony, have also begun to invest in 
the production of intellectual commons. Although these firms cannot directly 
appropriate the value of such commons, they either donate code to the F/OSS 
communities or encourage their employees to actively participate in F/OSS development 
(Lerner & Tirole,; Mann, 2006; Merges, 2004). Other commercial F/OSS companies, 
such as Red Hat and SourceForge, make their money by selling updates, support, and 
services to companies that use F/OSS, rather than from the upfront license fees that 
traditional software companies charge. 
 Among these three sectors, the NPO sector is probably the most active in the 
commons environment. A number of NPOs, including ASF, CC, EFF, the Mozilla 
Foundation, and the Wikimedia Foundation, have played important roles in cultivating 
the commons environment. The roles of these organizations are the focus of this article. 

NPOs in the Commons Environment 

    Most current NPO theories treat the nonprofit sector as a response to gaps in the 
supply of public goods (Frumkin, 2002; Hansmann, 1981). In this section, I attempt to 
identify the primary public goods produced by these NPOs. By categorizing these public 
goods, a general picture of how various NPOs operate in the commons ecology will 
emerge. It should be noted that many of the public goods introduced in the following 
pages provide crucial infrastructure resources for the commons environment. 

Social Norms and Licensing Terms 
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    There are two important premises underlying the commons movement: the 
reinforcement of sharing norms, and the licensing terms that enforce such norms. 
Interestingly, NPOs have played a crucial role in both reinforcing the norms of sharing 
and producing the licensing terms. Many community norms now enforced by F/OSS 
licenses existed before any specialized NPOs were formed and before F/OSS licenses 
were introduced. In the 1960s and 1970s, code sharing between programmers in 
commercial and academic institutions was quite common (Lerner & Tirole, 2002). 
According to Richard Stallman, when he worked at the Massachusetts Institute of 
Technology (“MIT”) Artificial Intelligence Lab in the 1970s, the community recognized 
software-sharing customs and members could ask to see a source code, and could make 
changes or modifications to the code (Stallman, 2002). Stallman embraced this sharing 
culture and its openness. Nevertheless, such norms were quickly eroded by increasing 
proprietary control over software. 
    In the early 1980s, the informal norm of sharing basic operating code was 
threatened when AT&T decided to enforce its IP rights over the Unix System. This 
decision illustrated that norms may easily weaken without a formal support structure 
(Weber, 2004). As a result, Stallman institutionalized the norms of free code distribution 
and modification by establishing the FSF in 1985. This was the first NPO to support the 
idea of protecting a software commons from enclosure and privatization. 
    One of the most important innovations of the FSF is its formal licensing procedure. 
The licensing process has been recognized as a key factor in the success of F/OSS 
because it facilitates the enforcement of F/OSS community norms and clarifies the 
distinctions between F/OSS and proprietary software. By defining ownership 
functionally, F/OSS movement leaders have designed many of the F/OSS licenses to 
protect the norms of sharing and related freedoms (Lessig, 2004). Professor Steven 
Weber (2004) even regards the licenses as constituting the social structure in the F/OSS 
world. Although many other NPOs have designed other F/OSS licenses for their own 
projects, the GNU Public License (“GPL”), developed by the FSF and adopted by the 
GNU/Linux operating system, is the most famous and dominant licensing mechanism 
among all the F/OSS license models (Benkler, 2006; Deek & McHugh, 2008).  
    The Open Source Initiative (“OSI”) is another NPO that constitutes a mechanism 
for enforcement of certain industry norms. The OSI was established because many 
software developers felt that the FSF free software movement had a tarnished reputation 
in the business world due to the more radical ideas associated with free software. In 
contrast to the FSF’s “ethical position focused on the freedoms associated with software,” 
the OSI takes a “pragmatic position” regarding the market merits of the F/OSS (Feller & 
Fitzgerald, 2002). The OSI has published its Open Source Definition (“OSD”), which 
enumerates several criteria for an open source license, and the OSI analyzes licenses’ 
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consistency with the OSI definition of “open source.” License approval from the OSI 
has become a precondition for any software to be regarded as open source. In this sense, 
the OSI plays the role of “a standard builder,” “a watchdog,” and “a trusted standards 
body” for the F/OSS community (Feller & Fitzgerald, 2002). 
    Similarly, licensing plays a decisive role in facilitating commons production other 
than F/OSS. CC is a NPO that has worked to adapt the F/OSS movement model to 
other forms of creative works. Through a wide range of licensing terms, CC offers a web 
application that enables users to donate their works to the public domain, or to freely 
license their works for certain uses and to simultaneously retain copyright. Scholars have 
recognized that CC has initiated a global social movement, advocating for the norms of 
information sharing and reusing (Elkin-Koren, 2005). 
    Through the production and promotion of licenses, the FSF, the OSI, and CC are 
enabling creativity to spread more easily and promoting the philosophy underlying the 
commons movement. They use private ordering to build a commons environment and 
introduce an innovative way of exercising legal rights to bring about social change. 

Organizational Support for Peer-production Projects 

 Some commentators have the impression that commons communities are primarily 
informal. Indeed, over 100,000 F/OSS projects do not constitute legal entities, such as 
formal corporations or foundations. They instead use the free project hosting service 
provided by SourceForge, which provides free coordination mechanisms, such as a 
Concurrent Versions System (CVS) repository, mailing lists, message forums, bugging 
tracking tools, and others. The majority of the prominent F/OSS projects, however, have 
their own hosting NPOs. For example, the Free Software Foundation (FSF) is the 
institutional host for the GNU project. The Apache Software Foundation has been 
successfully supporting Apache-server software development and other F/OSS. The 
Mozilla Foundation exists to support and provide leadership to Mozilla projects, which 
are derived from the Netscape browser software. Table 2 provides a list of NPOs that 
support certain F/OSS projects. 
 

Table 2. F/OSS Foundations 
NPO I.R.C. 

Category 
Main F/OSS Project Hosted 

Apache Software 
Foundation 

501(c)(3) Apache Projects 

Eclipse Foundation 501(c)(6) Eclipse Platform 
FreeBSD Foundation 501(c)(3) Free BSD Projects 
Free Software 501(c)(3) GNU Project 
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Foundation 

GNOME Foundation 
501(c)(3) GNU Network Object Model 

Environment Project 

Mozilla Foundation 
501(c)(3) Mozilla Projects, including 

Firefox Web browser and 
Thunderbird e-mail software 

Open Source 
Application 
Foundation 

501(c)(3) “Chandler,” a desktop PIM 
application, and “Cosmo,” a 
server system 

Linux Foundation 510(c)(6) Linux system 
Perl Foundation 501(c)(3) Perl programming language 
Python Software 
Foundation 

501(c)(3) Python programming language 

XMPP Standards 
Foundation 

501(c)(6) Extensible Messaging and 
Presence Protocol (XMPP) 
messaging software 

 
    Although these NPOs similarly serve as institutional umbrellas for F/OSS projects, 
they can have different origins and different development models. Some NPOs, such as 
the Apache Software Foundation, originated from grassroots communities of user 
developers (Lerner & Tirole, 2002). More recently, however, a second model has 
emerged, in which for-profit organizations spin out internally developed code and 
incorporate NPOs to attract and build F/OSS communities. Examples of this model are 
the Eclipse Foundation, spun off from IBM, and the Mozilla Foundation, formed by 
AOL (Deek & McHugh, 2008). Businesses making such spin-off decisions may have 
numerous strategic reasons for doing so. Some businesses view the spin-off as a more 
active investment in F/OSS projects, whereas others may use the spin-off strategy to 
withdraw from a specific type of technological development. Outside the F/OSS world, 
there are other NPOs hosting platforms that facilitate online collaborative creation of the 
commons. For example, the Wikimedia Foundation supports the Wikipedia project, an 
extensive online encyclopedia written and amended by any user who wants to participate. 
Although volunteers are involved in much of the administrative work, the Wikimedia 
Foundation still needs to administer Web pages and to resolve conflicts in the 
community (Tapscott & Williams, 2006). Furthermore, the Project Gutenberg Literary 
Archive Foundation (Project Gutenberg Foundation) provides individuals with a 
platform on which volunteers can collaboratively scan and proofread public domain 
books. The Internet Archive, also an NPO, provides the public with a depository of and 
free access to text, audio, images, software, and archived Web pages. 
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    The institutional support provided by these NPOs may vary according to the nature 
and history of the underlying commons projects. Nonetheless, many of these 
organizations function similarly for their communities. They act on behalf of 
communities to manage property rights, to transact or communicate with other entities, 
to provide collective decision-making mechanisms, and to protect individual contributors 
from potential liability.  

Legal Support 

    Proprietary firms have tended to threated customers and contributors by asserting 
that F/OSS products involve high potential of patent infringement. Therefore, 
individuals and organizations participating in commons production, distribution, or 
consumption face a number of legal uncertainties, which may ultimately hinder 
distributed creative activities. As a result, some NPOs have devised mechanisms to 
provide legal support to reduce legal risks facing participants in the commons settings. 
Such support is most common in the F/OSS world in the aftermath of a series of suits brought 

by the SCO Group (SCO). For example, OSDL, one of the predecessors of the Linux 

Foundation, sponsored the Linux Legal Defense Fund to defray the legal expenses of Linux 

users and some key developers in legal suits brought by the SCO group. 
    The Software Freedom Law Center (“SFLC”) is probably the most representative 
NPO that provides legal support for F/OSS development. The SFLC was founded in 
2005 to supply pro-bono legal services to protect and advance F/OSS development. The 
organization provides legal representation for both individuals and other NPOs that 
participate in the F/OSS development. The SFLC assists the represented parties in 
enforcing copyrights in both the United States and other jurisdictions. Moreover, it also 
offers licensing assistance and NPO formation for F/OSS communities. The public 
goods provided by the SFLC include not only legal support, but also, and more 
importantly, assists in providing legal certainty among F/OSS developers. 
    Beyond the F/OSS world, several NPOs have endeavored to protect the commons 
through litigation. The Electronic Frontier Foundation (“EFF”) is dedicated to fighting 
for individual freedoms in the digital economy as well. In the context of copyright, the 
EFF has been involved in milestone lawsuits such as Metro-Goldwyn-Mayer Studios Inc. v. 
Grokster, Ltd. (MGM v. Grokster), Online Policy Group v. Diebold, Inc., Kelly v. Arriba Soft Corp., 
and Lenz v. Universal Music Corp. The result of these series of litigation is certainly a public 
good for consumers of intellectual commons. If, through litigation, NPOs successfully 
sustain the freedom to consume commons, all consumers will benefit from the results 
without fear of infringing. 

Political Advocacy 
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    NPOs have played an active role in the policymaking process in many areas of the 
United States. They educate the public and policymakers in a broad range of issues and 
their policy implications. As many public-interest advocates worry that the expanding IP 
laws may damage the existing commons environment, some of these advocates have 
formed NPOs in order to influence legislation through lobbying activities.  
    For example, Public Knowledge (PK) is a NPO that aims to protect intellectual 
commons by monitor[ing] Congress, US Agencies, State Legislatures and International 
Bodies for any proposed legislation or policy that relates to intellectual property or 
technology policy. It participates actively in the debate about proposed legislation and 
discusses its position with key policymakers, the press . . . [and] industry. PK has 
primarily focused on opposing “policies that would slow technology, impede innovation, 
shrink the public domain, or limit fair use” (Public Knowledge, 2013). Other NPOs 
involved in international IP legislation include EFF, Knowledge Ecology International 
(“KEI”), and the Open Society Institute. 
    Although lobbies sometimes may produce a public bad for society (Sandler, 1992), 
the potential benefits that result from lobbying constitute a public good that every 
individual in the society may automatically enjoy. It depends on whether the result of  
lobbying can increases social welfare. In this sense, by promoting goods IP laws or 
stopping bad IP laws, it is possible that PK and the EFF engage in lobbying activities 
whose public goods spill over into the entire society. However, the well-established 
copyright industry has also been intensely involved in the copyright lobby, which aims to 
further strengthen current copyright protection. Since such lobbying has been supported 
by a well-organized and financially resourceful proprietary industry, it is not easy for 
NPOs, such as PK and the EFF, to fully achieve their goal through similar lobbying 
activities.  

Information Access and Repositories 

    One may not have access to a commons due to physical confines. It is estimated 
that only a small portion of public domain materials are digitalized for public access 
(Lasica, 2005). In order to allow more people to benefit from the commons, some NPOs 
have provided access to and repositories of these resources. For example, the Public 
Library of Science (“PLoS”) is a NPO dedicated to “making the world’s scientific and 
medical literature a freely available resource” (PLoS, 2013). It publishes both online and 
physical academic journals, and the articles all appear under a CC license that allow 
unrestricted reproduction, distribution, and modification in any medium, provided that 
the original work is properly cited. In 2003, the PLoS launched a series of open-access 
journals beginning with PLoS Biology. All of the articles published in the PLoS journals 
are immediately available online without charge.  
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    The PLoS is certainly not the only NPO involved in open access academic 
publishing. Universities, a unique type of NPO, have historically been viewed as 
important social institutions that produce and disseminate knowledge. They have also 
begun to provide access to their researchers’ publications. For instance, the University of 
California has planned to initiate an open-access academic journal. Moreover, many other 
reputable universities have adopted DSpace, a repository software platform, to provide 
free access to their faculty’s publications. Another interesting example of the access to 
knowledge provided by universities is Massachusetts Institute of Technology’s (“MIT”) 
OpenCourseWare (“OCW”). In September 2003, MIT launched its OCW initiative, 
which made the content of its course materials freely available online. All of the OCW 
materials are licensed under CC Attribution-Noncommercial-Share Alike 3.0 licenses. 
Through OCW, MIT has published almost all course materials since 2007. After MIT 
initiated the OCW project, Rice University, the University of Notre Dame, Yale 
University, and University of California, Berkeley also decided to make their educational 
materials freely available online. 
    Other universities have also begun to provide access to information digitally, which 
was not available before the Internet era. For example, the University of Michigan has 
built the Internet Public Library (“IPL”), which provides 20,000 books in full-text, a 
collection of links categorized by various topics, and reference service at no charge. The 
IPL enables users to freely reproduce its pages and resources in print sources for 
non-commercial use, provided that the users comply with specific conditions, such as 
citing appropriately and informing the IPL. Tufts University is running the Perseus 
Digital Library project that collects texts and images pertaining to the Archaic and 
Classical Greek world, late Republican and early Imperial Rome, the English Renaissance, 
and nineteenth-century London. The Perseus Digital Library allows online users to freely 
search for and read information about specific people, places, and dates in its digital 
collections. 
    Several NPOs treat information as a public good by making it available to the 
public. For instance, the online library Internet Archive provides the public with open 
and free access to text, audio, images, software, and archived web pages in its collections. 
It operates Web crawlers—programs that index information stored on the Internet—and 
offers the Wayback Machine, which allows Internet users to find previous versions of 
Websites. Similarly, Project Gutenberg, hosted by the Project Gutenberg Literary 
Archive Foundation, has provided the public with free online access to a large number of 
public domain books. It is worthwhile to note that by archiving a variety of digital 
information, these organizations have preserved important social memory. 

Public-interest Grant-making 
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    Grant-making foundations are legally distinct from other NPOs in the sense that 
the latter have to spend “85 percent of [their] income on the active conduct of [their] 
charitable program” (Simon et al., 2006). In contrast, grant-making foundations usually 
endeavor to improve social, economic, or political life through funding for other 
intermediary organizations (Hall, 2006). In other words, grant-making foundations do 
not provide public goods directly to society. These grants can often be more than just 
cash transfers: they often affirm beliefs that accomplish public purposes while providing 
grant makers with the satisfaction of seeing their values put into action. 
    A number of Grant-making foundations have also provided indispensable funding 
for NPOs to help support the creation of an intellectual commons. For example, the 
Open Educational Resources (OER) program of the William and Flora Hewlett 
Foundation invested $68 million from 2002 to 2006 to stimulate the OER movement, 
which included $43 million for “creation and dissemination of open content,” and $25 
million for “reducing barriers, understanding, and/or stimulating use.” The Hewlett 
Foundation’s grantees have included CC, Internet Archive, MIT OCW, and other 
academic institutions opening up their educational resources online. Further, the Hewlett 
Foundation requires that all products from its grants be licensed under a CC license. 
Other grant-making NPOs in the commons environment include the Center for the 
Public Domain, the John D. and Catherine T. MacArthur Foundation, the Rockefeller 
Foundation, the Open Society Institute, affiliated with the Open Society Foundation, and 
the Andrew W. Mellon Foundation. 

NPO Theories & Their Applications 

    The heterogeneous nature of the nonprofit sector has greatly complicated the work 
of theorists who seek to model the origins and the behavior of NPOs. In this Section, I 
introduce two principal NPO theories—the contract failure theory, and the government 
and market failure theory—both of which suggest that NPOs are a private response to 
certain failures in society. These theories highlight NPOs’ social value, and suggest that 
their value rests on their particular failure-correcting devices.  
    By applying both theories to the commons context, I will test the strengths and 
weaknesses of these theories. Although I seek to expose some gaps in both theories, I do 
not reject their central insights, which are necessary tools to understanding NPOs’ role in 
the cultural environmentalism. 

Contract Failure Theory 

Theory 
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    The “contract failure theory” was first proposed by Professor Henry Hansmann 
(1980). The central concept of contract failure theory lies in the concept that the 
monitoring that occurs naturally in a normal market, in which buyers pay when the 
suppliers perform acceptably, cannot discipline the supplier of certain goods or services. 
As a result, when consumers are under-informed, in relation to the suppliers, the 
proprietary sector tends to perform badly. In other words, the basic hypothesis of 
contract failure theory is that poorly-informed consumers are unlikely to discover 
proprietary firms supplying higher quality when low quality can be sold at the same price. 
Thus, contract failure, which is a particular type of market failure, occurs in venues in 
which services are difficult to evaluate (Hansmann, 1980). 
   Hansmann uses charity as an example to articulate the essence of contract failure theory. He 

believes that NPOs function as a trusted channel when donors of specific services or goods and 

the corresponding recipients have no connections with each other. The non-distribution 

constraint of NPOs can assure donors that their contribution, in fact, meets the costs of the 

organizations’ production. Conversely, a for-profit firm has both the opportunity and the 

incentive to exploit the customer in such a circumstance (Hansmann, 1980). 
 NPOs seem necessary when there is this kind of contract failure—where the donor 
cannot directly contact the intended beneficiary of the donation or gift. In circumstances 
where contributors know the quality of the tendered service, contract failures still occur 
when contributors have little assurance about whether their payment will be 
appropriately used on the service they receive. A NPO form may, therefore, inspire 
greater trust (Hansmann, 1980).  
    In sum, according to contract failure theory, “contract failure is the essential factor 
in the role of nonprofit enterprise” (Hansmann, 1980, p.845). NPOs’ non-distribution 
constraint solves the problem of market failure that stems from the information 
asymmetry between the parties involved in the transaction. Therefore, NPOs offer the 
purchaser a degree of assurance that the goods or services being purchased meet 
adequate standards of quality and quantity. 

Applications 

    It may be the case that contract failure theory satisfactorily explains public-interest 
grant-making NPOs. Donors trust that NPOs, as opposed to for-profit firms, will make 
use of the donors’ monetary donations according to the organizations’ mission 
statements. Therefore, some philanthropists use the NPO as a tool to fulfill their 
charitable projects.  
    In the commons economy, there are also several grant-making foundations, such as 
the aforementioned Hewlett Foundation, the MacArthur Foundation, and the Open 
Society Institute. These foundations fulfill their public-interest function by channeling 



SAGE Handbook on Intellectual Property 

14 
 

financial resources to other NPOs and entities in the commons environment. Such 
public-interest grant-making activities exemplify how, by connecting the donors with the 
recipient NPOs, grant-making NPOs can alleviate contract failure. 
    Nonetheless, one distinction between the traditional contract failure scenario and 
commons peer production hinges on the type of donation that people make. In 
traditional contract failure theory, the type of donation, including money, food and other 
supplies, consists of private goods. Rivalry and exclusiveness characterize private goods. 
Although these private goods can be delivered and consumed physically, the delivery and 
the consumption of intellectual resources unfold in a unique way. Consequently, in the 
commons economy, new types of contract failure may occur in any of the following two 
scenarios. The first two cases are a result of (scenario one) physical obstacles between 
information donors and information recipients, whereas the second type results from 
(scenario two) legal constraints. 
 
Scenario One: Case One - Access Failure 
    Access to information has always been an important policy consideration in 
contemporary copyright law. The purpose of the IP system has been to balance private 
incentives to engage in creative activity with the social benefits that arise from broad 
access to creative works. The tradeoff between “access” and “incentives” has been an 
important decision for IP policymakers. Nonetheless, with for-profit entities’ increasing 
control over information, the policy goal of public access to information has been 
difficult to achieve. 
    When individual creators fail to provide ready access for consumers, access 
failure—a new type of contract failure—occurs in the market for information access. 
Access failure was first perceived in the market for academic journals. In recent years, 
although digital technologies have substantially decreased the cost of disseminating 
journal articles, the average cost of a journal subscription has increased significantly 
(Tapscott & Williams, 2006; Litman, 2006). The prices that users pay to access scholarly 
journal articles have drastically increased due to publishers’ adoption of digital 
technologies that restrict access to academic works. Publishers typically charge by the 
number of users or by the number of articles downloaded (Armbruster, 2008; Litman, 
2006).  
    With strong copyright and market control, commercial publishers usually bundle 
journals in a license package. As a result, small libraries, institutions in developing 
countries, independent scholars, and the general public cannot afford the tremendous 
cost of these bundles. This cost-prohibition is most problematic in scientific and medical 
research because journal subscriptions in such fields are usually very expensive, yet access 
to the published articles is critically important for the advancement of research in 
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progress. What is worse about the digitalization of journal articles is that the entities with 
centralized control may even have the power to remove them completely from 
circulation (Hess & Ostrom, 2003). Once the subscription period ends, subscribers will 
have nothing left in their libraries or databases. This feature of digital journal 
subscription illustrates another serious access failure in the digitally networked 
environment. 
    The access failure stemming from increasing journal-subscription fees may be 
detrimental to the advancement of human knowledge because the knowledge contained 
in a proprietary journal may not be open enough to rigorous criticism. From their 
perspective as authors, scholars usually place much more importance on professional 
recognition than on pecuniary profit. Therefore, rather than choosing to earn substantial 
profits from copyright, most scholars prefer to have their works disseminated and cited 
as widely as possible. Furthermore, from their perspective as readers of academic articles, 
it is critically important for scholars to have access to others’ work because scholarly 
discussion is a continuous process based on previous research. A reader of an academic 
article is very possibly an author of another article. Accordingly, in academia, authors’ 
willingness to disseminate their works is usually consistent with the public’s interest in 
free access to information. Such consistency indicates that the academic journal-market 
does not need copyright as an incentive for intellectual creation. 
    Nonetheless, in American Geophysical Union v. Texaco, 802 F. Supp. 1  (S.D.N.Y. 
1992), the court stated that copyright still plays an important role in the dissemination of 
scholarly research. The court argued that in the academic-journal market, copyright’s 
primary role was not to protect authors’ scholarly works, but rather to induce the 
professional publication, reproduction, and distribution of these works. Some scholars 
also argue that because authors generally do not seek to profit directly from their 
published work, they would rather relinquish the underlying copyright to commercial 
publishers in exchange for publication and distribution of their works (Litman, 2006).  
    However, behind this type of exchange lies a potential conflict that arises between 
the interests of authors and the interests of publishers, which leads to access failure in 
the academic-journal market. As noted previously, authors wish to distribute their works 
as widely as possible, whereas for-profit publishers are not incentivized to make journal 
articles widely and cheaply available. These publishers, instead, prefer to strengthen and 
extend the copyright protection of information in order to maximize their profits. As a 
result, copyright has become a tool with which commercial publishers extract all 
potential commercial value from works of authorship. 
    In the midst of this mismatch between the interests of scholars and the interests of 
commercial publishers, the PLoS has adopted a new approach to the academic-journal 
publishing market. The PLoS provides scientists with an opportunity to take charge of 
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their own IP and to bypass the market control of commercial publishers. Because the 
Internet has significantly decreased the costs of disseminating academic journals, the 
copyright system is not the only mechanism that can be relied upon to publish and 
distribute academic journals. In other words, with the Internet’s capacity to transmit 
information efficiently, it becomes problematic to justify commercial publishers’ control 
over the copyright of published papers. 
    In the interest of publishing quality academic journals, a formal organizational 
structure is desirable to cover various transaction costs required by a professional 
publication. Such costs include, for example, costs of running the server, and 
administering peer review, editing, layout, typesetting processes, and publication itself. 
Therefore, in order to simultaneously eliminate access failure and internalize transaction 
costs that stem from journal publication, the NPO emerges as an ideal organizational 
form for the PLoS. Through the Internet connection, the PLoS has successfully 
corrected the contract failure that has long existed between academic writers and 
academic readers. 
 
Scenario One: Case Two - Collaborative Failure 
    Commons production requires successful collective action either among individuals 
or among organizations. The organizational structure of NPOs has become an effective 
tool to enable such collective action. In fact, the relationship between collective action 
and NPOs is not new to academia. Nobel laureate Kenneth Arrow has long pointed out 
the collective-action problems for organizations besides the government and for-profit 
firms (Arrow, 1974). In the commons realm, NPOs also facilitate collaboration among 
individuals. Therefore, this chapter argues that NPOs are capable of correcting 
collaborative failure, which is a mutation of the original contract-failure scenario. 
 As peer production has become the central means for commons production, 
collaboration has been one of the key features of the commons. Commons-based peer 
production project ranges from Wikipedia to large F/OSS tasks, such as Apache and 
Linux. Although peer production itself can address certain market failures and generate 
production activities whose costs are relatively low, it may fail owing to disincentive 
problems or to collective-action problems arising from coordination among participants, 
property-rights management, resources provision, and potential liabilities. Such failure 
constitutes the collaborative failure among dispersed participants in the 
commons-production system. By internalizing or reducing the costs of distributed 
participants’ collective action in the peer-production process, many NPOs play an 
important role in rectifying the collaborative failure by managing property rights, 
providing resources, dealing with other entities, protecting individuals from liability, and 
formalizing the decision-making process. 
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 A casual observation of the NPOs’ presence in the commons environment suggests 
that these organizations exist only around large-scale projects. There are at least two 
possible explanations for the relationship between NPO incorporation and the size of 
these commons projects. The first explanation is that only when a peer-production 
project achieves a critical mass of volunteers will the project have enough resources to 
form an NPO. According to the second explanation, a formal organization is needed 
only when the underlying peer-production project’s complexity and scale increase 
substantially. Moreover, the nature of the NPO is especially suitable for large-scale, 
peer-production projects because the NPO is less likely than for-profits to impair the 
diverse motivations of distributed contributors. To harmonize these diverse interests and 
motivations, NPOs’ structures provide organizational arrangements for various 
stakeholders in large commons communities. 
 
Scenario Two:  Licensing Failure 
    As copyright law protects creators by default when copyrightable materials are first 
created, it is necessary for users to secure permission for each use of every copyrighted 
resource. In addition, because U.S. copyright law does not require any formalities, such 
as copyright notice and registration, it is difficult to ascertain whether a work falls under 
copyright protection or has shifted into the public domain. As a result, users may hesitate 
to consume such resources due to fear of infringement. Even if the potential users decide 
to get a license from copyright holders, it may be extremely expensive to identify, locate 
and negotiate with the right holders (Boyle, 2008 ; Lessig, 2004). 
    Because of the default rule in copyright law, creators must take affirmative action if 
they want to opt out of the full copyright protection. Although some of the creators may 
initially be willing to allow a particular use of their work, they are ultimately likely to 
conclude that granting permission is unwise because of the high costs of legal fees for the 
licensing process (Elkin-Koren, 2005). As a result, this first type of licensing failure 
typically occurs between individual creators and users of intellectual resources, and can 
be attributed to prohibitively high information and transaction costs. 
   In this type of contract-failure scenario, the most desirable free licensing arrangement 
is one that facilitates the free distribution of copyright-protected works. Such licenses can 
allow creators to release and distribute their works for public use under certain 
conditions. Among all these licenses, the CC licenses are most flexible for reflecting 
creators’ preference regarding reuse of the creators’ works. Legal devices like the CC 
Attribution License allow the creators to waive some of their copyrights and to 
simultaneously retain other copyrights, such as the right to prevent dissemination of 
altered or commercialized copies. Such free licenses not only enable creators to exercise 
their rights flexibly and economically, but also facilitate users’ efforts to identify creative 
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works that are readily available for reuse without bargaining. Therefore, by producing 
and freely distributing the licenses, CC, the FSF, and other NPOs provide the public 
with greater access to copyrighted materials than the default legal rules would otherwise 
allow. 

Theoretical Implications 

    Hansmann’s contract failure theory is sometimes referred to as trust theory because 
one of the theory’s most important propositions is that donors must voluntarily entrust 
and contribute their resources to the NPOs (Dollery & Wallis, 2003). Contract failure 
theory focuses on circumstances in which customers are more likely to trust NPOs than 
their for-profit counterparts because the former are not motivated by profit, and, thus, 
may be less likely to act opportunistically toward consumers. Trust functions as both the 
catalyst for the formation of the NPO and as the key ingredient for its survival. 
    Hansmann (1980) argues that donors usually aim to donate their resources to a 
specific group of recipients. In the case of commons production, however, there are 
usually no specific recipients. Because all of the resources are donated as commons, the 
intended beneficiary of the donations is actually the whole society or community. 
Nonetheless, the two types of donors, donors in Hansmann’s theory and donors in the 
commons scenario, are concerned about whether or not their donations will eventually 
fall into the hands of the intended beneficiaries. In the commons arenas, stealing a 
commons and converting it into proprietary information is a serious infraction of 
accepted norms (Feller & Fitzgerald, 2002). Consequently, NPOs supporting 
peer-production projects may serve as trusted intermediaries that will not privatize 
intellectual resources donated by volunteers. 
    It is not surprising that for-profit companies can rarely play the role of trustworthy 
institutions. These companies may not be able to credibly internalize the philanthropic 
objectives of commons communities (Lerner & Tirole, 2002). Moreover, they may adjust 
or withdraw their commitment to commons communities because of their profit-making 
concerns. By contrast, NPOs’ nondistribution constraint constitutes an assurance that 
voluntary contributions from the communities will reach the intended recipients. 
Therefore, NPOs’ nondistribution constraint provides a certain degree of trust that 
enables stakeholders in the commons environment to act collectively in their mutual 
interests. NPOs’ neutrality can also help to convince commons contributors that their 
contribution will not be managed for the interest of a specific proprietary business (Lee, 
2010). 
    In commons operating beyond the F/OSS world, NPOs similarly provide trust, 
which is indispensable for the sustainability of communities. As an NPO, the Wikimedia 
Foundation has decided not to run the Wikipedia project using revenue from commercial 



SAGE Handbook on Intellectual Property 

19 
 

advertisements because its founder, Jimmy Wales, believes that commercial ads may be 
harmful to the project’s credibility and community trust (Lessig, 2008). In summary, by 
enabling trust that is difficult for for-profit enterprises to gain, NPOs provide a proper 
organizational incentive structure for commons production. 
 Many commons communities operate according to principles that differ greatly 
from the principles driving proprietary firms. Conventional wisdom attributes the success 
of F/OSS and other peer-production projects to the Internet and characterizes the 
Internet as the most important medium connecting contributors and users to one 
another (Feller & Fitzgerald, 2002; Benkler, 2002). Many commentators similarly suggest 
that the Internet is a perfect medium for eliminating the middleman and transaction costs 
stemming from organizational structure (Shirky, 2008; Weber, 2004). 
 Indeed, by removing the temporal and geographical obstacles of interpersonal 
communication, the Internet gives individuals the ability to distribute their contributions 
quickly and broadly, and to collaborate with other participants all over the world. 
Nonetheless, although the Internet has radically transformed the boundaries of 
traditional organizations, the Internet-based arguments overlook the fact that new forms 
of organizational structures have arisen to reconfigure information-production processes. 
The analysis of contract failure in the commons discourse demonstrates how humans 
come together, create communities and organizations, and make decisions and rules to 
sustain a common resource or to achieve a desired outcome. This analysis suggests that 
in addition to the Internet, many NPOs help connect people to each other and to pool 
resources in the digital world. 

Market and Government Failure Theory 

Theory 

    Another important theory, proposed by Professor Burton A. Weisbrod (1977), 
traces the existence of NPOs back to both “market failure” and “government failure,” 
where obstacles limit both the private market’s and the government’s ability to provide 
public goods. Providing public goods purely through the market will, in effect, ensure 
that they will be under-supplied because few consumers will volunteer to pay for 
products that they could enjoy at no expense. Consequently, the producer will produce 
less of a public good than the public really needs. In traditional economic theory, this 
“free-rider” problem is the major rationale for the government because a government 
can overcome market failure by taxing people to produce public goods. 
    Nevertheless, the government also encounters certain restraints as a public goods 
producer. In a democratic society, the government will provide the public with only a 
limited range and a limited quantity of public goods to obtain majority support 
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(Weisbrod, 1977). With limited resources, the government can only respond to 
“majoritarian interests.” The limitation of the public goods means that some unsatisfied 
demand will persist. Certainly, some dissatisfied customers will purchase substitute, but 
not necessarily the same, commodities in a private market. However, when the substitute 
goods offered by the market do not fully meet the unsatisfied demand for collective 
goods, consumers can resort to NPOs (Weisbrod, 1988). According to Weisbrod (1988, 
pp. 59-60), “[A] class of voluntary organizations will come into existence as 
extragovernmental providers of collective-consumption goods. These organizations will ‘supplement’ 
the public provision (which can be zero) and provide an alternative to the private-sector 
provision of the private-good substitutes for collective goods.” 

Application 

    NPOs in the commons environment produce various public goods, which are 
provided neither by the government nor by the market. Therefore, Weisbrod’s theory 
may explain why many of these NPOs exist at all.  
     According to Weisbrod’s theory, to satisfy diverse societal demands, NPOs have 
emerged as a private response, not only to market failures, but also to government 
failures. In this sense, Weisbrod’s theory can explain some of the circumstances 
associated with government activities that are not mentioned in the contract failure 
theory. Weisbrod’s insight into government failure is especially useful in analyzing NPOs 
in the commons environment, many of which were established as responses to 
government copyright laws. As Hunter (2005) indicates, a number of public-interest 
groups, including the CC, the Center for the Public Domain, and the Open Knowledge 
Network, emerged in the aftermath of the Digital Millennium Copyright Act (“DMCA”) 
and the Sonny Bono Copyright Term Extension Act (“CTEA”). Other commentators 
also indicate that DMCA and CTEA engendered the free culture movement (Lasica, 
2005). 
    The most common government failure associated with copyright laws is that the 
legislative process was captured by powerful copyright industries (Bohannan, 2006). 
Litman (2001) vividly describes how, in the past century, the legislative process has 
evolved into an industry-negotiated and industry-drafted process. The industry-drafted 
copyright legislation tends to tilt copyright law in the direction of increasingly stronger 
protection. Litman (2001) suggests that the resulting copyright legislation is due to the 
industries’ generous campaign contributions and the government’s intrinsic 
incompetence. Examples given by Litman (2001) include the DMCA legislative process, 
where established players, such as the sound recording and movie industries, exercised 
their considerable influence.  
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    Similarly, the CTEA reflects Disney’s intense lobbying for an extension of 
copyrights that would protect Disney’s copyright on Mickey Mouse. Although CTEA 
was once challenged in the U.S. Supreme Court in the Eldred v. Ashcroft case, the court 
ruled that it was Congress’ decision to make. The consequence of this decision is to 
foster further collective action in cultural environmentalism (Kapczynski, 2008). 
    Market failure in the commons discourse has been the focus of many NPOs. 
According to Weisbrod’s theory, for-profits fail to provide certain public goods due to 
the free-rider problem (Weisbrod, 1977). Since for-profits have difficulties in profiting 
from producing these public goods, they will have no incentive to provide them in the 
marketplace. Because these public goods are crucial to certain creative activities, market 
failure occurs as a result of for-profits’ incapability of supplying these goods. This 
hypothesis resonates with the commons scenario in which NPOs play an increasingly 
important role in producing public goods. 
    Because contract failure is a type of market failure, the above-mentioned contract failures 

pertaining to commons can also exemplify market failures when we apply Weisbrod’s theory to 

the NPOs studied here. In addition to contract failure, Richard Steinberg (2006) identifies two 

types of market failures that NPOs aim to correct: under-provision and over-exclusion. In fact, 

sometimes contract failure may take place in the form of under-provision or over-exclusion. For 

example, access failure, which is a new type of contract failure identified in this chapter, occurs as a 

result of proprietary publishers or other enterprises’ over-exclusion of information. Collaborative 

failure takes places when the market fails to provide sufficient resources for large-scale 

peer-production and other collective activities. Licensing failure, resulting from the significant 

transaction costs imposed by the default rules in copyright law, leads to the under-provision of 

intellectual resources for building culture upon the past. Moreover, the NPOs studied in this 

chapter produce certain public goods that both the government and the market have failed to 

provide in the first place. The society’s extensive consumption of these public goods thereafter 

indicates that an under-provision problem existed prior to the NPOs’ efforts, regardless of 

whether the function of these goods is to cure contract failure or the over-exclusion problem. 
    Since copyright law and its captured legislative process are the primary causes for 
government and market failure in the information society, it is no surprise that some 
NPOs exist to influence copyright legislation. For example, PK was established as a 
response to copyright lobbying activities. This organization seeks to preserve the 
intellectual commons and expose related market failures by documenting which 
segments of the general public are trying to influence specific legislation. Since the 
government is not always perfectly informed regarding its policymaking, it may fail due 
to the significant information costs in the decision-making process. PK may correct such 
failure, to some extent, by providing important information to the government regarding 
certain legislation, which would otherwise be unavailable. To this end, PK also 
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collaborates with other NPOs, such as the EFF. As PK’s President Sohn explained in an 
interview with the author: "What we try to do is…to work with those organizations like 
the EFF…and move on. They have grassroots. So we provide the content and they’ll 
provide the network. We’ll seek out organizations that have grassroots presence and we’ll 
activate them." 
    To this end, several NPOs function as common platforms for collaborations 
between different groups. For instance, PK, KEI, and the Open Society Institute, has 
invested significant resources in coalition building to integrate voices from individuals, 
business, and other NPOs that share similar ideas of an ideal copyright system. 
Nonetheless, the impact of NPOs’ advocacy efforts is often difficult to evaluate. 
    Given the obvious difficulty of convincing Congress to pass ideal legislation, 
litigation has emerged as an alternative to prevent the overexpansion of IP rights. 
Therefore, NPOs, such as the EFF and the SFLC, have sought remedies for the public in 
court. Other NPOs, such as the FSF and CC, are involved in enacting private law. By 
providing creators with non-exclusive licenses, these organizations are building a broader 
scope of commons for creative activities. The FSF-designed GPL has acquired a 
reputation as a contractual mechanism “cutting back” the scope of background IP rights 
(Radin & Wagner, 1998). Similarly, CC, established in the aftermath of Eldred v. Ashcroft, 
is a more obvious example of a private response to the imperfect copyright system. CC 
deems current copyright law to be a major obstacle to creative activities and seeks to 
change the default rule that it created (Lessig, 2008). 
    Numerous other NPOs have built architecture to preserve the commons 
environment. For example, the PLoS, MIT, and other academic institutions have 
provided access to valuable scholarly information. Internet Archive and similar 
organizations have created digital artifacts that preclude cultural memory from fading. 
Moreover, through the production of licenses and architecture, NPOs have reshaped the 
market for online information. In the past, the use of information was constrained by 
considerable legal costs and uncertainties. In summary, these NPOs help to correct 
under-provision and over-exclusion failures through “a model of property based more 
on amplification than scarcity” (Harold, 2007, p. 149). 

Theoretical Implications 

    Based on NPOs’ response to government and market failures, it is apparent that 
some NPOs provide resources for social experimentation. Since governments are 
discouraged from using taxpayer money to make new policies on the basis of trial and 
error, NPOs can help fill the role of experimenters for future policymaking. More often 
than not, governments then implement new policies that imitate successful NPO 
programs (Frumkin, 2006). 
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    Historically, it is not uncommon for NPOs to financially support such social 
experimentation. For example, the Rockefeller Foundation sponsored remedial social 
and economic sciences in England during the interwar years, because it believed that the 
levels of poverty and unemployment were misinterpreted (Douglass, 1987). Likewise, the 
NPOs that use their funds to stimulate commons development recognize that there is 
something fundamentally wrong or insufficient with government policy concerning 
creative activities. For example, the Open Society Institute has aimed to influence policy 
by the funding of a series of experiments. The PLoS has successfully influenced the 
funding policy of National Institutes of Health (“NIH”) through its experiment on open 
access publishing. Starting in 2005, the NIH, the largest funder of science research in the 
U.S. federal government, began requiring every scientist who receives an NIH research 
grant, and who publishes the result in a peer-review journal, to deposit a digital copy of 
the article in PubMed Central (“PMC”). PMC then provides free online access to its copy 
some time after the article is published in a journal.  
    Many other NPOs also aim to influence government policy through their social 
experimentation. For example, after their own experience with a digital archive, the 
Internet Archive began assisting governments in preserving digital culture. In order to 
avoid the threat to the collaborative process that produces the F/OSS, the FSF has 
advocated a top-down legal change regarding software patents. Through the 
anti-software-patent campaign, the FSF aims to demonstrate to policymakers the 
potential innovation opportunities arising in the absence of software patents via its free 
software experiment.  
    The Hewlett Foundation has invested substantially in open textbooks for K-12 
students and other OER projects. By making OER grants, the Foundation is attempting 
to force the government to recognize OER’s value from a policy perspective. Therefore, 
the way that Hewlett Foundation responds to government failure is to prove OER’s 
value through a set of social experiments. The organization believes that the result of 
these experiments will provide policymakers with essential information that is unavailable 
through the traditional and formal policymaking process. 
    The most ambitious NPO project in the commons environment with the goal of 
changing the law through social experimentation is probably Creative Commons (CC), 
which aims to help IP policymakers understand authors’ desire to control their creative 
works as well as the importance of the public domain to various types of creative genres 
(Lessig, 2004). As CC’s founder, Lessig (2006a, p.199) states: “[the] lesson [from CC] 
may help policy makers recraft copyright law in the future.” Through the private reform 
initiated by CC, Lessig (2006b, p.74) desires to “awake recognition of the need for 
[public] reform.” He envisioned that, only when the free culture movement promoted by 
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CC has gained significant public support will Congress be more likely to engage in 
copyright legislative reform to protect the freedom of the general public. 

Conclusion 

    NPOs studied in this Book have formed an unprecedented ecosystem that makes various 

commons-related activities possible. Without NPOs, the commons environment might be much 

less vigorous than it now is. Currently-prevailing NPO theories aid our understanding of NPOs’ 

role and behavior in the commons environment. Nevertheless, neither contract failure theory nor 

government and market failure theory provides a complete picture of NPOs’ role in the 

commons realm. Given the diversity of various NPOs, a theory about one type of NPOs does 

not translate easily to other types. Therefore, these theories may be regarded, to a large extent, as 

complementary rather than mutually exclusive, efforts to understand a heterogeneous sector 

operating in diverse economies. 
    This chapter has identified access failure, collaborative failure, licensing failure as 
the three major types of contract failure in the commons economy. NPOs have played a 
critical role in various commons activities. Some of these problems may be ameliorated 

significantly by good governance structures. By clarifying the role of NPOs in correcting contract 

failures in the digitally-networked world, this chapter illustrated how trust provided by NPOs is 

indispensable for commons governance. Diverging from the conventional wisdom associated 

with the Internet’s disintermediation effect, this chapter usse NPOs in the commons arena to 

argue that formal organizations are still necessary for decentralized production activities in 

cyberspace. The organizational and governance form of NPOs is appropriate to coordinate 

contributions and mediate between the interests of participants and sponsors. 

    Moreover, NPOs are a private response to various market and government failures. These 

failures include the captured copyright legislation, the copyright law itself, contract failure, and 

the under-provision and over-exclusion of intellectual resources. Through the lens of market and 

government failure theory, we can both understand the role of NPOs in conducting social 

experimentation and empowering individuals in our intellectual ecology. Moreover, NPOs 

occasionally act as independent innovators that harness individual values and that direct them 

toward significant collective ends. NPOs can, therefore, be analyzed as an organizational form 

able to correct various failures in our society. 
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