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Sociological Jurisprudence and Legal Economics: 
Risks and Rewards

T e r e n c e  D a in t it h  

G u n t h e r  T e u b n e r  

Firenze

Introduction

Contract and Organisation -  these are two key concepts which link law and the 
social sciences. In contract law we find the legal reconstruction of economic 
exchange relations while at the same time, the legal principle of contractual 
liberty and the elaborate rules of contract law are the prerequisite for the 
development of complex economic market transactions. In an analogous fashion, 
the invention of the legal person, the variety of legal forms for associations and 
corporations, the complicated legal network of organisational competences and 
decision procedures have both reflected the emergence of organisations in the 
social and economic sphere, and decisively shaped the development of the 
“organisational society” . Yet despite these interdependencies, the formation of 
legal concepts in the fields of contract and organisation was in the past an 
autonomous process in the legal system, whatever its socio-economic premises 
and consequences. The definition of principles, rules and concepts was the 
essential concern of legal processes: of court rulings, legislative procedures and 
doctrinal refinement. Questions about the appropriate rules governing contract 
and organisation had to be addressed to the professional lawyers. This monopoly 

' of lawyers is effectively challenged today. Institutional economics, sociology of 
organisation, the theory of private government, the political economy of labour 
relations -  just to name a few -  make their claims on contract and organisation, 
not only in terms of empirical-analytical description, but of normative prescrip
tion as well.

If lawyers take up this challenge, not just as a threat to their professional 
identity, but rather as a chance for intellectual enrichment and practical improve
ment, then they should scrutinise the potential contributions of social science 
thinking to legal analysis of contract and organisation. More concretely, the 
question becomes twofold: (I) How does social science thinking in this field 
change the quality of legal argumentation? What are the methodological implica
tions if one incorporates economic and sociological models in legal doctrine? (II)
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4 Terence Daintith/Gunther Teubner

What are the substantive legal results for contract and organisation? How do 
legal economics and sociological jurisprudence influence legal concepts, policies 
and rules relating to contract and organisation?

These are precisely the questions to which we give some tentative answers in 
this book. In order to reflect the broad spectrum of the discussion, the book 
presents various competing approaches to socio-legal thinking. All, however, 
concentrate on these two issues. Each analysis contains a distinct model of the 
relationship between legal and social science thinking. The models range -  to give 
them somewhat fashionable labels -  from “legal economics” via “law and 
society” to “legal critical studies” . At the same time, in each contribution, the 
model is applied to problems in contract law, organisation law, or both, with the 
aim of elucidating concepts, interpreting rules, or formulating policies.

1. Social Science Models in Legal Doctrine?

1.1. Two Basic Approaches

In their programmatic statements, Hans Albert and Rudolf Wietholter set the 
stage for a confrontation which is repeated throughout the book: social technol
ogy through law versus lawyers’ reflection on law in society, legal increment
alism versus legal fundamentalism, instrumental rationality versus reflexive ra
tionality. Albert presents a clear-cut socio-technical interpretation of law which 
opens the door to the instrumental approach in the social sciences. Rejecting the 
analytical and the hermeneutical tradition in modern legal theory, he proposes to 
redefine legal doctrine as a set of propositions concerning social effects of legal 
norms. Social knowledge thus becomes extremely important for legal argument: 
“Anyone wishing to define the meaning of the law must ipso facto do so thinking 
on the effects intended by it and the order it is aimed at. Such considerations 
necessitate the use of nomological knowledge, for the control effects of laws and 
interpretations are not simple logical consequences of the statements con
cerned” . Law, as social technology, is supposed to design institutional arrange
ments that channel individual interests and motivations in such a way that certain 
social functions are realised.

This model of rational jurisprudence is strongly contested by Wietholter. 
Legal socio-technics representing nothing but a “sociological natural law” have 
no effect whatsoever on legal practice. This is due to the self-definition of the 
legal proprium by the law itself. According to Wietholter, legal practice has 
proved to be resistant to the challenges of the social sciences, although at the 
same time, legal practice is intrinsically committed to respond to the challenges 
of social development. The way out of this paradox is legal self-reflection. 
“Theoretical programmes applied reflectively must here always -  reconstructive- 
ly -  follow up developments that have led to crises and -  prospectively -  
investigate the possible conditions for overcoming the crises” . Social science 
models become important in this process, but in a more indirect and complicated 
way. It is not so much the calculation of social consequences of norms that 
informs legal practice and theory but the interpretations of the world offered by
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Sociological Jurisprudence and Legal Economics 5

“grand theories” in the social philosophical tradition, interpretations that chal
lenge and respond to the “legal constructions” of social reality. The relationship 
between law and social science is, according to Wiethôlter, “a relationship 
between autonomy and heteronomy about which, however, the law has still a 
co-determining role to play” .

The basic tension between these two clearly defined positions is present -  at 
least implicitly -  in many (if not all) of the contributions to this volume. Some of 
them side with social technology, some with legal self-reflection. A third group 
tries to bridge the seemingly irreconcilable differences. David Trubek’s contribu
tion illustrates a possible synthesis. Dealing with the contemporary American 
debate in legal theory, the debate between “law and society” and “critical legal 
studies” , he is concerned with the same basic issues of instrumental versus 
reflexive rationality, although the American fronts of the debate are not exactly 
the same as their European counterparts. Trubek proposes to infuse the empiri
cal law and society research with critical consciousness and to ground the critical 
scholar’s speculations upon some empirical foundation. He argues for systematic 
empirical analysis in order to identify properly the relation between legal 
constructions of social reality and the “ law in action” , its effects on social action 
in general. This seems to be a reasonable position similar to other attempts in this 
volume to mediate between the two extremes. Gotthold, for example, strongly 
criticises the normative implications of legal economics, but recommends the use 
of their methods in comparative studies.

Here we try neither to solve this controversy nor to find a synthesis between 
the antithetical positions. Instead we try a differentiating approach. Firstly, we 
seek to differentiate the ways in which “models” are constructed in legal 
doctrine, and in sociological and economic theory. This leads us to reject 
propositions of a simple transfer of scientific knowledge to law and to formulate 
the relations between law and the social sciences in a somewhat more compli
cated fashion. Secondly, we seek to differentiate various “ levels” of legal 
analysis. This will allow us to spell out requirements for the collaboration of law 
and social sciences more clearly, defining a limited role for both instrumental and 
reflexive rationality. The contributions in this book show a large variety of 
methodological approaches to the cooperation of law and the social sciences 
which justifies such a differentiating explanation.

1.2. The Different Selectivity of Law and the Social Sciences

Most, if not all, of the authors in the volume agree that the relation between law 
and the social sciences cannot be seen as a simple transfer of “scientific” 
knowledge into the legal system. In particular, Gotthold points to the limited 
ability of scientific inquiry to assist in legal policy matters where moral questions 
are at stake. He thus criticises as illegitimate the imperialistic claims of social 
science models, especially in the “new” legal economics. Farjat, rejecting out
moded “scientism” , defines scientific models, as well as legal doctrinal concepts, 
as competing “constructions of reality” none of which can claim superiority.

In our view, these considerations suggest that the different selectivity of law
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6 Terence Daintith/Gunther Teubner

and the social sciences be taken into account. Selectivity refers to the fact that any 
scientific or practice-oriented model construction has to choose a limited set of 
variables which are supposed to grasp the “ relevant” elements of “reality” . The 
basically different selectivity of social science research on the one hand and of 
decision-oriented legal doctrine on the other brings about such a difference in the 
selection of the elements of models, construction procedures, the securing of 
information, verification and criteria of certainty, that the simple transposition of 
sociological or economic models of the outside world into legal analyses is 
excluded in principle (cf. Stachowiak 1973; Luhmann 1974; Krawietz 1978). 
Instead, the process should be analysed as a complicated “translation process” as 
shown by Joerges, whose translation rules have to be designed in function of the 
different contextual conditions of social science on the one hand and legal 
doctrine on the other (Teubner 1985). This distinction makes it possible to 
determine how to do justice to their differing selectivities, how to change, indeed 
to “manipulate” , social science theories, thought patterns, concepts and methods 
in order to make them applicable to questions of legal doctrine.

It would thus be erroneous to describe the relation between social science 
models and legal models as (a contrast between social reality and lawyers’ 
ideology. There is no direct access to social reality, there are only competing 
system models of reality (Stachowiak, 1973:97). Therefore, one has to see this as 
a problematic relation between legal and social models of reality, each having its 
own rightful claims (Farjat). There is a fundamental difference between the 
analytical-empirical approach in science, with its more or less severe methodolo
gical restrictions, and the social constructions of legal practice and theory, which 
have quite different restrictions based on their orientation toward conflict 
resolution (Wiethôlter).

The same holds true for the dynamics of motives. The motives and value 
premises of legal constructions of reality (e.g. case-orientation, principle of 
equality, procedures of legal evidence) are different from those of scientific 
constructions (e.g. vscientific rationality, experience orientation, scientific dis
course procedures)^) That means we have to accept different “cognitive condi
tionings” (Stachowiak, 1973:97) as premises of operational processes in law and 
in science. In general, the differences between scientific theories and legal models 
refer to the selection of the model variables, the procedures of model construc
tion, the methods of testing, the criteria of certainty and the requirements for 
success. For example, it is not by chance that the rules of legal evidence differ 
from the rules of empirical research in social sciences and that there is no 
equivalent in science for the legal principle of res iudicata.

This implies complications for the relationship between scientific theories 
about law, and law’s own models of reality. Though some would argue to the 
contrary, historical accounts of social developments, economic models of legal 
relations or results of empirical sociological analyses are not by reason of their 
closer access to social reality intrinsically superior to legal conceptualisations of 
law in society. O f two models, the one which is structurally and materially closer 
to the original is not necessarily better. In particular, science is not in a position 
to define authoritative models of external reality. Science produces only hypo-
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Sociological Jurisprudence and Legal Economics 7

thetical models which can be tested in their capacity for strategic purposes. 
Science can serve only as stimulation not as notification (Habermas, 1976:107). 
In a precise sense, one cannot speak of a legal reception of social sciences. Rather, 
one has to see them as competing constructions of reality which allow for 
comparison of their relative strength.

It is possible to see this relation as a problem of power: who has the power to 
force his construction of reality upon others? (Farjat; Hejl, 1982:320). We, 
however, would prefer to see it as a problem of compatibility, of possibilities of 
drawing analogies and of mutual learning. Legal economics and legal sociology 
produce results which may either be rejected by lawyers or which may lead to 
profound changes in legal model construction. At best, there is a productive 
mutuaTexchange in the sense of social science “subsidies” (Luhmann, 1981:134) 
of legal concepts or vice versa.

The likelihood of mutual influence depends much on the congruence of the 
models’ selectivity. Joerges raises this point when he observes that different 
economic theories have a differential chance of getting accepted in legal reaso
ning. Neo-classical competition theory and the individualism of the “new” 
economic analysis of law can much more easily be transformed into legal 
concepts and administered by the legal system than can concepts like that of 
workable competition. It is important to realise that this is not only a fortunate 
coincidence and a promising chance for interdisciplinary cooperation but also a 
“distortion of competition” between rival approaches. This leads to the conclu
sion that the transformation of theoretically grounded concepts into legal 
decisions must itself be made the object of interdisciplinary research. Another 
conclusion is that the social organisation of such a translation process is a matter 
beyond merely scientific interest: it becomes a matter of political concern.

The difference in selectivity has two main dimensions. One is empirical: what 
model variables are selected as relevant to describe social reality? The other is 
prospective: what social purposes are chosen to organise social knowledge? In 
both dimensions, the choices made by legal and social science may differ widely, 
and thus create problems for the translation process. Legal economics is a good 
example of such different choices in both the empirical and the prospective 
dimension. Schanze refers to the first dimension when he describes problem- 
prone interfaces between model and reality:
Important limits to the economic model are in the conception of the individual wealth 
maximizer (who has in fact to deal with bounded rationality), in the problem of the initial 
assignment (or distribution of rights), and in the relative vagueness of the magic term of 
preferences which can be used not only to analyze, but also to justify odd ends. The price 
system does not always work. If it is brought to work under more complicated and more 
realistic model assumptions than those of complete information, free competition and 
costless transaction, results are frequently imprecise . ..

Other authors refer mainly to the second dimension when they contrast the 
concept of economic efficiency with other legal values such as distributive justice 
or other non-efficiency related values. (Harris and Veljanovski; Romani; Gott
hold). In particular, Buxbaum is quite explicit on this point. He demonstrates 
striking differences between an economic and legal analysis of the same object
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8 Terence Daintith/Gunther Teubner

- with the result that a legal analysis has to take more complex value considerations 
into account than just economic efficiency. It is very often the case that the law 
postulates political values to be balanced against economic values; sometimes it 
even postulates the primacy of political values. Buxbaum’s assessment of eco
nomic theory in relation to law can easily be extended to any social science 
theory:
It can be an aid to understanding, and thus to the proper formulation of good doctrine; it 
can also be an aid for mystification, and thus to the legitimation of good, bad or indifferent 
doctrine. The one thing it probably cannot do is itself to prescribe the good; but at its most 
useful it should assist the law-maker and the law-applier in transforming the prescribed 
value into the prescribed action.

2. Levels of Socio-Legal Cooperation

Our second thesis also aims at transforming the somewhat rigid alternative 
between social technology and legal self-reflection into a differentiated approach. 
The thesis is that the conditions for making use of the social sciences in the law 
cannot be defined in general terms, but that it is only when different levels of the 
process of forming the law can be separated that the various requirements which 
the “translation” of economic and sociological models has to meet can be 
specified.

A number of varying approaches towards differentiation (Luhmann, 1974; 
Hopt, 1975; Hoffmann-Riem, 1977), can be developed further into a multi
dimensional model of the integration of legal and social sciences. Within this 
framework requirements for interdisciplinary work can be specified. Our dis
tinction would pitch the translation processes on two main levels and then 
distinguish among several sub-levels: that of legal action, as expressed both by 
the formulation of general legal rules and by their activation in the form of 
specific legal decisions or actions, and that of the construction of fundamental 
concepts, where highly abstract relations are established between the develop
ment of society and the development of the law.

On the first main level, law can utilise the instrumental quality of the social 
sciences, their descriptive, explanatory and predictive potential. It is here that we 
can look to see what is the capacity of social science theories to generate 
indications for the content of legal action. On the second level it would be the 
social sciences’ role to offer the potential of “grand theories” for the orientation 
of fundamental legal concepts. It has to be kept in mind, however, that both 
levels influence each other in the sense that decisions about rule formation and 
law application will have an impact on fundamental concept construction and 
vice versa.

2.1. Guiding Legal Action
We look first, then, at the contribution of social science theories in guiding legal 
action. This is an appropriate perspective in which to judge the utility and 
interest of these contributions: it is a familiar observation, touched on here by 
Albert, that legal analysis has as an essential feature the production of applicable 
results. This is most obviously the case where laws, regulations or existing
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judicial decisions are being analysed in the course of judicial process with a view 
to reaching a correct resolution of a dispute between litigating parties, but the 
same is true of most practical legal analysis, whether in the context of extra
judicial dispute settlement, dispute avoidance, or the framing of legal rules to 
govern a relationship between parties. The precise nature and object of the 
analysis will vary according to the circumstances and to the role of the lawyer 
involved. The judge will be concerned to reach a just decision which is in 
accordance with a correct interpretation of the relevant texts. In the context of a 
settlement negotiation, the professional legal adviser will be looking for texts and 
interpretations most favourable to the negotiating claims of his client; in the 
context of the design of legal relationships, he will be involved in the straightfor
ward application of basic rules and the avoidance of pitfalls and ambiguities 
previously disclosed by litigation, practice, or doctrine. In all these cases, 
however, specific desired or undesired results constantly structure and guide the 
analysis.

Less obviously, perhaps, the same preoccupation with concrete results also 
guides and structures legal analysis connected with legislative activity. The 
legislator may normally be viewed by the lawyer as engaged upon the task of 
collective resolution of indefinite numbers of hypothetical future “cases” , in a 
sense different from that which would, or might, obtain without his interven
tion. This is achieved through the introduction of a new and appropriately 
designed rule into the corpus which lawyers will be analysing in the course of the 
different individual legal activities (litigation, negotiations etc.) above described. 
It is worth stressing, perhaps, that we are not suggesting that legislation is 
necessarily designed with an eye to the litigation context: the aim may rather be 
one of providing facilities for more economical or productive private legal 
arrangements. In laying down new rules of conduct, or reshaping or reassigning 
rights or duties, the legislator’s aim will be to avoid rather than foster litigation, 
producing a rule which is sufficiently clear, and which harmonises sufficiently 
well with the existing rules of the legal system, existing practice of its profession
als and (perhaps) with existing perceptions of what is just or economically or 
socially acceptable to its addressees, to banish litigation about its interpretation 
to the extremes of its intended spectrum of application. To achieve this the 
legislator must be armed with the same kind of legal analysis -  in terms of 
accurate interpretation of the relevant existing rules of the legal system, and 
accurate appreciation of their likely practical application -  as must the individual 
practitioner, albeit on a wider scale.

For the normal purposes of the legislator, however, this kind of harmony and 
clarity, and the legal analysis that permits their attainment, are not enough. The 
legislator’s interest in a changed result in a given range of cases may be purely 
qualitative, in the sense that his aim is confined to securing that as often as the 
circumstances envisaged in the new law arise, the new rule is applied or the new 
legal facilities offered are considered. His interest may also -  and perhaps this is 
now the normal case, given today’s penchant and possibilities for the statistical 
measurement of welfare -  be quantitative in nature: that is to say, the motiva
tions of the legislation will include some conception of the quantitative impor-
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10 Terence Daintith/Gunther Teubner

tance, in economic or social terms, of the range of cases addressed, and of the size 
of the aggregate change in the resolution of this range of cases that it is desirable 
to bring about. In this latter case, the legislation may appear simply as the 
instrument (or as one of several instruments) for the achievement of the relevant 
change in economic or social aggregates. Where the concerns are qualitative, and 
a fortiori where they are quantitative also, the analytical apparatus of the 
legislator needs to include some procedure for assessing whether the application 
of the new rule may not be vitiated, and if so in what measure, by irrelevance or 
by adaptive behaviour on the part of those to whom it is addressed. Irrelevance 
may occur because the legislator’s understanding of the relevant social or 
economic circumstances is weak, or because the legislation is based on a false 
theory of social or economic action. Adaptive behaviour may involve such 
strategies as avoidance of the impact of the legislative provisions or the passing 
on of their benefits or burdens in unexpected directions. Traditional legal 
analysis of the interpretative and experimental type can say nothing about ques
tions of relevance and provide only a small part of the solution to the problem of 
adaptive behaviour: it may indicate what scope the whole body of law, including 
the new rule, offers for adaptive behaviour, but by itself this is unlikely to be 
useful information. Unless the regime is truly draconian (as in Western societies 
is normally now only the case with tax laws) such scope will be virtually 
boundless in legal terms, being limited rather by economic and social factors 
which must be evaluated in order to identify the legal rules (if any) which will 
bear on the issue; and the legal analysis cannot in any event indicate how far the 
legal limits of adaptive behaviour, if constraining, will in fact be respected.

Here it is worth remarking that the needs of judge and legislator in this respect 
are not as different as might at first sight appear. Even under the appearance of 
deciding single cases, the judge may, of course, be acting as legislator. This is 
patent where the judge is entrusted with functions of legislative review, on a 
constitutional basis, as in the United States (Buxbaum), or on some other basis, 
such as that of international treaty, as in the case of the European Communities. 
It is less obvious, but no less true, where individual decisions are endowed with 
some determining authority over future cases under some version of the doctrine 
of stare decisis. Whether such judges will feel any consciousness of the inadequ
acy of traditional legal analysis for the discharge of their decision-making 
functions will depend, perhaps, on whether they view their legislative role as 
developmental or purely declaratory in nature. Whenever the judge needs more 
than pure legal analysis, so too do those lawyers whose activities involve the 
understanding of judicial decisions.

Even leaving aside the judge-as-legislator, problems of the actual effects of 
individual judicial decisions may arise. Parties may refuse, or be unable, to abide 
by the terms of decisions addressed to them, or may use the decision simply as a 
basis for further negotiations. Again, this step, between formal decision and 
effective result, can hardly be traced out through legal analysis alone, but 
demands resort to other techniques, which parties, or their advisers, will need to 
have mastered.

The inadequacy of traditional legal analysis to meet the lawyer’s needs for
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understanding the economic and social fabric on which the law operates means 
that any legal system conceived of by its operators as being capable of change and 
development must, for the purposes of such development, have recourse to other 
types of analysis, such as those furnished by the social sciences which are the 
subject of this volume.

Acceptance of this requirement does not entail accepting that specific bodies 
of social science knowledge may be drawn upon by lawyers so as to produce 
“correct” results. One striking feature of the papers in this volume is that while 
most of them share the legal professional’s interest in concrete results, the general 
tendency of this majority of papers is to warn against facile borrowings from 
social and economic theory, by drawing attention to restrictive assumption of 
such theory (Schanze), to their defective elaboration or application (Gotthold), 
to their inconsistency and consequent inability to suggest practical solutions 
(Joerges), to their capacity for “mystification” and concealment of real decisional 
premises (Buxbaum), or to the failure of results to conform to theory predictions 
(Teubner). If we put to one side the papers of the economists Romani and 
Schmid, we find that optimism about learning lessons for application in legal 
analysis is, to say the least, restrained. Only in the paper of Harris and 
Veljanovski do we find anything like an open espousal of a specific body of 
normative theory -  in this case, welfare economics -  as a guide to legal decision
making. The papers of Schanze and Daintith may also be characterised in terms 
of qualified optimism, rather than qualified pessimism, about the utility of 
economic theory. In using these terms, however, we are not so much identifying 
the intellectual propensities of the authors as the level and direction of the 
critique their papers contain. The optimists implicitly or explicitly criticise 
traditional legal analysis, indicating how decision-making may be improved by 
the application of social science knowledge; the pessimists assume that such 
knowledge will be applied, and address their critique to its selection and 
application.

With these caveats in mind, we can ask what these papers contribute to our 
understanding of the results of legal actions and decisions, whether on the part of 
legislators, judges or parties. The answer can best be ordered by reference to the 
extent to which, and the level at which, the various contributions aspire to 
indicate desirable results to actors in the legal system. For this purpose three 
broad approaches may be distinguished, each corresponding roughly to a 
different function of social science theory. The approaches overlap and we shall 
see that most of the relevant contributions contain elements of all three, but the 
distinctions are nonetheless valuable for the purposes of the translation process 
already described.

The first approach involves the descriptive and explanatory use of theory to 
produce empirical analyses of legally-regulated sectors of social or economic life. 
The German term Normbereichsanalysen (“norm area analyses” , Muller, 1966) 
catches the essence of the enterprise. The aim of such analyses is to furnish 
empirically tested or testable theoretical statements about social structures, 
functions and developmental tendencies in such sectors and thus to clarify inter
relations between legal norms and social structures. In Selznick’s language (1966,
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1969), it is an institutional analysis which relates the “opportunity structure” of a 
social field to the “conceptual readiness” of the legal norms therein. The 
exponent of this approach thus holds back from offering explicit statements 
either of likely or of desirable legal action within the relevant field, making no 
assumptions about the values or objectives of legal actors. Implicit policy 
recommendations, based on the degree of fit disclosed between the regulated 
social sector and prevailing legal arrangements, may however often be discern
ible.

The second approach, that of legal impact analysis (Folgenanalyse, e.g. Rott- 
leuthner, 1979), addresses itself explicitly to legal and social results. It is 
essentially socio-technical in character, in that it assumes that legal rules are 
designed to serve social and economic objectives and compares the intended 
effects of the rules with actual consequences and unintended side effects. The 
analyst may go on to make suggestions for the reinterpretation or reformulation 
of legal rules in the light of this demonstration, but does not question the 
objectives which the law sets out to serve. Here the translation process from 
social science to legal thinking is relatively easy, in that impact analysis works 
with the same assumptions as legal analysis but goes further: while the practi
tioner of the traditional legal approach would be content to interpret legal norms 
in the light of their purpose, the impact analyist explicitly seeks the social and 
economic consequences of legal arrangements which should, in principle, be 
open to empirical testing. In offering theoretically grounded explanations for 
discrepancies between legal purposes and actual or projected results, impact 
analysis utilises both the explanatory and predictive capacities of social and 
economic theory, offering employment for what Friedmann (1953) has termed 
“positive” as opposed to normative theory. Such theory may nonetheless 
incorporate powerful model assumptions: legal economics in fact tends to 
analyse legal institutions as economic incentive structures and employs the 
assumption of rational wealth maximisation in examining their impact on social 
behaviour. In contrast, sociological analyses of social functions and effects of 
legal norms rely predominantly on empirical research methods guided by some 
theoretical constructs like those developed in organisation theory, exchange 
theory etc. The difference, however, is only one of degree. Sociologists may 
make use of economic models, and economists of sociological research.

A third approach which it is helpful to distinguish for the purpose of 
characterising the contributions here is that of policy analysis (Politikanalysen, 
Hart and Joerges, 1980). Such analyses respond to or develop social policy 
conceptions and construct doctrinal statements from them. Unlike impact 
analyses, they are not primarily concerned with the economic and social conse
quences of specific legal arrangements, but rather analyse prescriptions of social 
and economic theory and attempt to draw out their legal implications. This kind 
of analysis is used when lawyers scrutinise the implications for law of competing 
theories, for example, theories of democracy. What are the institutional conse
quences of the elitist-pluralist concept of organisational democracy? How does 
law respond to a more participatory approach? Can a more complex concept of 
organisational democracy, grounded in systems theory, be translated into legal
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arrangements? This policy approach is used in a particularly highly developed 
form where legal concepts of competition law are influenced by the discussion of 
economic policy conceptions (e.g. Moeschel, 1975; Reich 1977), or where legal 
reform programmes are developed through the efficiency criteria of welfare 
economics (e.g. Posner, 1977).

As already indicated, these approaches are not tidy boxes within which to fit 
the relevant contributions here, particularly since only some of the papers set out 
to be examples of such approaches or combinations of them: others aim rather to 
survey or criticise such approaches over the whole or parts of one of our chosen 
fields of study. Let us try to summarise our view of the significance of these 
contributions, in terms of their approach and indications for substantive results.

In the sphere of contract, it is Romani on the one hand, and Harris and 
Veljanovski on the other, who tackle the fundamental economic issues, explain
ing how the legal enforceability of contracts (in particular, wholly executory 
contracts) promotes voluntary exchange productive of economic welfare (Ro
mani), and how the existence of a body of contract law facilitates and simplifies 
the task of parties in making agreements. Both papers accept the argument that 
contract should function so as to offer parties the correct incentives to efficient 
behaviour in contractual formation, performance and non-performance. While 
Romani adopts what may be termed an orthodox stance, defending on economic 
grounds the enforceability of executory agreements and the non-enforceability 
of gratuitous promises, Harris and Veljanovski are more critical particularly of 
the literature which offers an economic concept of “efficient” breach of contract. 
They argue that this discussion neglects the external effect of general loss of 
confidence in contractual formulation of promises, and the fact that most 
contractual disputes are settled out of court, a factor which gives advantages to 
the breaching party which the law should take into account. They suggest that 
the legislative development of contract law in the United Kingdom in recent 
years has neglected this factor, introducing explicit judicial discretions which, 
while they may assist judges to do justice in the relatively few cases actually 
brought before them, add a further element of uncertainty to the many already 
existing, all of which work in favour of the breaching party in out-of-court 
negotiations. Specific alterations to contract law are suggested as a means of 
offsetting this imbalance, though at this point it becomes unclear whether the 
argument has moved from efficiency to distributional grounds.

The approach to the use of economic theory that these papers describe is 
essentially that of impact analysis, strongly tinged with normative elements. It is 
analysis of a rather specialised kind: with the exception of Harris and Veljanovs- 
ki’s discussion of out-of-court settlements, most of the work described involves 
little empirical investigation, but rather postulates consequences of legal rules 
and institutions -  ranging from the very concept of enforceable contract to 
specific contractual remedies -  by deduction from economic models of human 
behaviour. The comparison it is concerned to make is not so much between these 
consequences and the objectives of such rules and institutions -  indeed what 
meaning is there in talking of the “objectives” of such basic common law rules? -  
as between the consequences and the results indicated by economic theory,
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employing these same models, as “efficient” . One can see that the distance in 
such cases between a positive and a normative economic analysis of legal rules is 
small indeed.

In contrast, when judges or legislators set out to make specific changes in 
contract law with express policy objectives in view, legal impact analysis can 
occupy itself, more conventionally, with the confronting of intended with actual, 
or theory-predicted, results. This is what Harris and Veljanovski do in their 
section on the “out-of-court” aspect of contractual dispute resolution, as well as 
in a brief reference to contracting around the law, a theme taken up, in the same 
area of landlord and tenant law, by Schmid in a case-study of Michigan housing 
legislation. His study shows how landlords adapt their contracting behaviour to 
legislation protective of tenants. Experience and intuition would probably alert 
practising lawyers (though maybe not legislators) to this possibility in any event: 
what Schmid adds is an explanation of this adaptive capacity, and indications for 
its measurement, based on general economic concepts such as information costs. 
This, he argues, should make it easier for legislators to design rules which will be 
hard to circumvent and thus more likely to achieve their objective. Here an 
impact analysis is offered as an application of a general theory which will predict 
the impact and substantive consequences of alternative allocations of property 
rights. For Schmid, this is a better tool in the hands of legislators than reliance on 
the process of learning through experience which eventually brought the Michi
gan legislature to the same result.

Joerges might disagree. His paper on quality control law shows his scepticism 
about the capacity of economic theory to help in finding solutions to specific 
problems: such theories may be associated with given bodies of law, such as 
competition law, or consumer protection regulations, but when practical prob
lems arise for resolution thè relevant legal principles may themselves be in 
conflict. His example of car sales agreements in Germany shows how the 
protection of the consumer’s interest depends not only on the legal regulation of 
the relationship between consumer and dealer but also on that between dealer 
and manufacturer and that the law offers possibly competing frameworks for 
determining the effective content of such regulation: competition law (restraints 
on vertical restrictions of competition); self-regulation (recognition of inter
organisation agreements); or general principles of contract law (“fairness” in 
manufacturer/dealer relationships). In thus stressing the complexity of legal 
decision-making and the partial character of economic as of other forms of social 
science analysis, Joerges indicates that all types of legal actors confront choices in 
the making, application or use of law, for whose guidance specific experience of 
the results of previous decisions is as important as predictions based on social 
theory. “Practice ‘discovers’, under the pressure of its needs to make decisions, 
paths to solutions where theory has got stuck in the search for concepts.” He 
proposes a reformulation of the whole policy approach, which should no longer 
be seen as an exercise in pure interdisciplinary analysis, but as a socio-political 
process relating action and knowledge in the real world.

Returning for a moment to Schmid’s paper, we may also see it as exemplifying 
the kind of institutional analysis which constitutes the first of our approaches.
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His key concept is the “situation.” Analysis of the “situation” (here, landlord- 
tenant relationships in a university town) reveals the type of social interdepen
dence there existing and hence allows us to choose between legal alternatives: “ It 
is the inherent features of goods which influence how one person’s acts can 
potentially affect another. The instrumentality of law depends on the source of 
the interdependence.” Schmid develops a typology of different “situations,” 
which he has presented in more elaborate form elsewhere (Schmid, 1978), and 
here, as already noted, shows how it may serve as the basis for an impact analysis 
of a particular legislative initiative.

Another situational analysis is Daintith’s study of long term contracts in the 
iron ore market. Daintith analyses the incidence and performance of these 
contracts in a concrete market and uses this material to discuss theoretical 
propositions by the economist Williamson and the sociologist Macaulay: what 
are the incentives for choosing long term contracts, instead of transitory con
tracts on the one side and organisational solutions (the purchase of ore mines by 
steel companies) on the other? What is the actual role of formal contract law in 
relation to economic practice? How did the parties adapt their legal regime to the 
abrupt changes in the market? While the primary aim of the paper is to carry out 
empirical tests of descriptive theories of contractual design and performance, it 
may also, by an inversion of perspective, be seen as offering an impact analysis. 
Unlike the studies so far discussed, the subject here is not the general (State) law 
relating to contracts, but the contract rules these parties have made for them
selves, whose effects are examined at the level both of individual party behaviour 
and at that of the market as a whole.

Our contributors in the field of the law relating to organisations show 
considerable ambivalence in regard to the concrete results following from or to 
be expected of social science theory. The more specific the indications given by a 
contributor of points at which social science theories have influenced legal 
development, the more mistrustful he appears to be of their purposeful use to 
indicate legal results. Farjat, who like Harris and Veljanovski frames his con
tribution as a critical survey, devotes its first part to a number of examples of 
how economic science has reshaped the law relating to the enterprise: the 
redistribution of rights within it, the treatment of creditors and workers on 
bankruptcy, its competitive relationships with other firms. Yet in the “critical 
balance sheet” that follows he, like Joerges, stresses the competitive construc
tions of reality offered by different social science theories, and warns the lawyer 
against over-ready acceptance of any of them. It is still the lawyer (or law-maker) 
who is confronted with the necessity of choice, and theory cannot dictate results.

Farjat’s point about the legitimising role of economic theory for legal develop
ment is driven home by Buxbaum in his policy analysis of U.S. Supreme Court 
decisions on corporation law. Using the rather less kindly epithet of “mystifica
tion” for the role of theory, Buxbaum analyses in detail the normative implica
tions of three economic theories relevant to company law under federalism: the 
efficient capital market and corporate control market hypotheses, and the 
applications to economic federalism of public choice and public finance theory. 
He shows both that these bodies of theory have been applied by the Supreme
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Court in rulings on State takeover statutes, and that their invocation may 
disguise shifts in the position of the Court on issues of division of legislative 
competence which are not, in his view, capable of determination by reference 
only to economic criteria.

The other four contributors on organisation law all tackle the theme of the 
“constitution of the firm” , that is, the legal organisation of decision competences 
and income rights in the economic firm. All four are from West Germany, and 
the issue of co-determination either is their subject (as with Gotthold and 
Teubner), or looms large in their treatment of more general issues (as with 
Krause and Schanze). Albert, too uses this example to illustrate his general 
methodological point: his social technology programme includes sociological 
analyses which would elicit the effects of the regulations on the control of what 
happens in society and on the life situations of those concerned, as well as 
economic analyses which examine the efficiency of the institutional incentive 
structure. This combined socio-economic research programme avoids many of 
the shortcomings which one can find in purely economic or purely sociological 
analyses.

The pair of contributions by Schanze and Krause offer interesting contrasts. 
Both set out to offer general analyses of the firm. Both are generally optimistic 
about the applicability of economic theory, including its normative or policy 
applications. Schanze, the lawyer, seems the more cautious of the two. He argues 
both that economic analysis in general offers us “rules of prudence” in our 
evaluation of legal phenomena and, more specifically, that the theory of transac
tion costs suggests certain normative desiderata of an efficient legal system -  
equilibrium in the variety and standardisation of institutions, clear definitions of 
entitlements in decision-making units, a bias in institutional arrangements to
wards the inclusion of total costs of transacting (internalisation). In a section 
devoted to what he terms “extrinsic analysis” he goes on to use the first of these 
ideas as a means of legitimising the German co-determination law, arguing that it 
opens up new choices in the market for organisational forms for business 
activity. Proceeding, however, to an “ intrinsic” analysis of the structure of the 
firm, Schanze offers only “a concept of positive inquiry” which might demon
strate the explanatory potential of economic analysis in the form of a refined 
version of property right theory. Once complete, however, Schanze’s analysis 
could clearly have normative implications, at least in suggesting appropriate 
institutional designs to cater for a variety of enterprise needs. One might guess, 
however, that his preference would be to leave it to the market to test the 
appropriateness of the institutional structures proposed rather than to make 
forced marriages by legislation.

Krause, while he shares some of the same starting points -  in particular, a 
reliance on property right and transactions costs theory -  has a much more 
explicitly normative approach. Krause accepts efficiency as the primary goal for 
corporate organisation, operationalising it as profit-seeking in the service of 
consumer interests, and considers how this may be attained using an approach 
which, like Schanze’s, is “neutral” as between different kinds of inputs into the 
organisation -  and in particular, as between physical and human capital. This
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leads him to enunciate a series of normative propositions about which property 
right holders should be treated as “members” of organisations, about types of 
membership and the control rights that should attach to memberships of 
different types. Co-determination, seen as a “dualistic” approach because it 
recognises different kinds of interests in the firm as opposed to the single interest 
-  the resources-based property right -  recognised by Krause (hence his “monist” 
approach), is criticised as inefficient: among other things, it is likely to prejudice 
consumer interests and to absorb excessive productive energy in favour of 
interest mediation or social peace. Yet while the style is prescriptive, Krause 
insists that this is just a theoretical foundation and that he can give no guidelines 
on practical implementation, thus apparently leaving the way open for the 
interposition of non-economic values between theoretical prescription and prac
tical results.

The treatments of co-determination in the contributions of Gotthold and 
Teubner shift the argument away from efficiency considerations towards ques
tions about the distribution of power within the firm (Gotthold) and to its socio
political significance (Teubner). En route, however, these papers offer further 
insights about the uses lawyers can make of economic and social theory, about 
contrasts within and between the approaches we have outlined. Gotthold 
devotes the bulk of his paper to a sustained attack on the unrefined property 
right approach of Furubotn (1981): he raises objections as to its empirical 
foundation, its tautological character, and its selection of variables, and doubts 
whether it can be fruitfully used as a basis for a legal impact analysis of the co
determination phenomenon. At the same time, however, he suggests at one point 
that co-determination can be supported by reference to efficiency considera
tions, and is ready to draw on the descriptive resources of economic theory 
(adapting, as did Schanze, a “contractual nexus” model of the firm) to lay the 
basis for dicussion of distributive aspects of the topic.

Teubner, finally, sees the chief significance of co-determination in its func
tioning as an element of a neo-corporatist scheme of integration of a society 
increasingly differentiated along functional lines. After discussing empirical 
findings which suggest that co-determination has not achieved its intended 
effects of increasing individual worker satisfaction, and arguing, from theoretical 
premises and empirical evidence, that it has in fact redistributed power and 
provided more effective conflict-resolution procedures at enterprise level, he 
goes on to claim that at the societal level, co-determination performs a vital 
function of re-integrating political and economic systems, which it links -  at the 
level of the firm -  without subordinating either one to the other. This non
subordination is vouched by the fact that, in Teubner’s view, co-determination 
contradicts both the political conception of class conflict and the economic 
rationality of the market. For him the question then becomes one of how the law 
may be formulated so as to exploit to the full this integrative potential. 
Ultimately, Teubner shows the same scepticism as do Farjat and Joerges about 
the capacity of established bodies of economic, social and political theory to 
furnish, of themselves, blueprints for adequate legal rules and organisation: but 
while Farjat is content to register this fact, and Joerges puts his faith in the
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capacity of lawyers to learn by experience in combining and balancing theoretical 
lessons, Teubner is looking for new theory which can itself guide this selection 
process.

2.2. Constructing Legal Concepts
We move now to the second level on which a process of translation between 
economic and sociological models on the one hand, and legal models on the 
other, needs to be conducted: that of the construction of fundamental concepts. 
Here we may distinguish two dimensions: basic doctrinal concepts of contract 
and organisation; and concepts of legal rationality.

Basic legal concepts of contract and organisation cannot, according to Wiethol- 
ter, be formulated without at least an implicit recourse to “grand theory” . For 
him, the formation of legal concepts is inevitably committed to fundamental 
issues of historical and social philosophy, in models of the social world. “Using 
them, ideas can be related to interests in such a way that by comparison (with 
other models, with past reality, with limits of possibility, with the present as a 
future past or as a past future) historical and social consciousness can be brought 
into “constitution” no less than can social reality and the legal forms that define 
it and are defined by it.” Wietholter makes a rough distinction between different 
grand theory approaches which can be found -  as the foundation of different 
concepts of contract and organisation -  throughout this book: politico-social 
(substantive) programmes that challenge the developmental quality of law (e.g. 
Trubek), functionalist (systems theory) programmes that judge concepts by 
reference to their social adequacy (e.g. Teubner) and methodological pro
grammes that test for scientific rationality (e.g. Albert).

Trubek represents the first tradition. Critical legal studies -  in his analysis -  
interpret legal concepts as embedded in a “defensible scheme of human associa
tion” (Unger, 1983:565), in a coherent view about the basic relations between 
persons and the nature of society. This school of thought focusses on the 
structure of legal ideas, seeking to identify the deep principles of meaning that lie 
behind them and to relate these principles to social action and order. At the same 
time it offers a critical perspective. It identifies the legal system in capitalist 
societies as reification, presenting as essential, necessary and objective what is 
contingent, arbitrary and subjective. Capitalist legal systems are identified as 
hegemonic, that is they serve to legitimate interests of the dominant class alone. 
In this perspective, any legal operation can be analysed in terms of being part of a 
total world-construction and criticised in terms of its failure to keep the promise 
of universality, equality and freedom.

In contrast to these claims of human emancipation, the critical standard of a 
functionalist system analysis is “ social adequacy” of legal concepts. Basic legal 
concepts like contract and organisation are seen as the result of a connected 
evolution of law and other social subsystems. Concepts are socially adequate if 
they satisfactorily reconcile the internal requirements of legal consistency with 
the external social demands on the legal system. (Luhmann, 1974; 1981:388). 
This school of thought analyses the function of legal concepts and institutions in 
relation to various system references. Teubner’s paper is an example since it
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analyses the function of co-determination through law on different system 
levels: interaction, organisation, social subsystems, society in general. The 
theory of functional differentiation serves as a background to interpret the 
meaning of legal institutions, illuminating, in the case of co-determination its 
role as a “counter-institution” to the prevailing principle of economic rational
ity.

Finally, a scientific reformulation of dogmatic concepts is the goal of method
ological programmes like that developed by Albert. Albert proposes to give up 
natural law versions as well as hermeneutical interpretations of fundamental legal 
institutions -  like contract and institution -  and to define them as a set of 
incentive devices the effects of which can be studied by the social sciences. Thus, 
a pervasive socio-technical conception of law would fundamentally alter the 
normative meaning of legal concepts in the direction of an instrumentalist view 
of the social world.

While Wietholter stresses the embedding of legal concepts in models of social 
order, Farjat demonstrates the remarkable resistance to change shown by legal 
concepts once accepted as part of the lawyer’s toolkit. The fact that specific 
changes to French company and commercial law are today, as he shows, 
consistently inspired and shaped by economic concepts of the firm or enterprise, 
has not led in France -  or for that matter elsewhere -  to the displacement of the 
legal concept of the company or corporation by a new legal concept of the firm. 
Rather, the old concept continues to be used, albeit with adjustments and 
extensions which permit its use in a way responsive to the changing economic 
and social demands being made on law. There may come a point where these 
adaptations are so profound that the original concept becomes a mere fiction, 
and can be sloughed off to reveal the new, coherent, concept that lies beneath; 
but the point is unlikely to be quickly reached.

In the case of the firm, a further restraint on a change of concept is suggested 
by Farjat’s point that the economist’s concept of the firm depends heavily in its 
turn on the legal concept of artificial personality -  legal autonomy is what 
economists regard as the surest criterion of the firm. We might, indeed, be 
tempted to generalise on this insight and to see legal concepts as basic building 
blocks at least for economic theory. Support for this idea can be found in the way 
some economists find it helpful to decompose the firm into a set of contracts 
(Fama, 1980, Alchian and Demsetz, 1972), thus drawing on one legal concept-  
contract -  even as they attempt to dispense with another -  incorporation. The 
reservations to and refinements of this approach suggested by Gotthold and 
Schanze leave untouched this legal foundation. Further reflection on the papers 
in this volume will show that this is not a one-way process, either as between 
contract and organisation or as between legal concepts and economic theory. 
Fields of law may be reconceptualised in the light of economic or social theory, 
and to understand contracts we may need to theorise from organisational 
concepts like hierarchical authority (Macneil 1980; Williamson 1979, cf. Dain- 
tith). It does, however, appear that were we to invert the general question of this 
volume, and to ask what contributions legal theory can make to economic and 
social analysis, we might light first on the utility of basic legal concepts as
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shorthand descriptions of key social and economic relationships. Here again, it is 
important to remember that the process is one of translation, not of simple 
transposition (Aubert 1983:98). While the lawyer needs complex concepts, 
capable of practical application in a wide variety of familiar and unfamiliar 
circumstances, the economist or social theorist is interested in the core properties 
of such concepts, or perhaps in one only of such properties.

However, the very fact that lawyers have to shape their concepts in situations 
of practical decision-making furnishes them with a specific link with social 
reality
which makes them appealing to social scientists. There are only a few social 
scientists in the field of contract and organisation who explicitly use legal 
conceptualisations in building theory (Selznick, 1969; Coleman 1974, 1982:69; 
Vanberg 1982:105). They are all aware, however, of the specific potential legal 
analysis can offer to social science analysis. Since the law has to deal with the 
factually emerging problems of social organisation, since it has to offer models of 
conflict resolution and for human cooperation, one can expect that legal concepts 
reflect typical structural problems of social reality. The problem-oriented case 
approach of lawyers to life offers them specific aspects of social reality which are 
not open in the same way to the theorising or fact-gathering social scientist. In 
this sense legal concepts of contract have recently been used to enrich exchange 
theory in the social sciences (Lempert, 1966), the concept of the legal person has 
been exploited for theories of collective action (Coleman, 1974, 1982, 1985) and 
legal distinctions in company law have aided in designing a sociological theory of 
“resource pooling” (Vanberg, 1982).

The final dimension of socio-legal cooperation concerns legal rationality -  a 
concept which has been developed to describe the unity of internal structures of 
law, its external legitimation and its social functions. Drawing on Max Weber’s 
famous analysis of formal rationality (Weber 1978), it has been proposed 
elsewhere that we distinguish three types of legal rationality: formal, instru
mental and reflexive rationality (Teubner, 1983, 1985). To give a brief definition: 
formal rationality of law refers to setting a legal framework for autonomous 
social and economic action; instrumental rationality refers to socio-technology 
through legal norms; reflexive rationality refers to legal facilitation of discursive 
communication. In this volume, one can find many references to legal rational
ity, some explicit, some only implicit.

A large part of the contributions to this volume deal with instrumental 
rationality of law. In one form or another, they more or less follow the socio- 
technological approach to law which is programmatically circumscribed by 
Albert. Law is analysed as a device of social guidance which can be instrumental- 
ised by political action to reach political goals. This is true for the legal 
economics describing legal norms as incentives for economic action, as well as 
for politically oriented approaches to law stressing more strongly the aspect of 
political purposes and goal conflicts.

Some elements of reflexive rationality can be found in the contributions by 
Trubek, Joerges and Teubner. To different degrees they stress the role of legal 
norms in facilitating processes of social discourse. However, there are remark
able differences among them. Joerges and Teubner have as a common starting
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point the problems instrumental law encounters in its efforts to regulate social 
life. Teubner argues for a retreat to a position where the law does not intervene 
directly by means of substantive regulation of behaviour, but relies on indirect 
means of control, as an internal stimulation of organisational self-reflection. In 
this sense, the law regulating the decision processs of the large organisation, sets 
rules for social discourse processes in which interests of different actors are 
weighed. Joerges, in contrast, focusses on the “reflexive” potential of the legal 
decision-making process as such. Since the social sciences have only a limited 
capacity to guide regulatory law, lawyers look to different sources of informa
tion. In this process a social co-operation emerges which Joerges calls “practice 
as a discovery process” . The pressing legal and political problem becomes to 
organise this discovery process in such a way that claims to rationality can be 
fulfilled. In Trubek’s analysis, a fundamental critique of legal concepts is 
supposed to set free the emancipatory potential of “reflection and a valid source 
of knowledge” . Critical legal studies assume “that if the contradictions are 
uncovered, the “ incoherences” demonstrated and the denied material brought to 
light, then the society can be transformed.”

Finally, in a different fashion, the concept of reflexive rationality is elaborated 
by Wiethôlter who opts for “ legal reflection” in a context of theory of science, 
sociology of knowledge and history of science: “This reference triangle is 
mutually related: the social theory question of social action, taking into account 
the subject and object positions of (not solely academic) actors who all at the 
same time have their histories; the question from the theory of science as to the 
preconditions and effects of this work of discovery and interpretation, codeter
mined by both history and society; and the question from historical theory as to 
the possible meaning, possible goals, possible progress of social and scholarly 
action” .

Bibliography

A lch ian , A rmon and H arold  D emsetz (1972) “Production, Information Costs and 
Economic Information” , 62, (I) The American Economic Review 111.

A ubert , Vilhelm  (1983) In Search of Law. Sociological Approaches to Law. Oxford: 
Robertson.

C olem an , J ames (1974) Power and the Structure of Society. New York: W. W. Norton.
-  (1982) The Asymmetric Society. Syracuse: Syracuse University Press.
-  (1985) “Responsibility in Corporate Action: A Sociologist’s View” , in K. Hopt and G. 

Teubner (eds.), Corporate Governance and Directors' Liabilities. Berlin: De Gruyter.
Fama, E ugene E. (1980) “Agency Problems and the Theory of the Firm”, 88 Journal of 

Political Economy 288.
F riedman , M ilton  (1953) “The Methodology of Positive Economics” , in Essays in 

Positive Economics 3. Chicago: University of Chicago Press.
F urubo tn , E irik  G. (1981) “Co-determination and the Efficient Partitioning of Owner

ship Rights in the Firm” , 137 Zeitschrift für die Gesamte Staatswissenschaft 707.
H abermas, J ürgen (1976) Zur Rekonstruktion des historischen Materialismus. Frankfurt: 

Suhrkamp.

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



22 Terence Daintith/Gunther Teubner

H e jl , Peter (1982a) Sozialwissenschaft als Theorie selbstreferentieller Systeme. Frankfurt: 
Campus.

H offmann-R iem , Wolfgang  (1977) “Rechtswissenschaft als Rechtsanwendungswissen
schaft” , in W. Hoffmann-Riem (ed.), Sozialwissenschaften im Studium des Rechts. 
Vol. II Verfassungs- und Verwaltungsrecht. München: Beck.

H opt , K laus (1975) “Was ist von den Sozialwissenschaften für die Rechtsanwendung zu 
erwarten?” , 11/12 Juristenzeitung 342.

K rawietz, Werner (1978) Juristische Entscheidung und wissenschaftliche Erkenntnis. 
Eine Untersuchung zum Verhältnis von dogmatischer Rechtswissenschaft und rechts
wissenschaftlicher Grundlagenforschung. Wien, New York: Springer.

L uhmann , N iklas (1974) Rechtssystem und Rechtsdogmatik. Stuttgart: Kohlhammer.
-  (1981) Politische Theorie im Wohlfahrtsstaat. München: Olzog.
Ma cn eil , Ian R. (1980) The New Social Contract. New Haven, London: Yale University 

Press.
M o esch el , Wernhard (1975) Rechtsordnung zwischen Plan und Markt. Tübingen: 

Mohr.
M ü ller , F riedrich  (1966) Normstruktur und Normativität: Zum Verhältnis von Recht 

und Wirklichkeit in der juristischen Hermeneutik, entwickelt an Fragen der Verfassungs
interpretation. Berlin: Duncker und Humblot.

Posner , R ichard (1977) The Economic Analysis of Law 2nd. ed. Boston: Little Brown 
and Co.

R eic h , N orbert (1977) Markt und Recht. Theorie und Praxis des Wirtschaftsrechts in der 
Bundesrepublik Deutschland. Neuwied: Luchterhand.

R ottleuthner , H ubert (1979) “Zur Methode einer folgenorientierten Rechtsanwen
dung” 97 Archiv für Rechts- und Sozialphilosophie 118.

Sch m id , A. A llan (1978) Property, Power and Public Choice. An Inquiry into Law and 
Economics. New York: Praeger.

Selzn ick , Ph ilip  (1968) “The Sociology of Law”, 9 International Encyclopedia of the 
Social Sciences 50.

-  (1969) Law, Society and Industrial Justice. New York: Russell Sage.
Stachow iak, H erbert (1973) Allgemeine Modelltheorie. Wien, New York: Springer.
Teubner , G unther (1983) “Substantive and Reflexive Elements in Modern Law”, 17 Law

and Society Review 239.
-  (1985) “After Legal Instrumentalism? Strategic Models of Post-Regulatory Law” , in G. 

Teubner (ed.) Dilemmas of Law in the Welfare State. Berlin, New York: De Gruyter.
U n g er , R oberto  (1983) “The Critical Legal Studies Movement” , 96 Harvard Law 

Review 561.
Vanberg , Viktor  (1982) Markt und Organisation. Individualistische Sozialtheorie und 

das Problem korporativen Handels. Tübingen: Mohr, Siebeck.
Weber , Max (1978) Economy and Society. Berkeley: University Press.
William so n , O liver E. (1979) “Transaction-Cost Economics: The Governance of Con

tractual Relations” , 22 Journal of Law and Economics 233.

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



IL
General Framework

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



Law as an Instrument of Rational Practice

H a n s  A l b e r t "' 

M annheim

1. Knowledge and the Problem of Social Norms

The course of social life is partly determined by a large number of norms of the 
most diverse nature, some of them usually classed as morals, others as law and 
others again as neither of these two types. It is difficult to make any plausible 
universally binding demarcation between these types of rule depending on 
content. In the various social formations that have arisen in human history very 
heterogeneous rules have been sanctioned in a similar manner. It is therefore 
perhaps more appropriate to start from the formation and application of these 
types of rule, and to call them law only where they meet certain minimum 
requirements such as the existence of secondary rules that regulate the identifica
tion, modification and adjudication of the various primary rules in a society 
(Hart, 1961:89). A contemporary legal system further presupposes the applica
tion of further secondary rules thereby ensuring that the possibility of private 
sanctions through the use of force is largely prohibited and replaced by official 
sanctions imposed and executed through more or less centralized social mechan
isms (Hart, 1961:95; Geiger, 1947:108). The norms of the morals prevailing in a 
society or in one of its areas are by contrast customarily sanctioned in another 
manner -  through “moral pressure” -  although they may contain command
ments or prohibitions which are regarded as extremely important -  unless their 
content overlaps with that of the legal norms in force. On the basis of this 
concept formation, it immediately becomes clear that there may be quite 
different stages and forms of the formation of such types of rule, so that an 
analysis of specific societies necessitates a study of their peculiar structure and 
mode of function -  and therefore, also of their importance for the course of 
social processes: their specific control effects. We shall return to this later.

To begin with, however, a few remarks on the kind of knowledge that can be 
expected about the problems arising here are perhaps appropriate. The theory of 
law and morality seems to show a certain similarity with the theory of knowl
edge and the theory of science. Like these it has evidently to deal with an area of 
socio-cultural facts that is difficult to delimit in detail and to clarify particular

*  Translated from the German by Iain Fraser.
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factual connections between them. On the other hand, one mostly expects 
normative findings from it, whose correctness is not dependent upon the mere 
factual validity of particular norms. The same is also true of the theory of 
politics, whose connection with the theory of law and morals is now indisput
able, even if modern political science seems partly to have lost sight of it. If one 
has decided to distinguish the law actually in force, the prevailing morality and 
the actual politics -  that is, real practice in the areas concerned -  from what is 
acceptable from certain value viewpoints1, then the question arises what con
tribution science -  or knowledge at all -  can make towards solving the problems 
concerned -  whether they are normative or factual.

For anyone starting from the perspective of the justificatory thinking of 
classical rationalism, the question that science -  the theory of law, morals and 
politics -  has primarily to answer is the question of the justification of the norms 
concerned. This is a question of the foundation of law, morals and politics, just as 
the theory of knowledge has to answer the question of the foundation of 
knowledge, and in particular of science. But just as in the area of knowledge not 
every view can be taken as justified and therefore acceptable, thus, in relation to 
norms in the legal and moral sphere and to political measures, a distinction must 
be drawn in this respect. Here one would then have to distinguish between 
justified and therefore legitimate regulations and decisions, and those to which 
this characteristic cannot be ascribed. Whoever proceeds in this manner will not 
in general arrive at the conclusion that all actually existing norms and all 
decisions arrived at are also legitimate. At least he will therefore not reject in 
principle the possibility of a criticism of norms and on its basis, a criticism of 
political measures, as is the case in particular versions of legal and moral 
positivism.

This view of things can however only be immediately assumed if one approves 
the classical view of rationality, which has proved to be untenable. If instead one 
accepts the version sketched out above of critical rationalism and its interpreta
tion of the cognitive practice, then, in the first place a possible scientific task, 
arising out of specification of the programme of theoretical explanation on the 
basis of laws follows. Anyone on the lookout for this kind of science -  or for 
corresponding academic disciplines -  must confront the fact that there is an 
abundance of investigations in legal sociology, moral sociology and political 
science studies that apparently belong to this species, so that one need not regard 
it as endangered. But much of the work in this area, on closer observation, is 
purely descriptive analysis of value attitudes and other facts that are in some kind 
of relationship to the norms mentioned. Analyses of this kind can hardly meet 
the requirements of the programme mentioned. They are ad-hoc studies of some 
questions or other that happen to occur to sociologists when they come to 
consider the theme of norms. Representatives of jurisprudence or other people 
interested in the systematic treatment of such questions not infrequently thereby 
gain the impression of being confronted with peripheral problems or -  as also

1 This distinction is one of the requirements of analytical jurisprudence which, in this
respect, can hardly be refuted. See Hart (1971).
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happens -  with conceptual or classificatory studies that may deal with central 
categories but are essentially to be considered as preliminary studies. And this 
impression may be justified. I feel, in any case, that it is at least questionable to 
attribute this evaluation only to the normative approach of those concerned. 
Rather it is the case that the goal of explaining central facts has been relegated to 
the background in many of these studies.

Going back a little in history, we come to a sociophilosophical tradition 
within which the naturalistic analysis of law, morals and politics -  detached from 
the Aristotelian-type cosmological metaphysics that previously prevailed in 
Western thought -  was carried on in quite the sense of the programme men
tioned above: namely, Scottish moral philosophy2. The representatives of this 
tradition searched for the natural bases of the phenomena concerned, and for the 
laws to which they are subject. In this way they endeavoured to include the 
sphere of human and therefore also social life in the programme of discovery of 
the theoretical empirical sciences. This does not mean that they neglected the 
normative side of the problems, but only that their naturalistic and empiricist 
approach induced them to include in their philosophical discussions contribu
tions to a nomologically explanatory treatment of the problems. Above all, there 
emerged from this tradition a social science that arrived at a relatively highly 
developed theory -  or better, a theoretical tradition -  in which the idea of 
explanation uses in the natural sciences is transferred to the area of society: 
political economy. Here I cannot go further into the development of that 
discipline. What is most important for our purposes is the fact that it deals with a 
central range of problems for the understanding of the articulation of society, 
even if it only partly does so with regard to special phenomena, so that its general 
importance is difficult to discern: the problem of social control. What is more, it is 
approached in a theoretical manner, with laws being adduced3.

However one might wish to characterise in detail the facts denoted by the 
terms law, morals and politics and delimit them from each other, anyone seeking 
to analyse them from the viewpoint of an explanatory science of social life will be 
well advised to seek to arrange them within the framework of the general range 
of problems of social control. This however means treating them in the manner 
customary in the tradition of political economy. This is by no means to be taken 
as assuming that the peculiarities of content and method of that tradition are still

It is above all Friedrich August v. Hayek that we have to thank for penetrating 
references to the importance of Scottish moral philosophy for the analysis of social 
phenomena, along with some studies that lead further; on this cf. his essays on David 
Hume and Bernard Mandeville in his essay volume (1969), and also his work: Die 
Verfassung der Freiheit (1971).
Ludwig v. Mises is therefore in my opinion quite right to assert that “it was only with 
the construction of political economy, which was a work of the 18th century, that the 
scattered pieces of sociological knowledge” became a science, and to see in it a general 
sociological approach that can be set against the usual type of sociology, even though the 
methodological apriorism that he represents is extremely disputable. Cf. v. Mises 
(1933:1). The behavioural approach in sociological thought is today operating quite 
along the lines of the economic tradition; on this cf. Homans (1961).
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acceptable even in detail. N or is it asserted that, theoretical tradition has so far 
brought into view all phenomena that can be approached in this way, nor that 
there are no alternatives to its attempts at explanation which might also be 
considered. It is intended merely to point out that the research programme of 
economics -  by contrast with facile popular interpretations of the discipline -  can 
appropriately be interpreted in a way that permits the phenomena of social 
control to be taken up theoretically, while in moral analysis, jurisprudence and 
older political theory they are normally treated from normative or hermeneutic 
viewpoints4.

In such explanatory attempts the specific norms that are effective in the control 
of social life appear as historically variable and culturally diverse facts which are 
embedded in social operational structures. Actual morals and law in force 
depend, like politics, on all sorts of conditions of a natural and social character 
that have changed throughout history. This does not however mean that very 
general conditions of human existence expressed in universally encountered 
features of such regulations may not exist. The variable norms of social life 
cannot themselves be taken as laws in the sense of empirical science. They belong 
rather to the facts that must be taken into account for the explanation of social 
control processes, the emergence and development of which is itself to be 
explained. Since in the tradition of individualist sociology that reached its first 
culmination in classical economics all social phenomena are explained from the 
interplay of individual actions under certain conditions, the laws adduced in such 
explanations must be sought primarily in the area of modes of behaviour5.

Norms come into question and must be explained to the extent that they take 
effect in individual behaviour and thereby play a part in determining the course 
of social processes. Their emergence and development is to be explained from the 
interplay of individual modes of behaviour. They come into consideration 
because of their factual validity, and this must be explained. In place of the 
justification of normative validity, which dominated in classical sociophilosophi- 
cal thought, modern factual science must therefore find the explanation of factual 
validity and the explanation offactual social control processes, taking into account 
the factual validity of norms. O f course, this shift in the problem can scarcely 
satisfy the interest underlying the normative line of enquiry.

4 This interpretation is, to be sure, open at one essential point to modes of procedure that 
depart from the normal explanatory practice of modern economics. Specifically, in my 
view a revision of the usual behavioural assumptions to take account of the results of 
psychological research should be considered.

5 Naturally, all possible laws may be considered as aids that contribute to determining the 
structure of the various situations of action, by determining properties of the locations 
of the actions and the course of natural processes, even in technical aggregates. On the 
methodological problems of such explanations, cf. Lindenberg (1977:46).
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2. The Nature of Jurisprudence: Dogmatics and the Problem of Social 
Embodiment

Jurisprudence as the science of the law in force seems at first sight to have 
scarcely any relationship with the problem of explaining factual validity, and 
therefore, with the programme of a theoretical science of the type outlined 
above. It stems from a different tradition that has developed in close relationship 
with legal practice and is defined above all by an interest in serving that practice 
directly, and not by an interest in theoretically based explanations. The character 
of legal science seems to be in complete and striking contrast with the research 
programme of the modern empirical sciences, guided as they are by the interest 
in explanation. One cannot therefore ignore the question of whether what we 
have to do with here is not a quite differently constituted form of knowledge, 
whose methodological peculiarities follow freely from the mode of its practical 
orientation. Here even the criticism inherent in modern thought seems to come 
up against a limit, since, as the leading representatives of this science stress, the 
core discipline of the field, systematic jurisprudence, is a dogmatic science of 
normative character, in relation to which one usually simply speaks of “dog
matics” , so that the comparison with theology automatically imposes itself6.

It has for long been noted that there are close connections and structural 
similarities between religion and law and between theology and jurisprudence7. 
One of the essential common factors between the theological and the legal mode 
of thought lies, I feel, in the fact that both offer a revelational model of 
knowledge, whereby the truth can be taken from pronouncements of bodies 
equipped with indubitable authority for the solution of the problems concerned. 
A consequence of this is that essentially only two types of problem can arise 
within this mode of thought: problems of identification of the relevant pro
nouncements and problems of their appropriate interpretation. In the first case 
the point is to select the valid sources, the “canons” ; in the second, to interpret 
them validly, so that in both cases it is validity issues that arise, and moreover,

6 Even such a defender of analytical jurisprudence and critic of natural law as Norberto 
Bobbio speaks of an authority principle “peculiar to jurisprudence and to theology” , so 
that what one is concerned with here is a dogmatics that deals with a duty; cf. Bobbio 
(1965:102). And Julius Kraft, a philosopher of the Fries-Nelson branch of Kantianism 
says, with a critical stress, that jurisprudence is de facto a “part of theology” , since it 
contains “the system of legal truths, true” because they are “proclaimed by a subject 
having internally derived or externally conferred autority” . Its truth would then be “a 
truth of faith” . It contains, he goes on, an “ implicit belief in revelation” , reducible “to 
the explicit system of belief in revelation, i.e. to theology” , while theology can 
“recognise jurisprudence too only as its daughter discipline” . This connection may, he 
continues, “be concealed, but not removed, by efforts at the definitional and organiza
tional independence of jurisprudence”, and would always remain “decisive for the basic 
nature of any form of jurisprudence” ; Kraft (1957:50).

7 Cf. e.g. Kelsen (1964:29); Schmitt (1934:49), where Kelsen is assigned the merit of 
“having pointed to the methodological relationship between theology and jurispru
dence” .
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with solutions that tend to have a direct relationship with practice, since the 
content of the pronouncements concerned has a normative character8.

Accordingly, with respect to style of thought, typical problem situations and 
probably also certain typical difficulties, there seems to be a not inconsiderable 
parallelism between the two disciplines. The mere fact that an authoritative 
entity has made particular pronouncements is recoined into a claim to uncondi
tional universal recognition of their content and therby a simultaneous categori
cal requirement to follow them. That this entity is entitled to make such demands 
seems however to be an assumption that can merely be believed. Consequently, 
one can hardly avoid the conclusion that those concerned are evidently in both 
cases expected to show a faithful obedience that never arises in the normal 
interpretation of the practice of discovery in other sciences.

Certainly, the situation appears in a rather different light if actual interpretive 
practice in the two disciplines is looked at. In both cases there are obviously 
many ways the experts can go about solving the above-mentioned problems. Not 
only are there sometimes difficulties in identifying the authoritative pronounce
ments of the respective authorities, but furthermore it is frequently not immedi
ately possible to define a particular interpretation as appropriate. This opens up 
room to manoeuvre for those role-bearers who have a monopoly of interpreta
tion and identification for the “revelations” concerned. In this context it is a not 
an unimportant fact that the entity that allegedly stands behind them may on 
closer investigation prove to be fictitious9. Thus, the “dogmas” that these experts 
have to start from in their mediatory activity may to a not inconsiderable extent 
in each case be taken as their own product. To that extent, the comprehension 
and transmission of dogmatically alleged pronouncements of others is replaced 
by the voicing of dogmas created by themselves. While this may contribute to 
the flexibility and adaptability of the modes of thought concerned and the 
institutions connected with them, it not infrequently led on the other hand to 
grave doubts as to the legitimacy of this style of thought.10 For the authority of 
the theological and legal experts is barely sufficient if it is no longer supported by 
a corresponding belief in revelation, or is not able to find any other form of 
legitimation.

It looks at any rate as if the dogmatic, normative structure habitually ascribed 
to legal thought even by critical representatives of the discipline can scarcely be 
changed. It seems to be connected with the requirements placed on practical

8 For the religious area this is true at least to the extent that ethical references arise in it.
9 Thus, the supra-individual will of the state alleged to lie behind legislation has proved to 

be a fiction. Carl Olivercrona takes this as a starting point for revising the so-called 
imperative theory and defining a concept of a “freestanding imperative” , under which 
even the laws can be subsumed; on this cf. Olivercrona (1942:27 and 1940). In theology 
there would seem to be a wish to make God, something even theologians today seem to 
find difficulties believing in, partly per definitionem into a “freestanding interrogative” : 
“God, then, means” , as for instance Herbert Braun puts it, “ the whence of my unease” ; 
cf. Braun (1971:341).

10 On this cf. e.g. Buchanan (1975:105); also v. Hayek’s criticism of legal positivism in his 
own work (1976:44).
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lawyers11. It is from them that the representatives of jurisprudence must evi
dently start if they are to convey to aspiring lawyers the knowledge they will 
later have to apply in their legal practice. Jurisprudence would then appear from 
its very origin to be a strongly practice-oriented science, and a theory of science 
oriented to the attainment of pure knowledge would scarcely be of interest to it. 
Looking at the teaching practice in law faculties, one’s first impression is that the 
one thing of supreme importance for the aspiring practitioner is to learn to use 
particular texts -  texts of laws, commentaries, collections of court decisions -  so 
that with their help they can reach practical decisions that accord with valid law. 
The link to valid law seems to predetermine the simultaneously dogmatic and 
normative and -  at least to the extent that it must be based on texts -  hermeneutic 
character of this cognitive practice. Already the cognitive interest that underlies it 
would seem to distinguish jurisprudence from the empirical sciences, defined 
through a programme of theoretical explanation. When efforts are nonetheless 
made to subject this discipline to the ideal of the scientific method or to a 
revision of its image of itself in that direction, these are always customarily 
rejected by pointing out that they fundamentally misapprehend the true charac
ter of this science12.

It is nevertheless by no means the case that the representatives of jurispru
dence are agreed on the interpretation of their cognitive practice and in the 
rejection of such revisionist endeavours or that there is any consensus on their 
position regarding natural law and its importance for positive law and the legal 
science that deals with it. There are, rather, among its representatives very 
divergent views on the nature of this discipline.

One can still find natural-law positions in which positive law is seen as 
constituted and bound by a normative reality of an absolute nature, a kind of 
higher law (Verdross, 1966:307; Auer, 1966:463), a reality that is discernible and 
independent of human institutions, but binding upon them.

The idea of such as reality is of fundamental meaning only within a sociomor- 
phic cosmology (Kelsen, 1964; Topitsch, 1958) -  within which it did in fact arise 
-  i.e., a view in which the total context of nature, including the human world that 
is embedded in it, is interpreted as a meaningful whole established by divine 
powers. These powers are then to be regarded as the source of those absolutely 
binding norms that on this view permeate reality and that the positive law of 
human communities also has to follow. If the existence of such norm-creating 
powers is not assumed, then there is no basis at all for the normative interpreta
tion of reality characteristic of natural law13. This law has, from its origin, a

11 On this cf. Ballweg (1972:45): “ In legal dogmatics, what we have is an opinion structure 
placed beyond question, to bring about decidability in the area of legal evaluation” . In 
this connection it is a matter of “obligation to justify” , “obligatory interpretation” and 
“obligatory decision”, but a cognitive function is explicitly denied (p. 46).

12 On this cf. in particular: Kantorowicz (1962a:101) and v. Savigny (1972:97) and Albert 
(1972:109).

13 This is not to deny that this view may have certain advantages from practical stand
points; on this cf. De Jouvenel (1972:237); but the crisis of faith leads to its undermining, 
so that even these advantages disappear; cf. de Jouvenel (1972:250).
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sacred character, and its use to legitimate positive law must lead to the sacralisa- 
tion of the latter, as did in fact happen (Arndt, 1966:116). The possibility of such 
a legitimation effect follows from the origin of these supra-positive norms. The 
problem of legal cognition consists then, in simply identifying the revelations of 
the norm-creating entities, appropriately interpreting them and suitably applying 
them. Accordingly, in jusnaturalist thought, it is still the unity of theology and 
jurisprudence and not their mere structural similarity that is presented14.

In this form, the jusnaturalist view is a version of the absolute justificatory 
thinking that today we may consider as outmoded. It is, moreover, a version 
which is burdened with the hybrid concept of a normative reality and the 
complementary concept of a normative cognition. These concepts do little more 
than disguise the fact that in this thinking there is an ultimate recourse to the 
simple factual existence of a norm-setting entity, to a kind of metaphysical fact 
which may perhaps be outside normal cognition, but does not thereby become 
immune to the question of its legitimation. The jusnaturalist critics of legal 
positivism too often forget that their constructions are exposed to criticism at the 
same point, since they themselves tend to criticise a particular version of 
positivism, namely that in which a fact -  such as the efficacy of a legal system -  is 
equipped with validity in the normative sense15. Even on the plane of theology 
and metaphysics, concluding the normative validity of an established norm from 
its actual existence must remain a fallacy.

The regression to natural law is therefore incapable in principle of remedying 
the deficiency that the positivist view is accused of here. Furthermore, the 
sociomorphic cosmology without which this kind of jusnaturalist thinking 
becomes meaningless, is incompatible with a world-view that fits in with modern 
scientific knowledge. A further objection to this kind of thinking can follow 
from this16. The view that today legal science again needs this supra-positive 
variant of dogmatic thinking17 seems to me to rest on a misunderstanding of the 
fundamental objections to it, which arise from the influence of an evaluation 
stemming from a disputable account of historical circumstances18.

14 It is therefore not surprising that the mode of thought that prevails here has a 
simultaneously dogmatic, normative and hermeneutic character, since the point is after 
all to understand the normative content of dogmatically alleged revelations. In this 
connection Hans Dombois’s statement is also understandable, to the effect that “the 
structure of the problem of law essentially coincides with the structure of the theology 
of revelation”, cf. Dombois (1966:456).

15 Alf Ross subjected this version of positivism as quasi-positivism of a jusnaturalist 
character to criticism, on the example of Kelsen’s “basic norm” ; cf. Ross (1961 :IV, 46 
and 78). The same example is, interestingly enough, used by a representative of natural 
law to disclose the “Achilles heel of modern positivism” in order to draw therefrom 
positive consequences for natural law; cf. d’Entreves (1951:106).

16 Namely, if one is prepared to let advances in knowledge enrich the shaping of one’s own 
world-view and therefore also one’s criticism of traditional concepts of the world; 
something that, to be sure, can by no means be taken as “necessary” .

17 For a criticism of an attempt to show that legal positivism is “logically contradictory”, 
cf. Hoerster (1970:43).

18 For a criticism cf. Arndt (1966) and Knoll (1962).
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The sacralisation of the law need have nothing to do with its humanisation. 
That this criticism does not apply to all forms of legal thinking that use the 
language of natural law scarcely needs emphasising19.

Anyone who abandons the jusnaturalist position has the possibility of treating 
positive law as a human cultural achievement, more specifically as a phenomenon 
from the area of social control, the control of the conduct, towards each other, by 
the members of society. This area, as already suggested above, also includes the 
phenomena of ethics and morals. The phenomenon in question, and here there 
seem to be essentially no differences of opinion, generally involves the use of 
very specific types of norms in modern complex societies by specifically qual
ified role-bearers -  judges, lawyers and administrative officials -  for interpreting 
particular situations, and to a large extent these rules may be found in official 
texts20. It is these texts that form the basis of what is taught in the core discipline 
of legal science, so-called “dogmatic” jurisprudence.

This view, however, by no means leads to an unambiguous definition of the 
nature of the discipline. Instead, one can distinguish at least two major trends in 
legal thinking, which arrive at differing interpretations: a realistic, sociological 
one and a normative, analytical one. According to the former, jurisprudence as 
an empirical science deals with social facts. The latter, instead, holds that it can be 
treated only as a normative science, which aims at discovering social rules21. 
Here an attempt is evidently made to abstract from both jusnaturalist and 
sociological viewpoints and to define positive law as an autonomous cosmos of 
valid norms, which is to be cognitively grasped by a pure jurisprudence of a non- 
empirical nature.

This view of things indubitably suits the practice-oriented self-conception of 
the normal lawyer, as that practice largely consists in using such norms to deduce 
or to legitimise decisions. It also suits the basic orientation of both analytical and 
hermeneutical thinking, since the norms to be applied must in each case be 
elicited through interpreting relevant texts. Therefore the methodology of pure 
jurisprudence seems to be better equipped and to have recourse to the analytical 
or hermeneutical procedures stressed in those philosophical tendencies than to 
the methods of the theoretical empirical sciences. The normativists’ argumenta
tion sounds most plausible against realism, characteristically, when it, for 
instance, refers to the activity of the judge, who cannot after all base his decisions 
solely on descriptions and explanations of social facts, but must always here have 
recourse to normative rules to justify them22. Were jurisprudence to confine 
itself to predicting the behaviour of judges, as some versions of realism seem to 
suggest, then obviously the judge himself in his decision-making could find no 
use for it, since what he wants is not to predict his own behaviour but to reach a 
practical decision.

19 It does not, for instance, apply to v. Hayek’s preferred interpretation, which as far as I
can see shows none of the above-mentioned shortcomings; cf. v. Hayek (1976:59).

20 At least that is the way the present situation, which is our primary interest here, looks.
21 For the first view cf. for instance, Ross (1958); for the second, cf. Kantorowicz

(1962b:38) and Kelsen (1954:133).
22 On this cf. Kantorowicz’s arguments against American realism (1962a:110).
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Starting with such arguments, one can, certainly, also question the starting- 
point of normativism in the lawyer's self-conception. For it is by no means 
obvious that jurisprudence as a science can, without elaboration, identify itself 
with the judge in a decision-making situation. Its pronouncements about law can 
in the first place, be distinguished from the norms of law and the texts that 
contain them -  the propositional systems of legal documents (Ross, 1958:9). If 
the rules of positive law themselves have a normative character, this need in no 
way also apply to the statements of jurisprudence about these rules.

If one puts this distinction into effect, then, instead it is the remarkable idea of 
a cognitive understanding of norms which is supposed to be reflected in 
normative pronouncement that disappears. What is hardly disputed is that 
statements of legal parlance to a large extent have a normative character. The 
application of these statements to legally relevant situations by the judge or other 
role-bearers leads to decisions with corresponding social effects. By contrast, the 
statements of jurisprudence refer to statements of the first kind and the rules 
formulated in them. They need not therefore have this character.

One can of course treat these rules as if  one were dealing with that autonom
ous cosmos of valid norms the existence of which the normativist, analytical view 
believes it can take as a starting-point. But this fiction disappears when the 
question is asked what is meant by “validity” here and what space-time region 
this validity refers to. For it immediately becomes clear that in some way account 
must be taken of the social anchorings and the effectiveness of those norms23. 
The question of the existence of such a system of norms -  of positive law, or of 
positive morals -  cannot be decided without reference to social facts. If, 
however, one does not condescend to consider this question, than one can no 
longer find any essential difference between the positive law in force in a 
particular area -  a specific region of space-time -  and an imaginary system of 
rules of a similar type24. A pure jurisprudence that abstracted from social facts to 
such an extent would thus degenerate into formalism.

3. The Nature of Jurisprudence: The Social Technology Conception
Knowing the valid norms of positive law -  indubitably an essential element of 
knowledge in legal science -  is as we have seen of great importance also for the 
analysis of social reality, precisely because these norms are to a certain extent

23 Even H. L. A. Hart, who in his analysis mainly stresses the internal aspect of legal rules 
-  their pretension to be followed by those to whom they are addressed -  is nevertheless 
forced, in order to answer the question of the identification of the legal system valid in a 
particular area, to an actually recognised rule (rule of recognition); cf. Hart (1961:97). 
This rule corresponds in many respects to Kelsen’s basic norm, but the problem of its 
existence is in each case a question of fact; cf. Hart (1961:245); cf. also the review by 
Ross (1962:1185).

24 The view by v. Hayek also seems to me to be a version of realism to the extent that the 
primary point in jurisprudence is for him to identify the legal rules that have been 
handed down, i.e., to solve a cognitive problem. A further problem is then to test the 
system of these rules for consistency and appropriately modify, supplement and thereby 
develop it; cf. v. Hayek (1976:15 and 38).
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effective and therefore must be adduced in explaining social phenomena. The 
issues of social control and of the mode of functioning of the control mechanisms 
that help to determine the course of social life cannot be understood without 
taking the norms that are actually effective into account.

The starting-point for dealing with these problems may be the theoretical idea 
that the cognitive and normative convictions of the people engaged in action 
have, along with motivational factors, constitutive importance for their opinion
forming process and therefore for their decisions and the establishment of their 
behavioural habits25. Inter alia, they lead in each case to a specific mode of 
perceiving a situation and -  within its framework -  to expectations, including 
those as to the conduct of others, which should be regarded as relevant to 
decision-making. It is obvious that norms regarded as valid in this connection -  
including those of positive law -  may play an important part, as constituents of 
not only normative but also cognitive components of the belief systems con
cerned. For the assumption that other people follow such norms plays a part in 
determining the range of expectations of the person whose behaviour is in any 
particular case to be explained. Thus, knowing the norms effective in society 
becomes relevant to explaining social processes26. This knowledge is utilised in 
constructing the applicability conditions of the descriptive laws in question.

Assume, for instance, that a particular judicial decision is to be explained. 
Here even the identification of this behaviour as a meaningful action is an act of 
understanding that presupposes a certain legal knowledge. And the explanation 
cannot of course ignore its meaningful character. But this does not mean that the 
norms concerned are the only causally relevant factors. On the contrary, an 
explanation is required of how far the person concerned has been guided 
specifically by them and specifically in such and such a way, i.e. of how far they 
are relevant to control. This may lead back to very complex interconnected 
phenomena in which motivational and situational factors also play a part, so that 
it may be extremely difficult to throw theoretical light on them. The individualis
tic tradition of sociology embodied in economic thinking will, precisely in 
respect of such problems, be dependent on relevant findings of psychological 
research. To solve them, one must evidently have nomologically grasped the 
structure of a partially norm-governed piece of behaviour.

It can therefore be seen how important the reconstruction of the beliefs of the 
persons is in explaining actual behaviour. This applies not only to the judge 
whose verdict is to be explained, but also, for instance, to the entrepreneur, 
whose decisions have to take account of valid legal rules. The reconstruction will

25 Max Weber’s works already contain approaches in this direction; cf., for instance, the 
relevant passages of his article (1951:322), where his conception of the “understanding 
explanation” is particularly convincingly exemplified. On the problem of the possibility 
of explaining human action -  or more meaningfully, the understanding of accessible 
modes of behaviour -  on a theoretical basis.
Knowing them gives starting-points for the reconstruction of the cognitive systems of 
persons engaged in action. By “understanding” Weber generally seems to have meant 
such acts of reconstruction. His solution of the problem of explanation on this basis is, 
however, probably insufficient in detail.
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utilise knowledge about the valid norm system -  positive law or positive morals. 
In most cases indeed one will de facto even have to be content with an 
explanation sketch in which the interpretation of the situation in each case, using 
the norm system, by the explainer must take the place of an explicit description of 
the circumstances in accordance with the usual explanatory scheme. It is there
fore quite understandable that the idea could arise that one could do entirely 
without an explanation, because the whole circumstances were adequately 
comprehensible through understanding, and that it was further believed that this 
understanding could be seen in the sense of hermeneutics, although this disci
pline can only count as a technology of the interpretation of texts27. Under 
certain normal conditions, the application of the relevant interpretive scheme on 
the basis of the use of relevant texts -  e.g. the laws, commentaries and collections 
of decisions -  is to some extent a usable surrogate for an adequate explanation, so 
that text interpretation is the essential heuristic means of such a substitute 
solution of the problem of explanation. This can very easily lead to the fallacious 
view that legal sociology, as well as so-called dogmatic jurisprudence, are 
basically hermeneutic disciplines, since both essentially deal with the interpreta
tion of texts in order to deduce adequate decisions. But de facto in legal sociolo
gy -  and in theoretical social science in general -  the point is to analyse 
phenomena in which the law is a partially constitutive element. Text interpreta
tion is only an aid within this explanatory process, so as to reconstruct the 
context of the problem-solving behaviour of the individuals involved. Anyone 
who can bring himself to regard valid law as a constituent of the “objective 
spirit” can thus find a hint of how that spirit influences what actually happens: 
by helping to structure the problem situation of people engaged in action. That a 
science of social control is dependent on text interpretation, among other things 
for the reconstruction of the institutional arrangements relevant to the social 
course of things is obvious to me28.

Let us now come back again now to the core discipline of legal science, the so- 
called “dogmatic jurisprudence” , to clear up the question of whether this 
discipline cannot in fact have an essential relationship to the cognitive practice of 
the empirical sciences. We have seen that the thesis of the normative character of 
the discipline, taken for granted by many, is problematic even though the 
normative character of legal language -  or at least of the texts written in it -  is not 
disputed. It is, as we saw, not directly possible to deduce from the character of 
such language the character of jurisprudence, which speaks about statements 
made in that language, and about their meaning,, that is, the norms expressed in 
them. To the extent that that is the case, jurisprudence would at first appear to 
be, while not a normative, at least a hermeneutic discipline, and as far as the term 
“dogmatic” is concerned, the justification for it is not entirely clear29.

27 Not only Dilthey but earlier even Schleiermacher came close to this view. It can in no 
way be regarded as outdated by the universal hermeneutics of more recent date.

28 Theoretical economics will therefore presumably have to deal more than hitherto with 
such questions in the context of the “ institutionalist revolution” that is at present taking 
place.

29 In Kantorowicz it evidently results from his calling the rules it analyses “dogmas” ; cf.
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But the interpretive procedures practised in it are evidently intended to 
reconstruct “valid law” . If one understands by this, as is generally the case, that 
the legal system is actually valid and therefore is also effective in a particular 
space-time region, then what is being talked about is presumably facts of social 
reality30. Accordingly the interpretive hypotheses for the legal texts in question 
would again be mere aids in formulating normal hypotheses about social facts -  
specifically abut particular control phenomena -  in particular socio-culturally 
delimitable space-time regions. This would bring us to that realistic, sociological 
view of jurisprudence so long rejected by the normativists as inadequate because 
it makes the discipline unusable in legal practice. But it is hard to see what there 
is to say against this view if it is put forward in a way that seeks to do justice to 
the normative character of legal texts.

Be that as it may, difficulties seem to arise from the fact that the relevant texts 
leave a more or less wide margin for interpretation, and that furthermore the idea 
that the legal system is a complete system has proved to be untenable. It is 
therefore evidently necessary to supplement the valid norm system by appropri
ate interpretive practices. To begin with, this means merely that it is not so 
simple to find the actually valid legal system as might have been assumed (Hart, 
1971:29). But that is no reason to abandon the realistic viewpoint. It is certainly 
understandable that a jurisprudence that wishes to give guidance and assistance 
to legal practice should seek at this point to bring normative positions into play. 
For here the question arises of “how the laws ought to be interpreted and their 
lacunae filled”31, and how the regulation of the social relationships concerned is 
to be adequate in the sense of valid law. In practice answering this question often 
leads to the procedure known as “judicial law-making” . This would seem to play 
a part in each case in creating the legal system, so that simply finding the valid 
system would not seem to be much help in solving the problem arising here. 
Were one to immediately seek to leave that solution to legal practice, then 
obviously jurisprudence as a science would, on a very important point, have 
scarcely anything to offer practice. Does one then have to abandon the realist 
view and go over to normativism if one is to give jurisprudence the task of not 
only establishing what the valid legal system is, but also helping to shape it 
through adequate proposals?

Interestingly in this connection the representatives of normativism tend to 
bring into play the teleological viewpoint, by pointing to the purposes by which 
the interpretive suggestions of jurisprudence ought to be guided (Bobbio, 1965). 
Irrespective of whether it is believed that such purpose or value viewpoints can be 
derived from the law itself or from other sources, it is at any rate not clear why

Kantorowicz (1963:45); but even if one accepts this remarkable usage, one still cannot 
directly transfer this characterisation of the object of the discipline to the discipling itself.

30 On this cf. Ross (1958:9), which puts forward the thesis that the representatives of 
jurisprudence that describe this legal system can formulate their conclusions in state
ments of the following type: “such and such a directive is valid German law”, with such 
statements being taken as statements of fact.

31 Thus Kantorowicz in his article (1962b: 137), dealing with a regulation on boycott in 
keeping with the “ intentions of the law” .
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they should not be made explicit, so as to make them accessible to common 
evaluation. The same is true of the consideration on causal relationships, which 
are relevant for the formulation of particular proposals; for instance on the 
effects of applied norms or proposed interpretations on social life. Admittedly 
these considerations have an important role to play32. Anyone wishing to define 
the meaning of the law must ipso facto do some thinking on the effects intended 
by it and the order it is aimed at. Such considerations neccessitate the use of 
nomological knowledge, for the control effects of laws and interpretations are not 
simply logical consequences of the statements concerned. Furthermore they 
make it necessary, of course, to consider the system context of the norms 
concerned, to the extent that these effects are conditioned by that context.

If one can accept that all this should be made as explicit as possible -  and it is 
precisely a practice-oriented jurisprudence that has every reason to do so if it 
really wants to aid practice -  there then follows the possibility of treating this 
discipline as a social technology -  oriented towards particular value positions, 
which may in some circumstances also be alternative ones. It would be aimed at 
formulating, under these hypothetically presupposed viewpoints, particular 
interpretive proposals for the recognised sets of norms in valid law, particular 
proposals for modifying the system of valid norms so as to remove norm 
conflicts, and also proposals for developing the system by introducing new norms 
through legislation. We shall come back later to the problem of the value 
perspectives that may play a part here. The incorporation of the interpretations 
or norms concerned into the body of valid law would then be a matter for the 
role-bearers of legal practice who are authorised to do this task -  the judges and 
the legislative bodies -  who could take their decisions in the light of the findings 
supplied by jurisprudence. The latter would itself be practice-oriented without 
having a normative character. It would not be dogmatic, but would operate with 
hypotheses which above all would utilise the relevant sociological knowledge. 
And it would not be a hermeneutic discipline, although it would inter alia also 
operate with methods for interpreting texts.

4. Political Economy as Rational Jurisprudence: The Basis of Politics 
in Social Technology
Theoretical economics can as we have seen be treated as a sociological approach 
having as its task the study of the problems of social control within a naturalistic 
research programme. This means, however, that in this theoretical tradition the 
institutional conditions of such control phenomena and therefore the norms

32 v. Hayek too admits into his conception inclusion of intentional viewpoints and factual 
situations; on this cf. v. Hayek (1973:105), where he states interalia “that there can never 
be a science of law that is purely a science of norms and takes no account of the factual 
order at which it aims” and then brings up the problem of the factual compatibility of 
the norms of a system -  on this cf. the section on the compatibility issue in my 
contribution to the Kraft Festschrift, Albert (1960:223). See also v. Hayek (1976:38), 
where the total context of the norm system is again stressed.
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effective in this context must also be considered. In classical economics this was 
largely the case33. With the neoclassical phase, the problems began to be shifted 
in the direction of a decision-oriented -  and therefore formalist -  position under 
the influence of which the tendency to construct economic models in an 
institutional vacuum and to make their fundamental behavioural assumptions as 
content-free as possible spread34. It is only recently that a theoretical institu
tionalism within the economic tradition has been developed by taking account of 
the importance of legal regulations for the control of social processes, and thus 
theoretical institutionalism has allowed one of the central ideas of classical 
economics come back into its own35.

The economic research programme is, in its essential features, precisely so 
constituted that the results of theoretical research in this tradition can be the 
foundation of a rational jurisprudence that would be a discipline of social 
technology in the way sketched out above and would have to contain, as one of 
its most important elements, a theory of legislation^. It may sound astonishing to 
characterize theoretical economics as a sociological tradition and to simultane
ously call it a possible foundation for this kind of jurisprudence. But the 
appearance of confusion that this may create arises only from our inclination to 
take the institutionalised academic division of labour and the discipline bound
aries connected with it more seriously than the structure of our theoretical and 
practical problems. Those who -  failing to see the generality of its theoretical 
approach -  seek to confine economics to the so-called economic sphere, assign to 
sociology the remaining problems it has hitherto not solved and the remaining 
areas of society, and limit jurisprudence to the interpretation of texts, can in fact 
only regard the merger proposed above, which springs from the specific nature 
of the problems arising here, as an illegitimate attempt to break through the 
tradition-hallowed barriers between established disciplines. But they will have 
difficulties in understanding in what respect Adam Smith’s economic major 
work can be classed as a contribution to the theory of legislation, and likewise,

33 This is true above all of the work of Adam Smith, who as Hutchison rightly states -  cf. 
Hutchison (1976:507) -  was a philosopher in a broad sense of the word; above all a 
social philosopher, who in his economic investigations attributed the greatest impor
tance to the legal framework of social events.

34 This tendency, which I had repeatedly attacked as “model-platonism” , has for some 
time -  at least as regards the institutional deficit in the constructions that result from it -  
been sharply criticised by Harold Demsetz and other representatives of the property- 
rights school as a “nirvana approach” . Other theoreticians are endeavouring to exploit 
the findings of psychological research to revise the behavioural assumptions; on this cf. 
Scitovsky (1977); Leibenstein (1976).

35 On this cf. Furubotn and Pejovich (1972:1137), as well as the volume of essays edited by 
these two economists (1974).

36 Dugald Stewart, the editor of Adam Smith’s works, clearly sets out the relationship of 
political economy to this kind of jurisprudence in his biographical appendix. For him, 
Smith’s work -  An Inquiry into the Nature and Causes of the Wealth of Nations, 1776 -  
was “ . . . the most comprehensive and perfect work that has yet appeared, on the general 
principles of any branch of legislation”, cf. Stewart (1963: Vol. V, 484).
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they will not be able to properly appreciate the close relationship between 
Bentham’s principles of legislation and the fundamental issues of economics.

Utilitarianism, which strongly influenced economic thinking in the neoclassi
cal phase, has been criticised for many varied reasons -  some of which are 
justified37. But this does not mean that all its ideas are unusable. The differences 
between Scottish moral philosophy and Bentham’s philosophical radicalism 
should not be underestimated38, as they have in common one essential element 
that specifically concerns our problem. Bentham, like Hume and Smith, wished 
to transfer the programme of theoretical explanation that had proved itself in the 
natural sciences to the moral sphere39 -  i.e. the sphere of social life -  and on this 
basis to build an art or technology that could be used as the basis of a rational 
politics. And he saw the importance of a general theory of behaviour for the 
achievement of this goal; a theory that in his view would have to refer back to 
human endeavour after the satisfaction of needs in order to explain their modes 
of conduct. He sought to sketch out this theory (Bentham, 1833), and did so in a 
way that prefigured much of what later became effective in psychological 
research. He saw that the expectation of rewards and punishments of the most 
varied nature that is connected with the striving to satisfy needs is of great 
importance for behaviour40 and that the theory of the art of legislation -  as a part 
of social technology -  has to link up with the relevant knowledge if it is to act 
realistically41.

Any effective legislation is really a restructuring of the social order and 
therefore directed at changing the course of social events in particular areas. This 
change of course becomes possible because different modes of behaviour, i.e. 
different from previous modes are designated as positive or negative -  by positive 
and negative sanctions in the broadest sense of the word -  thereby bringing 
about a change in the interest position of the members of society. This is of 
course true not only of acts of legislation but also of other interventions in social 
life. The individualist research programme that seeks to explain all social 
processes from the interplay of the modes of behaviour of individuals seeking to 
solve the problems constituted by their needs and expectations is by virtue of its 
structure particularly suitable for acting as a basic for this kind of social 
technology42.

An applied science of this kind can only point to possibilities of action, and 
thereby to possibilities for achieving particular goals or combinations of goals 
through the use or avoidance of particular means. It can -  as regards the

37 On this cf. Albert (1978: Ch. V.).
38 On this cf. above all the relevant works of v. Hayek (1976:17).
39 Cf. Halevy (1928:9). The aim was to introduce Newtonian methods into the analysis of 

morals.
40 This is not so trivial as it may prima facie sound, since “ rewards” and “punishments” are 

understood in a very general fashion in connection with the structure of needs.
41 This is of course also true of other parts of social technology, e.g. the theory of 

education; on this cf. Lewin (1931).
42 This is of course not intended to mean that the explanatory approaches available today 

within this programme are without weaknesses.
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problems of the social order -  characterise possible types of institutional 
measures and their general mode of operation, thereby analysing the effects of 
such systems in respect of the performance characteristics formulated on the 
basis of certain postulated value positions, as for instance Adam Smith sought to 
do with the means available at the time43. It cannot of course, supply any 
legitimation to a social order in the sense of the classical idea of justification, and 
any attempt to do so would, as we have seen, be utopian44. If one accepts the 
critics’ standpoint, then justifications of this kind must be replaced by compara
tive evaluations of alternative solutions to the problem, and this is precisely what 
is possible with the resources of an applied science of the kind indicated, if the 
necessary value positions can be made available. There the method which goes 
back to Adam Smith therefore not only corresponds to the methodological style 
of the research practice of a science aiming at explanation, but goes on to make an 
important contribution towards answering the question of how rational politics is 
possible. This type of politics would use scientific findings and also meet the 
requirements of rational practice, by starting from the analysis and evaluation of 
the pros and cons of alternative solutions to problems in order to arrive at a 
decision.

As far as the value positions to be taken into account here are concerned, it is 
by no means obvious that they can be traced back to one uniform principle45. A 
multiplicity of acceptable positions naturally leads to a balancing problem, which 
in some circumstances has to be solved not in abstracto, but only by considering 
actual historical conditions. The various political tendencies that influence 
legislation sometimes differ more in how they seek to solve such balancing 
problems than in the value positions that they regard as authoritative. Since their 
notions in this connection are additionally bound up with differing views on the 
facts and trends of social life, the problem situation becomes much more 
complex for all concerned than the political rhetoric of the advocates of various 
solutions, calculated for effect, would suggest46.

The utilisation of scientific knowledge in an analysis of alternatives which may 
be used as the basis of rational politics means answering the important question 
of feasibility that is important for any rational practice, and thereby marks off 
the limits of what is possible. Answering such questions of course depends

43 Cf. Vining (1956:14), and Buchanan (1976:8), which stresses that apart from the 
standpoint of efficiency, justice also played a part.

44 Even Peter Graf Kielmannsegg, who in his interesting historical study of constitutional 
problems (1977) explicitly sets up justificatory requirements and occasionally also brings 
out the justificatory idea critically against other proposed solutions (1977:214) in his 
own proposal then de facto abandons the idea and replaces it by a less ambitious 
construction op. cit. p. 256 ff. -  which, as far as I can see, is compatible with the view put 
forward here.

45 The principle, stemming from Cesare Beccaria and taken over by Jeremy Bentham, of 
the greatest happiness of the greatest number, which long continued to influence welfare 
economics formulations, has rightly fallen into disrepute.

46 On this cf. Luebbe (1967), where the special ratio of this rhetoric is elaborated.
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among other things on the specific situation and therefore on the actors -  the 
bearers of social roles -  that they relate to. Technological systems of statements 
tend to relate to possible starting-points for human action. Their application calls 
for the identification of such starting-points in the specific situation, so as to 
work out the feasible alternatives among the relevant ones. Since value positions 
are needed to define relevance, the analysis of options itself cannot manage with 
only the findings of pure knowledge. In applying technological knowledge to 
specific situations, valuations are unavoidable, even in seeking relevant alterna
tives, for these are determined by the practical problem situation and the 
evaluations inherent in it. There is as it were, a prior filtration -  and this is, as we 
have seen, also true of the cognitive practice of science -  in order to secure a 
graspable range of alternatives. As with cognitive practice, here too the method 
of problem-solving behaviour is underlain by a rational heuristics which in some 
circumstances is characterized by long-term programmes, in which the nature of 
the solutions sought is sketched out in advance -  by the requirements that have to 
be based on adequate solutions.

5. Market and Organisation: Alternative Control Mechanisms and 
Incentive Patterns

A social technology which intends to serve as a basis for a rational politics must 
start from an analysis of the relevant social control mechanisms and the incentive 
patterns effective in them, the systems of reward and punishment, on which they 
are based. Studies of such control mechanisms based on the individualist research 
programme have in the meantime led to a fundamental correction of the view 
that it is appropriate from the viewpoint of efficiency and welfare to correct 
every alleged failure of the market mechanism through the state’s ensuring of 
compensatory change using bureaucratic means. The problems seem often to be 
soluble without the direct use of state compulsion and consequent discretionary 
decision of government officials (On this cf. the third part of the book by Hayek 
1973/78; cf. also Peacock, 1975:160).

The problem of social technology which is to be solved in each case can be 
reduced to the question of how particular functions can be institutionally 
embodied by channelling individual interests. Institutional arrangements must 
therefore be constructed and installed, with the help of which the personal 
interest of the individuals concerned -  their motivation -  is used to bring about 
the performance of particular functions. The social technology approach thus 
involves a kind of functionalism, which, to be sure, presupposes the analysis of 
causal connections and thereby, explanations of the usual type, while functional
ism in theoretical thought generally amounts to methodologically faulty explana
tions, if it is not limited to heuristics. The ideal case, in the sense of a liberal 
arrangement, is of course the one where the functions concerned are performed 
because those doing the relevant work find that work itself satisfying. To be sure, 
the problem of coordinating such work still remains. A further possibility 
consists in the provision of rewards as an incentive to do the work concerned. In
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this case it must be ensured that the reward is closely connected with the 
performance called for, so that it cannot be obtained while avoiding the relevant 
requirements. Another possibility is to put a person in a situation of compulsion, 
whereby commands and prohibitions bound up with threats of punishment are 
used to bring about an appropriate performance47. One must of course set up 
appropriate limits here, of a physical, social or moral nature, to bring about the 
performance. From the viewpoint of freedom, and in general also from that of 
efficiency, this authoritarian method is in comparative terms the worst one.

In social life today there are essentially two types of regulatory forms: those 
that have the character of an organisation, and those that have that of a market 
(Zetterberg, 1962:61; Albert, 1967:392). Structures of the first type are subject to 
control by a common management, while the others function without any such 
authority. From a social technology point of view, these are alternative ways of 
controlling social processes, between which a choice can be made according to 
the performance characteristics concerned and the value positions underlying 
them48. There may of course exist, within market networks, organisations of all 
types -  for instance firms, hospitals, parties, associations -  and on the other 
hand, even within organisations there may be structures operating in a market 
fashion. Markets tend to be organised in such a way that in them, the first two 
types of motivation dominate, although of course the protection of market 
dealings by the legal system works with the threat of punishment. In organisa
tions, by contrast, commands and prohibitions play a larger part, notwithstand
ing the great differences in the extent of the compulsion applied. In organisations 
the coordination of activities takes place largely through directives; in markets 
through free agreements made on the basis of supply and demand. The recruit
ment of staff for organisations may in turn be effected through market mechan
isms or by organisational compulsion49. The same is true in relation to the 
provision of physical equipment and financial means.

From the viewpoint of freedom, then, market mechanisms would always be 
preferable for the coordination of individual actions and therefore for the control 
of social processes, were it not for the fact that the great differences in power 
among those involved could in turn lead to situations which are characterised by 
compulsion50. The value of freedom for the individuals depends above all on the 
extent and the nature of the available alternatives -  i.e., on the room for 
manoeuvre in action. This is one of the essential reasons why liberal theoreticians 
stress the need for free competition. That state compulsion can be used to protect

47 The subdivision of cases corresponds to the one made by Lewin (1974).
48 They have been analysed as alternatives for the economics sphere above all by Coase 

(1937). He elaborates on the role of transaction costs and of efficiency considerations for 
the choice between the two forms. This position also dominates in the property-rights 
approach, which was heavily influenced by Coase’s article.

49 For instance, we have the first case with a mercenary army or a capitalist firm, and the 
second with a conscript army or a forced labour camp.
An extreme case might be for one of the market partners, alone to control a large part of 
the goods vitally necessary to the others.
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free competition is therefore among the essential principles of a policy aimed at 
bringing about a free system. Another is that the resulting application of 
compulsion needs to be regulated by general laws in order to render arbitrary 
intervention impossible.

The fact that in free market dealings organisations of all types are formed on 
the basis of contractual agreements between the participants arises presumably 
because of efficiency advantages that may be associated with a centrally coordi
nated division of labour (Coase, 1937). As long as governmental compulsion is 
not exercised in order to keep such organisations alive, it is probably in the 
interest of increased welfare to allow them to function. Nevertheless, a liberal 
policy cannot be disinterested in the fact that authority structures of this nature 
impose as a consequence certain restrictions on self-determination, which essen
tially contradict the idea of liberty51. N ot only can it apply general protective 
provisions for the members of such organisations52, but furthermore it can lay 
down general rules for their structure, which limit the compulsive character of 
the hierarchical relations existing within them. However, it ought to be clear as 
to how far it thereby renounces an otherwise possible increase in efficiency in the 
interests of freedom. Thefact that in some circumstances it may be necessary to 
choose between higher efficiency and greater freedom is not to be denied.

Furthermore, the increase in competitive pressure also seems to be able to 
contribute to a reduction in the arbitrary exercise of power in the organizations 
concerned, because it works to reduce efficiency and thereby endangers their 
survival (Leibenstein, 1976:207; also Rowley and Peacock, 1975:167). Under 
conditions of effective competition, organisations of all kinds also develop an 
interest in more efficient methods of controlling the work process, and these 
methods not infrequently go hand in hand with a mitigation of compulsion 
situations and with motivation based on positive incentives.

Relevant studies in recent years ought to have made it clear that many cases of 
alleged failure of the market mechanism are connected with the fact that property 
rights in scarce goods are not defined in a way that could have brought about a 
functioning market mechanism53. The problems of environment protection, land 
use, use of the electromagnetic spectrum for broadcasting and television and 
other problems of this nature can obviously, if property rights are suitably 
limited, be solved without bureaucratic arrangements, i.e. without recourse to

51 On this cf. the above cited book by Rowley and Peacock (1975:163). It is clearly not 
possible to dispute the fact that these are authority structures on the ground that the 
subordination relations concerned are based on contractual agreements between the 
participants. This is, after all, true also of a mercenary army or for the active officer 
corps of a conscript army. In these cases scarcely anyone would deny the power 
character of the social formation concerned.

52 As v. Hayek states, a free system by no means rules out general regulations, such as 
worker protection legislation; cf. v. Hayek (1973:78).

53 The clarification of these problems is due, above all, to the property-right approach in 
economic thinking, which has brought back recognition of the crucial importance for 
the economic research programme of institutional components; on this cf. e.g. Furubotn 
and Pejovich (1972:1137).
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the discretionary decisions of functionaries. The assumption that such decisions 
in these cases are necessary because the market will inevitably fail was evidently 
founded on insufficient analysis, and moreover, started from the false assump
tion that bureaucratic arrangements through state power would be bound to 
involve fewer difficulties. A comparative analysis of alternative control mechan
isms clearly leads to other consequences, especially when, apart from efficiency 
viewpoints, it also makes use of the idea of liberty.

The close connection between liberty and property had already been worked 
out in the Scottish moral philosophy of the eighteenth century. Under the 
influence mainly of socialist views in the nineteenth century, the idea of private 
property as a rigid legal entity with its form laid down once and for all 
developed; a kind of property essentialism that has contributed to the burdening 
of the discussion about capitalism with the confrontation of radical alternatives. 
Abolition of private property in the means of production became a fetish of the 
Marxist attack on capitalism, so that socialism was in a position to present itself 
as the sole alternative.

In the meantime, not only has this alternative been discredited through the 
totalitarian developments connected with it (Albert, 1978: Chap. IV and Chap. 
VIII), but it has further become clear that private property is not a static entity, 
but is a very flexible complex body of rights, caught up in continual change. The 
word “property” has certain connotations which may signify the complete 
unrestricted disposal of a piece of land, a house, furniture or machines, or even, 
as in the case of slavery, of people. But anyone who knows anything about the 
law knows that at various times, numerous, diverse restrictions on the power of 
disposal existed, some with a legal basis -  e.g. planning restrictions -  and some 
based on contractual agreements -  e.g. contractually guaranteed utilization 
rights. The content of the right to property was changed sharply through labour 
protection legislation and through the development of company structures 
involving liability restrictions. The “property” of the shareholders, which relates 
to the share certificate, is bound up with administrative rights and rights to the 
receipt of a share in profit which can also be counted towards the complex of 
private property. Private property as a fixed arrangement, unchanged over time, 
is just as much a fiction as the idea that there is only one capitalism, even if it is 
divided into early, middle and late capitalism54. In short, though these terms are 
useful in many contexts, they are of limited value for analytical purposes.

The legal arrangements which in a society serve to guarantee individuals an 
area of autonomous decision-making may be very different. They go far beyond 
what is laid down in the ownership rights contained in the law of property. From 
the sociological viewpoint, it seems advisable to use a concept of property that 
covers all legal arrangements that delimit individuals’ area of free decision. Such 
decisions are those where normally no governmental compulsion is possible, 
while private compulsion can be resisted by recourse to the state power by legal

54 On the problems of such concepts of development theory with a background 
philosophy of history cf. the critical study by Watrin (1968:40).

in
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means55. Among such legal arrangements one must count membership rights in 
the organisation that takes central political decisions, i.e. in the state56.

It is only when these political rights are also included in the analysis that the 
extent and nature of the individual’s freedom to manoeuvre in legitimate action 
can be measured and thereby various systems of society be evaluated in compara
tive terms with regard to the regulative idea of freedom. The actual “constitu
tions” that come into this evaluation contain all the norms laid down for human 
actions that are effective in this respect. The constitutional document of a 
modern state, however, usually contains only a small part of these norms, though 
it sometimes includes the incorporation of a legislative programme that expresses 
the principles that should be decisive for legislative activity57. It is only when 
legislative practice is oriented in this or another way to regulatory ideas, and if in 
so doing it adequately employs available knowledge of social technology, that 
one may not expect it to get lost in a maze of short-sighted ad-hoc regulations -  
the effect of which is to interfere with each other.

6. Company Constitutions

As already stated, firms, even when they appear in the context of a free market 
economy, are authority structures that within such a system recruit their 
employees through the market and retain them by free agreements. That 
authority is exercised inside them is, as already mentioned, a fact that must be 
evaluated negatively from the viewpoint of freedom, even if the needs of the 
employees have become so adjusted to this actual state of affairs that they are 
content with it. The actual constitutions of the firms appearing in a market 
economy are the result of decisions taken by those concerned having regard to 
the existing normative regulations -  primarily, the laws in force. Therefore, it 
cannot be doubted that legislation is capable of exercising considerable influence 
on company constitutions and in the course of the decision processes in such 
organisations. It is therefore, also in a position to affect the nature of the 
authority existing in them. It can therefore try to promote those forms of 
companies in which those aspects of domination, that are negative as regards the 
idea of freedom, are mitigated by influencing the firms’ market environment -  
for instance in the direction of an increase of competitive pressure -  and by 
regulations that apply directly to the constitution of firms. However, one must 
be clear that such influence may negatively affect the performance characteristics 
of firms which are relevant from other value viewpoints -  especially that of 
efficiency in the sense of the increase of prosperity.

55 In this case, as Buchanan states, no categorical distinction between human rights and 
property rights is any longer possible; cf. Buchanan (1975:10).

56 Consistently, they are included by Buchanan in his study; cf. Buchanan (1975:41).
57 On this cf. v. Hayek (1976:225), where it is pointed out that the revolutionary colonists 

in North America towards the end of the 18th century were the first to put into practice 
the idea that such a superordinate law ought to be codified and thereby made clear and 
enforceable.
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The participation question can also be looked at in this perspective. It is well 
known that there are many different codetermination arrangements in company 
constitutions, and that different positions have been taken on item (Pejovich, 
1978; Backhaus/Nutzinger, 1982). These arrangements were arrived at partly on 
a voluntary basis, partly promoted or compelled by the legislation of the state 
concerned. Behind the relevant legislation there are in each case various interests, 
that also affect the evaluation of the regulations concerned. This does not mean, 
however, that there cannot be an objective analysis made of these.

To the extent that appropriate sociological findings are available, one can 
indeed elicit the effects of the regulations on the control of what happens in 
society and on the life situation of those concerned, and these results can be 
assessed on the basis of various hypothetically assumed value standpoints, and 
this assessment can be valid even for those who deny one or other of these 
standpoints58. O f course the social sciences cannot of course themselves seek to 
make those value standpoints, hypothetically assumed by them, binding, as the 
result of objective knowledge59. Thus, for instance, economic analysis cannot 
declare the efficiency standpoint to be binding, though it can quite legitimately 
advance it by analysing the effects of the regulations concerned on social events, 
by, for example, finding that particular institutional arrangements lead to an 
inefficient incentive structure in the area concerned and thereby to a reduction in 
prosperity in the society concerned (Furubotn, 1978:131; 1982:203; Backhaus 
and Nutzinger, 1982:127; Backhaus, 1982:183; 1982a:281).

As far as the question of reduced efficiency is concerned, one may in analysing 
abstract from the fact that efficiency is normally evaluated positively as a 
performance characteristic of social regulatory systems. However as regards the 
material problem arising here, two things should be stated at the outset. First, the 
relative prices and therefore also costs -  including transactional costs -  are 
dependent on the particular distribution of property rights, so that an efficiency 
evaluation in fact is meaningful only in relation to such a distribution (Schmid,
1976). Secondly, the question of the effect of particular participation regulations 
on efficiency is still rather controversial today (Backhaus, 1982:241). However, 
the same thing also seems to me to be true as regards the effects of such 
regulations on the freedom of those involved.

However, generally speaking, it would seem to be necessary to draw two 
conclusions from the debate so far on the social technology issue. First, for each 
such analysis it is absolutely essential to specify precisely the institutional 
arrangements brought about by the participation regulations concerned60. Sec
ondly, the behavioural assumptions that economic analysis has hitherto worked 
with -  the individual utility functions which in any particular analysis are usually

58 The assessment concerned is valid, at any rate, relatively to the standpoints concerned, 
and therefore objectively, irrespective of whether one takes these standpoints as one’s 
own.

59 This is all reconcilable, as will easily be seen, with the principle of the value-freedom of 
science postulated by Max Weber; on this cf. Albert (1968: chapter III).

60 Backhaus especially has drawn attention to this (1982:241).
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specified in detail in each case ad hoc -  are often not adequate to determine the 
precise incentive situation resulting from the institutional and other circumstan
ces of individual behaviour. One is therefore frequently forced to work with 
plausible ad hoc assumptions, thereby exposing oneself to the reproach of barely 
concealed a priori reasoning61, though de facto this may in certain circumstances 
be motivated by definite evaluations. It may therefore be said with some 
justification that the question of the actual effects of participation regulations, 
which is decisive from the social technology point of view, has hitherto remained 
inadequately clarified62, and this is an unsatisfactory situation for all concerned.

Turning now to the question of the extent to which legislation ought to 
compulsorily introduce such regulations (to dictate to firms), the objection is 
sometimes raised that regulations which are not arrived at in a voluntary manner 
are in any case inefficient and therefore ought not to be made binding through 
the law. This objection starts from the assumption that all acceptable institu
tional arrangements must develop spontaneously without legislation; an assump
tion which can hardly be accepted as an obvious one, especially since it cannot 
even cope with the constantly arising situations that are in the nature of a 
prisoner’s dilemma. N or does it cope with the fact that apart from the efficiency 
standpoint other value standpoints for evaluating institutional measures also 
exist. Moreover, Pareto’s criterion that underlies the efficiency standpoint is 
itself open to certain objections that make its applicability doubtful (Albert, 
1978:127; Schmid, 1976:24). The idea that one can by using this criterion cope 
with the fact that economic analysis has not satisfactorily solved the problem of 
the interpersonal comparability of utility, while nevertheless arriving at econom
ically based minimum value judgments that are adequate for political recommen
dations, is not sustained. The methodological individualism of economic analysis 
does not provide the means to evaluate total social magnitudes. In order to apply 
sociological knowledge in support of rational politics, one is therefore dependent 
on a combination of social technology analysis and explicitly introduced value 
standpoints that cannot be deduced from knowledge.
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R u d o l f  W ie t h ö l t e r *  

Frankfurt

The subject matter of this paper may give rise to the expectation that a social 
science model (or even several models) and its influence on economic law will be 
reconstructed. I adhere to a “model” of a Criticial Theory of society, for which 
there can be no directly decisive effect on decisions. Consequently I have to 
disappoint such expectations. In this paper, I am only concerned with estimating 
the chances of such an influence, especially in terms of law itself. Following an 
outline of the issues in part I, I discuss in part II the relationship between the 
construction of models, the phenomenon of legalisation and the legal principle of 
proportionality in the analytical framework of paradigm change and social and 
system integration. Part III deals with the consequences for legal methods. In 
part IV a number of examples are discussed and the main conclusions are 
presented.

I.

Natural law and legal positivism are the two quarrelling brothers that have 
determined our inheritance as far as legal culture goes over the last 200 years. 
Their -  sole? -  successor seems to be turning out to be a “ sociological natural 
law” which is able -  to use Voltaire’s felicitous phrase -  to kill a whole herd of 
sheep when used as a magic word, provided a sufficient quantity of arsenic be 
added to it. Retaining this image for the moment, it is the quantity of arsenic that 
I shall be dealing with in this paper. Departing from the image, I wish to deal 
with the paradox that the social sciences are now concerning themselves with 
“law” (as hardly ever before) in the same manner as jurisprudence is concerned 
with “society” , but with little or no impact on either law or society. More 
precisely, social sciences and jurisprudence are concerning themselves -  newly, 
explicitly and certainly not without reason -  with the rationality(ies) of law as 
rationality(ies) of society; that is, using traditional language, under the double 
aspect of justificatory normativity and sociology of domination (Herrschaft-

*  Translated from the German by Iain Fraser
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ssoziologie). These efforts are aimed at nothing less than objectivisable criteria of 
justice itself. Hand in hand with all these efforts goes the idea that increasing 
rationality in ever smaller, more remote, decentralised units only makes the 
irrationality of the “whole” grow even more. A historical anathema seems to 
afflict the divisions of labour, class and system, so that a synthesis over the whole 
of society, a “rational identity for modern societies” , (Habermas) is no longer 
within reach. The offers by social theory become increasingly abstract, radical 
and complex, only to fall in turn to the anathema of the division of labour, class 
and system that they all attempt to oppose. Is it any wonder then that the law can 
prove untouched by this, while at the same time completely imprisoned by it? In 
my opinion the dominating phenomenon of the last 10 to 15 years is that the 
work of lawyers as socially-oriented and -exercised practice has remained almost 
untouched by all the more fundamental challenges facing our legal system, 
jurisprudence and legal doctrines. Nevertheless, at the same time, the need for 
reflexivity in relation to these developments in society as a whole has increas
ingly entered our awareness. Ultimately, of course, this reflexivity can -  as 
hitherto has always been the case -  advance only furtively, insidiously, indi
rectly; in brief, in praxis itself. This finding suggests that such theories will have 
some influence, but this will be both less than and different from what their 
modellers think and wish. Among such challenges one may distinguish crudely 
between: politico-social (substantive) programmes with the characteristic (or 
defect) of the absence of contemporary developmental quality, functionalist 
(systems theory) programmes with the characteristic (or defect) of the lack of 
social adequacy, and methodological programmes with the characteristic (or 
defect) of the lack of scientific rationality. All these transitions have been resisted 
in every quarter, but have not led to any significant reconstruction of self- 
awareness. This stability probably justifies the assumption that legal work is 
public action under justificatory requirements (conditions of justification) -  
these are what allow it to be characterised as distinctively legal -  however it 
cannot be simply assigned to one single theoretical camp.

My thesis is as follows. The distinctively legal aspect, the legal proprium, is in 
part obvious, in part doubtful, but in practice always present or at least active. It 
always requires definition, yet goes on defining itself as long as other definitions 
cannot be justified, realised or implemented. The observer’s attention has 
therefore to be focused initially on a central circle since he is always also a 
participant. What is the distribution of the chances for success of possible legal 
science; as “criticism” and as “growth of knowledge” , will make it “positive 
law” -  and that is our perpetual legal destiny for an unforeseeable period -  also 
“right law” ? For that is, no doubt, the expression in thought for a given epoch of 
justice itself, the search for which is everlasting. Here one must risk revealing 
one’s criterion of inquiry. For myself I denote it as self-reflection of legal science 
in a context of theory of science, sociology of knowledge and history of science. 
The elements of this reference triangle are mutually related: they comprise the 
social theory question of social action, taking into account the subject and object 
positions of (not solely academic) actors who all at the same time have their 
histories; the question from the theory of science as to the preconditions and
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effects of this work of discovery and interpretation, codetermined by both 
history and society; and the question from historical theory as to the possible 
meaning, possible goals, possible progress of social and scholarly action. This 
framework can be indicated more precisely by referring to the most important 
constituents. Particular elements, tasks and characteristics of individual disci
plines involved in a division of labour stand in the foreground. On the one hand 
it will be a social and scientific model that orients a tradition of academic 
research, that is from accepted issues, approaches and principles of interpretation 
via the lifestyles of the professional worlds concerned to regulative practice itself 
that characterises an area of work. On the other hand, it will be a standard of 
skills and work procedures as everyday know-how, social efficiency, the stand
ing of those concerned, and their share in dealing with problems arising. Briefly, 
we may term these three consciousness, orientation, and methodology.

Legal relationships can in fact be understood neither from themselves nor 
from eternal ideas, but on the basis of historical and social conditions. Putting it 
more fashionably, our societies depend for the solutions to their problems on 
themselves, for the orientation, legitimation and sanctioning of such solutions 
they depend on more abstract references which admittedly are in turn themselves 
produced. What the law is, then, concerned with is a relationship between 
autonomy and heteronomy about which, however, the law has still a (co-) 
determining part to play. Theoretical programmes applied reflectively here must 
always -  reconstructively -  follow up developments that have led to crises and -  
prospectively -  investigate the possible conditions for overcoming the crises. All 
this sounds like a Promethean grasping after a world-embracing formula (cover
ing the law too). It is a world-embracing formula, for three reasons: because the 
point really is the renewable universality of the category of law or else its 
overcoming, transcending, replacement, and because, moreover, major evolu
tionary programmes can no longer take refuge in traditional transcendence; and 
finally because universal history can presumably no longer be treated with 
impunity as being about “western” (particularist) development of culture and 
civilisation. Hence the presumptuousness of the attempt. But not to dare it today 
would at the same time mean finally detaching reflexive programmes that (still) 
cover a whole from science programmes that make plausible explanations under 
consent obligations possible. In addition, it would also mean detaching them 
from those action programmes that transform acceptable proposals (under laws 
of freedom) into decisions. That would in turn mean a final and momentous 
separation between our advances and our heritage in social philosophy and 
cultural history on the one hand, and industry and technology on the other.

II.

In order to deal with the problem in manageable parts, I shall choose as a 
characteristic phenomenon “legalisation”, as a typical all-purpose magic weapon 
of legal dogma the “legal principle o f proportionality”, and as characteristic of the 
scholarly apparatus the concept of the “model”. I shall also choose for the
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reflexive explanatory reference -  as analysis of the formation of a criterion -  two 
concepts that occupy a central position in the contemporary debate on the 
theory and practice of the social sciences: the concept of paradigm change and 
the concept of system and social integration.

1. a. Following Thomas Kuhn, “paradigm” means, without going into details 
here on the origin and use of the term, the set of prevailing fundamental patterns 
in theoretical concepts, methods of working, value orientations, dogmatic 
categories, evaluations of problems and practical orientations in decision-making 
applied by a research- or a decision-making community; it both facilitates work 
but also delimits it. The underlying belief patterns making up a paradigm are 
inescapably imbedded in social relationships, social (Welt-)Anschauungen and 
rival party positions. Circularity is unavoidable here -  and it increasingly 
becomes the major problem. Social relationships which we know something 
about and want to do something about do not rise and fall without our 
knowledge and action, just as we are not in a position to know or to do anything 
apart from them. Here lies the unity of “theory” and “practice” in a society 
(with its history, its science, its morals and its art, and not least its law). 
Academic practice (and correspondingly, legal practice) “regulates” its theory of 
rationality through institutionally organised processes no less than this theory 
“regulates” that practice through methodology. Instead of paradigm one might 
also speak of the “third world” or of the “ life-world” . What is meant in each 
case is a relationship between cultural reproduction, social identification and 
professional socialisation that dominates us in practice.

b. The two terms system and social integration (which go back to D. Lockwood) 
cover the perpetually problematic relationship between individuals and collec
tives (between “freedom” and “ institutions”). Societies that seek to keep their 
social functions independent of the ideas of justice in the minds and hearts of 
their citizens, end up in permanent crisis (in the most recent expression for this, 
become “ungovernable”) no less than do those that attempt to rigidly impose 
such ideas against demands and needs for change. Contemporary debate in social 
theory seems here to be tending towards a late manage de convenance between 
philosophies of action and systems sociologies. Theories of society, as evolution
ary theories, at least agree that modern developments are bound up with systems 
divisions, demarcations and differentiations. The extent and effects of such 
differentiations are the object of dispute. The main conflicting camps can 
probably be distinguished as functionalist evolutionary theories on the one hand 
and normative, critical evolutionary theories on the other. As representatives of 
each of them one may adduce the recent magna opera by Niklas Luhmann 
(Gesellschaftsstruktur und Semantik, 2. vol. 1980, 1981; and Soziale Systeme, 
1984) and Jürgen Habermas (Theorie des kommunikativen Handelns, 2 vol. 
1981; and Der philosophische Diskurs der Moderne, 1985).

c. It is not so much the details of the use of the two terms that can be useful to us, 
as the overall explanatory power and the guidance they may give as to the 
position of “ law” . The paradigm concept makes it easier for us to understand a
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number of things: the fact and the reason(s) why more fundamental changes are 
bound up with extremely stringent conditions; that even in the case of very 
fundamental change, the old forms long continue to conceal new contents; and 
the fact and the reason(s) why “ ideas” indeed become a “material force” , though 
in a different way than Marx meant, when they “seize the minds of the masses” . 
The analysis of system and social integration makes it easier for us to understand 
the reason why system crises do not affect social crises either not at all or only by 
roundabout ways, via crises of consciousness, motivation or legitimation; why 
such mediation crises are still determined more by the “system” than by 
“sociality” ; and why practical, moral, life-world efforts are more likely to be 
overtaken or overrun than moved onward by the “train of history” .

2. Using these two criteria, I hope to combine in a single theme the differences in 
the legalisation debate, practical dominance in decision-making through norms 
of legal proportionality, and the selectivities of model-building, so as to throw 
light, with the aid of representative examples, on the effects of social science 
models on the law, which are ordinarily unclear and may only be understood 
reconstructively.

Today anyone seeking to renew fundamental issues of historical and social 
philosophy, while at the same time coping with the increased demands pressing 
upon theoretical programmes and the complexification of control models, and 
the transformation of the law, which is itself likewise being transformed, has to 
have recourse to a general model theory. Using a general model theory facilitates 
the following tasks: for instance, the discussion of the transformations of social 
relationships into legal relationships, the definition of the productive qualities of 
legal doctrine, and also of course the description of the status of the model, the 
modelling of the areas of the law, and finally the reduction of society and 
“modern” law to correspondences (covariances). It is striking here that the 
theoretical status of models remains mostly in a state of fruitful darkness. Still, at 
least since the modelling of model theory by Max Weber, one thing has become 
clear. Model theory may well (in theory) explicitly abandon both a discovery 
programme aimed at mirroring reality and a socio-historical descriptive pro
gramme aimed at determining the future. In practice it can nevertheless be both, 
i.e. as a pattern of offered interpretation and reflection from the stock of 
sovereign overviews and surveys. Models are pictures (of the world), though 
admittedly not in the way land-scapes are represented in maps, nor are they even 
of the kind with which prophets lead their peoples, but they are mental 
constructions and games. Using them, ideas can be related to interests in such a 
way that by comparison (with other models, with past reality, with limits of 
possibility, with the present as a future past or as a past future etc.) historical and 
social consciousness can be brought into “constitution” no less than can social 
reality and the legal forms that define it and are defined by it. The advantage of 
reflective programmes, is that they can relate everything to everything else, but 
this is of course also their drawback, i.e. that they always arrive too late to open 
up any future (far less help in planning it). Scepticism (at least on my part) is -  
since and with Max Weber -  appropriate for those programmes which, beyond
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the socially adequate analytical technologies, are no longer capable of promising 
an “adequate society” .

3. Legalisation is today, no doubt, the issue most widely dealt with among legal 
and social scientists involved with law and society. In Germany it appeared at the 
end of the 20s (Otto Kirchheimer) as a critical term. Legalisation then meant 
picking out and combating the petrification of political freedoms and social 
emancipation, that is, opposing those strategies which in the name of whatever 
legal status quo sought to block social conflicts and/or to keep them in a state 
where they could be decided unilaterally. That -  disputed -  conception of 
legalisation is therefore a particular (conservative) materialisation of formal law, 
and of course as such is still of a great importance today.

Today, quantitative (naturally never without “quality” !) problems are often 
discussed under the heading of legalisation, i.e. the extension of law to more (and 
new) areas and the intensification of law in areas already occupied. In this paper I 
do not intend to place this phenomenon in the foreground. That ground should 
in my opinion be occupied by three distinguishable modes of application, and 
therefore three problem contexts.

a. Legalisation as an Ambivalent Strategy

Here the development of bourgeois legal culture, in itself ambivalent (on the one 
hand, the law as a philosophical goal for society, as the realisation of legal 
freedom; on the other, the law as the protection of “Vermogen”, in the double 
sense of “property” and “ways of action”) is maintained. The law can be referred 
to above all for exploitive and protective sanctions. Against this, it is in principle 
unusable for the initial success of “newcomers” . It is in connection with this that 
the ambivalence of critical and affirmative hopes and invocations is based, among 
both the left and right. The usual polemics go from “emancipation from law” as 
“ law” (“on the left” as, for example, hopes against “capital” or “politics” , “on 
the right” as hopes against “the state” or “the unions”) to such abstract formulas 
as “no freedom for the foes of freedom” . This, of course, gives rise to confusion, 
which is in some cases intentioned and achieved with different degrees of success. 
Thus it may seem plausible to suggest that de-legalisations (e.g. contractual 
freedom to divorce or school supervision law) is in fact legalisation (as freedom 
under law), or that legalisation (e.g. trade-union organisational autonomy) is 
really de-legalisation (the gagging of minorities). Uniform, guaranteed legal 
rationality can at any rate no longer be found here. Clarification can be provided 
only through the historical and social reconstruction of the form-content- 
problem of bourgeois law and through conscientiously systematising the social 
guarantees and securities producible under forms of law.

b. Legalisation in the context of “sociological” theories of society that include 
but overlap the law, of the type of systems theory (in Germany the key figure is 
Niklas Luhmann). Here the object of concern is functional prerequisites of law, 
which are mostly, as system performances, limited to systematisations of deci
sions. Luhmann considers, for instance, that such questions (and answers) as
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those about the nature of the law and of the person, of the sources of the law, of 
principles of justice etc., are hopelessly “old European” and are no longer 
relevant. His succinct approach is to subject all under legal theory to the question 
of whether it can formulate law, independently of old European handicaps, as a 
self-referential, self-reproducing system. The promises and the demands of such 
a system programme can be seen more clearly only when one has gone through it 
thoroughly. Then one sees that the complete redefinition of social and legal 
rationality as specifically system rationality (with many indubitably modern and 
successful adaptations) dismisses the human being (as individual and as citizen) 
from the centre of social theory. Instead, it finds its centres in “administration” 
and “economy” and -  convincingly -  allows “positive law” unlimited functions 
of application and of intensification (in total contrast to, for instance, left or left- 
liberal system theoreticians, who regard the rationality and productivity of law 
as exhausted, not extendable and incapable of self-transcendence).

c. Legalisation in the context of historical, genetic reconstructions of social 
developments as levels of learning (in Germany the key figure here is Jürgen 
Habermas). Here the point is the transformation of the philosophy of history 
into (critical) social theory, which seeks to understand both law and society in 
order to perceive and to overcome (avoid) “pathological” developments by those 
affected and involved.

d. The viewpoint I support, with Jürgen Habermas, is that modernity is an 
uncompleted project. While a substantive rationality expressed in religious and 
metaphysical “Weltbildern” has long been separated into elements of (objec- 
tivising) science, (universalistic) morality, and (formal) law, and (autonomous) 
art, the project of modernity is and remains the endeavour to take these 
autonomisations seriously in their historical right and develop them further. The 
connection between them, which perpetually needs and is capable of renewal, 
must however at the same time be used on behalf of practice in the life-world, as 
a rational shaping of the conditions of life.

As far as the rationality pattern goes, historical rationalisations have led to an 
irreversible system rationality (in and for political administration and the econ
omy). However, it is possible to reconstruct the reason that founded this 
rationality, and this should make us determined not to let our “ life-world” be 
dominated (“colonized”) by the rationality imperatives of the “system” .

4. It will perhaps have become clear in outline that and how the theoretical 
camps, precisely in the nature of their model building, must combine (model) 
both system and social integration and the paradigm change, as also the partici
pation and involvement of the human being (as individual and as citizen) into an 
object of investigation and a presentation of subjectivity.

5. The legal principle of proportionality represents -  in proportion to its suitabil
ity, requisiteness and appropriateness -  the connecting piece which in practice 
chooses between social theories -  even if unexpressed -  and legal decisions. It 
does so by simultaneously -  in accordance with the paradigm and system-social
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integration analysis -  “opening up” historical and social transformations, con
temporary modes of functioning and, not least, model patterns and model 
builders.

The principle is age-old, of venerable descent from the virtue of justice itself, 
that major virtue -  beside courage, wisdom and prudence -  among the classical 
philosophical cardinal virtues. It was later amalgamated with the Christian 
virtues of faith, hope and love and still later with the bourgeois revolutionary 
promises of freedom, equality and fraternity (security, solidarity). As iustitia 
distributive!, and as iustitia commutativa it was certainly involved in vicissitudes, 
but with the modern bourgeois Rechtsstaat law took on its clearest lines. 
Commutative justice is fully utilised in the legal principle of contractual parity, 
which as guaranteed and guaranteeing contractual justice provides general justifi
cation of the indifferent -  in both senses of unconcerned and impartial -  content 
of formal legal definiteness (as freedom under law). Distributive justice reaches 
its culmination in the constitutional (p)reservation in favour of universal freedom 
and against private abuse of freedom and in this function is linked to equality 
before the law. This philosophical legal system, as the founding idea of bourgeois 
society, is “proportionality” itself. Interventions are legally proportionate if, 
because and insofar as they are appropriate and necessary, they keep freedom 
within limits, equal for all, through means of a universal law.

The extent to which everything has changed here is well known, and is not 
disputed in detail. Law is today supposed to make the free pursuit of goals (with 
controllable use of means) possible and thereby to prove its usefulness, and in 
turn to be a socially purposeful institution. Law consequently becomes both the 
producer and the product of society. Therein lies the double reconstruction 
(transformation) of law, on the one hand vis-a-vis the philosophical founding 
idea of civil society under the rule of law (whereby society is to be realised by the 
criterion of law) and vis-a-vis the antibourgeois movement (law is the “super
structure” of a “base” that is to be understood as a contradictory relationship 
between the forces of production and the relations of production, and is to be 
removed by way of the revolutionary disruption of society, and till then merely 
made use of). It would seem, no “model” can cope with this double reconstruc
tion. Systems-theory models cannot “free” people (at least not quickly and 
effectively enough) from their faith in law, nor lawyers from their work, nor 
institutions from their dysfunctional structure, and so on. Critical theories of 
society cannot revolutionise, and do not seek to be constructively affirmative. 
The more “ internally legal” models of law fall between invocations of their 
environments and promises of their internal worlds.

In such a situation, the triumphal course in practice of the proportionality 
principle of law is hardly surprising. Just as social models simultaneously deny 
and assume functions of depiction and exemplariness, so too can this (higher) 
principle serve all social models without needing to be subordinate to any; not 
mysterious, but hardly surmountably, mute; a feudal relationship between 
society and law through investiture (legitimation for decision-making and poten
tial for sanctioning) against commendation (achievement of social goals through 
the law); more traditionally “the thinking obedience” of all lawyers. To be sure,
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the dilemma cannot simply be argued out of the way. The principle has been 
transformed (specifically, of course, by thinkingly obedient jurists in the service 
of society) from a freedom/causality to a purposefulness/utility functionality. A 
third core element which was, certainly, its inner element from the start, has 
taken over the major role beside suitability and requisiteness: that of adequate
ness, proportionality (there are other terms, such as prohibition of abuses etc.) 
which in older classical form appears as “suum cuique” or as “aptum”, in more 
recent classicism as “proprietas”, and contemporaneously as the “positive and 
right” (social and legal). Definition of proportion by way of justification of a 
decision in no longer consented, obvious, problem-free, harmonious, “contrac
tual” legal situations. Some more detailed observations are in order.

a. The modern rationality of causality has, with the link that can be made 
between cause and effect, reason and consequence, means (ways) and aims 
(purposes), by using the category of (natural and technological) law, made 
possible specifiable forecasts and technologies. Forecasts and technologies in the 
area outside the natural sciences constitute potential strategies. The element 
missing from science -  the normative, social, historical one -  (the category of 
law, causality itself) has -  with the exhaustion of idealistic philosophy -  been 
found ultimately in the “value” concept through adaptation of the conception of 
causality (for some as a real abstraction, for others as an ideal or real type etc.). 
Karl Marx regarded the logical basic category of labour and the historical basic 
category of class struggle as real abstractions. Max Weber sought with the basic 
category of “ ideal type” to save the cultural sciences vis-a-vis the natural 
sciences, by simultaneously avoiding political positivism and historical material
ism. And yet both merely built (selective) models. They constructed sentences 
that were neither purely and completely descriptive and empirical, because there 
is no possibility of complete refutation, nor purely and completely normative, 
because they remained assertions, about given situations which instead claimed 
to count as an offer of an objectively possible and therefore correct interpretation 
(to that extent “science”) and a correspondingly possible (and therefore right) 
mode of action (to that extent politics). It is unavoidable here and it is indeed the 
aim that the detailed evaluations made should make credible the preliminary 
design of the whole (for the whole) which in turn is therefore never entirely 
refutable, because -  as a guideline for confirmations (i.e. nonrefutations) -  it 
plays a part in arranging the data (observations, cases). The difference (in the case 
of so-called non-nomological hypotheses) between explanations and prognoses 
on the one hand and estimates of trends and tendencies, model building, plans, 
programmes and goal projections on the other is therefore transcended in 
practice, because normative decisions (bans on anything contradictory) are 
always involved in uncertain conditions, so that the difference between is and 
ought to be avoided. Practice therefore becomes the area of (theoretical) confir
mation, because the object of theory here is never the generally repeatable (a 
“ law” !), but in each case the specificity of a case (the task!) in the “ light” of the 
guideline programme. The proximity of such “science” to “case law” is immedi
ately obvious.
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b. Sociological models that relate will-mediated causality, i.e. intentional action, 
to goal preferences -  and vice versa -  simultaneously make it possible to relate 
the value distinctions of goals back to the serviceability of the means for realising 
the values (and vice versa). The classical description that the end justifies the 
means is followed by the contemporary description whereby whoever regards 
the ends as valuable, or at least pursuable, must declare admissible those means 
whereby they (the ends) can be achieved. From the legal point of view, this leads 
to very considerable difficulties. In the classical idea of the rule-of-law freedom 
was freedom as to ends (contents) plus legal supervision over forbidden means 
(to achieve them). We have in the meantime been tormented by the randomness 
of ends, the confusion between means and ends, the problems that have to do 
with consequences of human action which are not simultaneously consequences 
of human intent (such consequences are unavoidable, unplannable, and not 
prohibitable). In brief, the conflict potential of “ free” , even if legally bound, 
pursuit of goals has for long compelled legal, because of the social, control of 
ends. One therefore needs criteria to measure ends (to evaluate them) in relation 
to disproportionate costs bound up with the use of suitable and necessary means, 
and to measure means (to evaluate them) in respect of the consequences they 
(may) lead to, the side-effects of the consequences, and the consequences of 
consequences etc. This work cannot be done “legally” (at least in the sense of 
traditional criteria and instruments). It is not the application of calculable norms 
of prohibition but appropriate (proportional) balancing between (and feeding 
back from) situational causes in the light of general programmes of guidelines. 
Here there is revealed a (not reference-free, but reference-diffuse) -  “relational” 
(proportional) administration of general legal reservations on behalf of both 
subjective, individual and general freedom, of usefulness for the whole and for 
the parts, etc. More precisely: a general legal reservation for the whole of society, 
which by way of the recallable “positivity of law” and of the appealable 
“rightness of law” seems to legitimize nothing less than a universal legal 
appropriateness of -  old and new -  measures in situations. Sociological natural 
law in being? Rule through state of emergency? In any case, and at least, a 
transformation of delegated authority of free action within (legal) limits: into 
delegated authority to determine free action itself. To use an earlier formula: self- 
righteous law of conflict (selbstgerechtes Kollisionsrecht).

c. It is therefore worthwhile looking into the mode of action of the proportional
ity principle through which, eternally and inescapably, “ law” and “non-law” 
become tied together into “ law” . At any rate, the principle is a suitable, 
necessary and appropriate object for those approaches to reconstruction that 
relate social “normativity” (as legal rationality) to social power relationships (as 
in need of social rationalization).

d. It has, no doubt, become clear by now that the “proportionality” in the 
proportionality principle -  in its function of evaluating costs arising in relation to 
benefit aimed at -  can easily and endlessly be translated into other language 
games: expense -  yield, cost -  benefit, zero-sum-game -  optimum need -  
satisfaction, society of expectations -  all-providing state, majority -  minority,
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feasible -  unfeasible, objective compulsion -  priorities. Here we find an oppor
tunity for the use of social (social science) “calculations” as the definition of 
social relationship in law.

e. Finally, it should not be overlooked that in almost all important decisions of 
superior courts the “economically reasonable man (citizen)” appears, the norma
tive configuration -  as it were, the ideal general manager for invisible hands -  
which always symbolized the right path of virtue, the proper end-means- 
balance; in brief the measure and the mean, that is, proprietas itself.

At any rate, the practice of law application reaches preference decisions on 
conflicting “ interests” by the legal application of a conflict norm (more pre
cisely: conflict rule) which is developed, interpreted and applied. Such work 
therefore hits upon “ the right” (more exactly, one possible right) by bringing it 
about. If one wishes to trace the magic of this “positive” law as “ right” law, then 
one must reconstruct the underlying conflict rules on the basis of decisions. One 
comes upon them mostly by exposing the “thing” that has -  explicitly or in a 
concealed manner -  been taken as a basis in decisions. In the “thing” as content 
and the conflict rule as form, legal rationality is constituted as social rationality.

III.

The consequences for legal method (more precisely: for a unity between legal 
dogma and legal method as legal practice itself that can always only be recon
structed by theory) are obvious.

1. The classical civil-law method consisted -  in the context in which universal 
laws and equal freedoms were rooted i.e. the calculability of action that was 
wrong because it was identifiable by forbidden use of means) -  in the control of 
legal form, initiated through disruptions (major examples: infringement of 
contractual promises and tort damage to property). Contemporary legal method 
ought in the first place to pay attention to the degree to which these requirements 
have changed. I shall now briefly characterise these (for civil law in the broader 
sense, that is, including labour and economic law).

a. Thorough transformations of causality (legally for example, adequate causal
ity, social adequacy etc.) into proportionality, i.e. “ functionalities” in the sense 
of objective possibilities which within system constraints replace, complement, 
surpass, the hitherto constituted subjective possibilities in the legal world (life on 
the basis of subjective rights). This means above all bringing the total social 
preconditions for the development of private autonomy, of markets, of plans etc. 
to the fore.

b. Norm-purpose strategies indicate the pervasive dependence of legal strategies 
on extra-legal, social system-references. This means above all bringing to the fore 
methodologically the dependence of the production of legal rules on the assumed 
social theories.
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c. Reflexion on the consequences demands the inclusion of future orientation 
(planning) into the legal world, which is in itself freed of consequence. “Purpo
sive programmes” instead of “conditional programmes” are a slogan for this 
extremely controversial trend. This means above all relating decision-making 
work to the intermeshings of effects. It may mean that legal work as isolated 
individual case-work, recedes more into the background.

d. Legitimation through procedure is also -  a controversial, but successful -  
slogan under which the retreat of legal decision-making programmes from the 
normative (justice as ideal) into an effect perspective (successful social aid as 
social performance) is proclaimed. This means above all asking the question of 
whether we have not been doing this for a long time, and perhaps, more 
precisely, whether it has been done “successfully” or not?

2. Under attack contemporary legal method has taken refuge in a self-righteous 
procedural virtue. It “practices” a general “ logic of the particular” . This means 
above all that it is no longer the discovery of facts under specifiable norm- 
hypotheses (which traditionally was always the exercise of freedom under 
general, formal prohibitory ground rules) that regulates application of the law 
but definitions of various units of “normative” and “social” problem material 
under perspectives of legal principles. Legal principles in turn are arrived at in the 
light of “system” conditions, especially of the legal system and even more of the 
judicial system. On the whole this does, to be sure, express -  methodologically 
too -  a radical shift from a civil-law to a social-constitutional orientation of 
standards. But the “thing” -  a mean between normative guidelines and social 
relationships -  is of course not thereby affected. Brief mention should be made 
here of the extent to which methodology, which is, moreover, unavoidably 
linked to procedures and strategies, is dependent on the reference back to 
substantive theory. Methodologically, it is undisputable that in the so-called 
syllogism model, in a tautological transformation, i.e. in the concretization of 
norms in the light of factual situations and in the abstraction from factual 
situations in the light of norms, the identical work effort of subsumption and 
interpretation, application is revealed. Here it is the defining and reflecting 
judgemental powers that are at work. The precondition here is always a split 
between “legal” and “social” subsumption (interpretation, application) on 
which, in the first place the possibility of making law definable as law in the form 
of situations and thereby separating it from the rest of the social field is 
dependent. However, today nobody any longer thinks and works in this 
(Kantian) way. N or shall I go into the amount of professional schizophrenia that 
we would meet with if either, the lawyer had himself to formulate the social, i.e. 
non-legal, issues that are preconditions for this work by way of translation, 
which he is unable to and need not do, or correspondingly the non-lawyers had 
to take over the legal points, which they likewise are unable to and need not do. 
This is the old familiar problem of expert compartmentalisation which however 
is not sufficiently understood in a systematic way. Here I am concerned only 
with a more precise characterisation of the problem. It is rooted in the traditional 
conception that in spite of differing (“pluralist”) value judgements in all social
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problem areas, a uniform (indeed, “ right”) (value) judgement can be possible in 
the specific legal problem area. It is this split that justifies the stylization of all 
controversial judgement in the social area as situational (“facts”) elements of 
non-controversial judgement in the legal area. As far as content goes, this model 
presupposes that there is something like a fixed core area of law -  as form  of 
social material. This connection is ultimately the question of “formality” , 
“materiality” , “procedurality” , “functionality” , “relationality” , and one could 
easily multiply these terms of law. Here too, the point is selective recourse to 
social material in the form of law. Applying it more generally: no theory, no 
model, is possible without such selection. Selectivity constitutes the academic 
mode of working. The results of selection constitute our theories and models.

3. The legal method has for long been moving between rationalities of rule and 
exception and that of interest-weighing. The rationality of rule-exception can 
only be guaranteed when one has precise predefinitions of the consequences of 
infringing legal goods as an indispensable conditional programme (in this case, 
for instance, the proportionality criterion could be applied at least to define the 
proportionality of a law X  that has hitherto been protected -  say so far without 
exception -  to a -  say not yet, or almost already or at least in the particular case 
justified in principle -  offensive act Y.) Interest-weighing can absolutely not be 
done by legal means, because one needs a forum, where the interest conflict can 
(as a legal conflict) be dealt with according to binding conflict rules. In the case of 
socially (not “ legally”) defined conflicts both must be produced and re-pro
duced, but can no longer be presupposed. It is precisely such difficulties that, for 
instance, systems theories -  in an attempt to replace action theories -  attack. 
Admittedly, little then remains of classical legal rationality as rationality of 
freedom.

IV.

Verba docent exempla trahunt. However, examples may also be tempting. I shall 
choose three examples that are claimed to be exemplary from the field of 
economic law, as understood in a broad sense.

1. However, we will begin with an example of explicit transformation. It has 
found no successor, and is therefore regarded in all fields as an absolutely 
horrifying example (RGZ 106, 272-277 (6. 2.1923)). The Kiel town tram system 
was temporarily out of service due to lack of electrical current. The power 
station had been stopped by striking workers organized in the metalworkers 
union. Drivers, conductors and inspectors of the trams organized in the trans
port workers union, who where not on strike, turned up for work and demanded 
the payment of their wages. From the legal and sociological viewpoint the 
Reichsgericht performed a transformation (translation) of exemplary charm. I 
shall briefly reconstruct it.

a. Level of current law: according to the general contract law, this would amount 
to creditor's default of acceptance or creditor’s bearing the risk (§ 615 BGB);
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accordingly the workers should receive their wages, though they had not 
worked.

b. “In order, however, to reach a satisfactory solution to the dispute, one should 
not base oneself on the provision of the Civil Code, but instead consider the 
social relations as they have since developed . . . ” . There follows a social sub
sumption, to the effect that there are two groups in society, the employers and 
the workers. The workers are members on the one hand of the worker class and 
on the other -  by their labour contract -  of an enterprise and work community 
(of employer and workers). If the latter community failed for reasons not the 
fault of the employer (as in this case), the workers would have to accept the 
refusal of wages.

c. A renewed (second) level of law: “This finding derived from the social 
circumstances can however, also, without difficulty, be incorporated in the 
provisions of the Civil Code” . The Reichsgericht then applied §323 BGB (where 
there is impossibility of performance, the corresponding counterperformance 
cannot be claimed. The workers are not entitled to wages.

What is acting as a “thing” in this decision are social classes (employers and 
workers) and social communities (the work community), and the conflict rule is 
forced solidarity.

Brief commentary: Right up to the present, in the law of industrial risk 
distribution both the community ideology (where the firm suffers, the burden 
should be distributed over both groups) and the class ideology (depending upon 
which sphere is hit, the burden is allocated one of the two groups) can be used as 
approaches in legal doctrine.

2. In the law of price control the point there is the abuse of market power. The 
criteria for this are defined by comparison -  historical (earlier price policy) and 
spatial (price policy, say, abroad). In a series of decisions the Bundesgerichtshof 
has discovered and “transcended” the following dilemma. N o comparison 
without addition and deduction in the case of the items compared, but it is 
precisely these changes that disrupt comparability. The consequence is: no price 
control.

In this case-law (under the indirect influence of the uncertainty theory of 
physics and the position of the entrepreneur in competition theory) what is 
acting as a “thing” is the impossibility of defining competition; the conflict rule 
is a sociological -  historical assumed law of self-perpetuating developments 
(pattern predictions).

Brief commentary: Freedom of competition (as law) is therefore in need of 
protection and capable of being protected only against distortions of competition 
through “political systems” but not in the “economic system” .

3. The Springer group is an important media empire. A well-known journalist 
(Guenter Wallraff) worked there for a long period under a false name as a 
participating observer and subsequently published his experiences and views. 
The Bundesgerichtshof (BGHZ 80, 25-43; 20. 1. 1981) justified his action in
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principle (in view of the proportionality principle) as an appropriate disclosure 
of press abuses in the interests of press freedom.

In this example of case-law what is acting as “thing” is a notion of the “true” 
press and of the “true” public opinion; the conflict rule is the presumption that 
the journalist was acting as a social agency and that his action was justified by 
success.

Brief commentary: If and because breaches of the law can be justified by any 
kind of success that they achieve, then high treason can indeed, even in positive 
law, be a question of the date.

4. Trade unions, like other associations, have for various reasons problems with 
members. The German system of interest representation is organized in a dual 
way for workers: central industrial trade unions and decentralized works 
councils. For works councils elections -  as for all elections -  electoral freedom 
applies (with sanctions against its infringement). Are trade union prohibitions on 
members from being candidates on other lists infringements of electoral freedom 
or the realisation of freedom of association? The law of the highest courts has 
consistently decided in favour of electoral freedom within the plant, which they 
preferred on the basis of the proportionality principle.

What is acting as a “thing” here is the welfare within the plant of workers and 
firm, with as conflict rule an unambiguousness doctrine of damage to goods (in 
the specific case: trade unions are unambiguously infringing plant electoral 
freedom, while union candidates on non-trade-union lists do not unambiguously 
infringe union freedom of association).

Brief commentary: Corporatism analysts study the tripartite system of “poli
tics” (state), “economy” (employers) and “ labour” (unions) in terms of their 
activities which promote or endanger social stability. Critics feel that unions are 
too weak for a successful corporatism project, because state and employers are 
less dependent on unions than on the rank and file in the plants. Reflection on 
consequences (not by the judiciary but on the results which have been decided): 
Cui bono?

V.

In the fundamental legal principle of proportionality I have sought to define the 
most influential machinery of transformation for the osmosis, translation, 
covariance of law and society, as the supreme and most general productive 
principle of an -  admittedly silent and absolutely unavoidable -  justification of 
conflict rules for the decision of conflicting rights, interests and needs. Legal 
relations are in fact (in Germany since the days of Savigny) neither pure objects 
of evaluations nor pure evaluations of objects, but have always been premediated 
general decisions on the assignments of facts to a particular law by way of 
connection, the qualification of legal answers to social questions. Legal relation
ships do not presuppose (already) defined legal principles but produce these legal 
principles (more correctly, of course: lawyers are regarded as being authorized to
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effect this production). In the concealed application premises of the qualification 
theory itself, i.e. in the mode of application of the proportionality principle, a 
complete social science theory programme {sub verbo proportionality, justice or 
the like) is concealed. For the qualification theory (not the norm) defines the 
selection of object areas, and is in turn defined (not by norms, but) by the 
selection among the supreme alternatives in evaluation; accordingly, the mediat
ory definitions of (links between) objects of (say, economic) law and a methodol- 
ogy guided by a substantive theory (social goals, system performance: the 
different ways of saying do not enter in here) are therefore in need of explanation 
and justification (proportionality qualifications as theory of/for/in practice 
itself). This critical work is however lacking. Whether and how it could be done 
cannot be answered by the means of law, jurisprudence and lawyers. I should 
like to make my contribution thereto in the debate on materialisation and 
proceduralisation.** Here I shall accordingly merely state the following thesis: it 
is on the “projects” for the whole of society that are in each case to be 
implemented and realized that -  reconstructively -  the way “criticism” and 
“constructions” can react towards the law and from the law to each other, 
depends. The thing affected is always the justification of conflict rules for the 
sake of a “thing” .

* *  See Wieth o lter , R udolf (1985). “Materialization and Proceduralisation in Modern 
Law,” in G. Teubner (ed.). Dilemmas of Law in the Welfare State. Berlin: de Gruyter.
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Where the Legal Action is: Critical Legal Studies and Empiricism

D a v id  M. T r u b e k *

Wisconsin-Madison

Introduction

Critical legal studies is a scholarly project of recent vintage. It has attracted wide 
interest. But the nature of the project is not fully understood, and the implica
tions of a “critical” approach to legal studies have not been fully realized even by 
those who participate in the movement. Critical legal studies rests on a set of 
notions about relationships among the ideas we hold about law and society, the 
structures of social life we are engaged in, and the actions we take. These ideas 
present a challenge to legal scholarship as it is currently practiced, as well as to 
the organization of American society. The ideas on which the critical studies 
movement is based derive from a variety of sources in legal and social theory; not 
all are fully worked out or easily understood. This essay is an effort to clarify 
some of these ideas, and to draw out some of their implications for research on 
the history, meaning and impact of law.

*  This essay could be seen as an effort to resolve some of the questions left unanswered in 
an earlier piece I wrote (Trubek, 1977: 529).It was inspired by debates with several of my 
colleagues in the Conference on Critical Legal Studies and by discussions with Lawrence 
Friedman, Joel Handler, Austin Sarat and Bill Whitford about the relationship between 
CCLS and the “law and society” movement. Many people provided helpful comments on 
earlier drafts: these include Richard Abel, Kristin Bumiller, Willard Hurst, Leonard 
Kaplan, Duncan Kennedy, Karl Klare, Mark Lazerson, Deborah Rhode, Austin Sarat, 
John Henry Schlegel, Ted Schneyer, Gunther Teubner and Mark Tushnet. I am especially 
indebted to Stewart Macaulay, with whom I exchanged ideas at every stage of the project, 
Joel Rogers who read the manuscript with painstaking care and provided numerous critical 
comments and suggestions, and Carroll Seron and Frank Munger who shared a draft of 
their paper on the same subject. Opportunities to present tentative versions of the paper to 
the University of Wisconsin Interdisciplinary Legal Studies Colloquium and Legal History 
Program, the Center for European Legal Policy (Bremen), the European University 
Institute (Florence) and the University of California-Berkeley Program in Jurisprudence 
and Social Policy, helped me clarify the ideas. Lee Karlin assisted in the early stage of the 
research. Mark Cammack participated throughout the project and provided invaluable 
assistance both in formulating issues and in the conduct of the research. No one but me is 
to blame for what resulted from all this interaction. A first version of this article has been 
published in the Stanford Law Review I (1984).
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In a sense, this could be seen as an essay on “method.” Part of the polemics 
within and about critical legal studies has to do with what appear to be questions 
of scholarly method.1 Some question whether critical scholarship can produce 
valid knowledge about law in society, since the scholarly method employed 
stresses the study of appellate cases and other indicia of legal doctrine, and seems 
to overlook “empirical” evidence of the social “ impact” of law or the behavior of 
legal actors. On the other hand, people within the critical legal studies movement 
sometimes attack the sort of research that does focus on attitudes, behavior, and 
impact as a form of “social science mystification” which hides the true nature of 
social relations and the real importance of law in society. These people seem to 
be arguing about method, and particularly about the value of “empiricism” in 
legal studies.

I am sure one could construct a full latter-day methodenstreit out of these 
debates, and find in it echoes of the arguments that have split the German social 
science community from Max Weber’s day to the present (Adorno et al., 1976). 
That, however, is not my purpose. Behind the current discussion of method, I 
believe, lies a much more interesting set of questions about the nature and 
function of law in modern society, and the relationship between legal ideas and 
social action. Critical legal studies has contributed to the eternal debate on these 
matters, and one can learn something about that contribution by starting with 
what appear to be questions of method.

1. The Critique of Legal Order

I shall argue in this essay that Critical Legal Studies is both a continuation of, and 
a challenge to, an older tradition in legal studies. I call this tradition the “critique 
of legal order.” This tradition can be seen as the outgrowth of American legal 
realism, one of the sources of the “ law and society” movement that has produced 
so many valuable studies of what actually occurs in our legal life, and the starting 
point for the movement in thought that is associated with the Conference on 
Critical Legal Studies.

The idea of a legal order is a central part of the Western tradition of social 
thought about law, but it has been given many names. As I use the term, it is 
similar to Weber’s concept of formally rational modern law (Weber, 1968:654).

1 While there is a lively debate about the relationship between critical legal studies and 
empiricism, it is extremely difficult to document the various positions that have 
emerged. This is largely because very little has been written and nothing as yet published 
which explicitly deals with the questions canvassed here: people talk about these matters 
extensively, but rarely write about them. (For one exception, see Munger and Seron 
1983). Partly because of the paucity of texts, but also because of the nature of the issues, 
I have relied very heavily on extended conversations with proponents and opponents of 
CLS to develop the ideas presented here, but make no attempt to document these 
discussions. There has been more explicit attention to these questions in Great Britain, 
and readers interested in these issues will find a useful analysis in Cain and Finch. 
(1981:105). For one critical scholar’s views of “social science” in American legal studies, 
see Tushnet (1980:1383).
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Mensch and Kennedy’s classical legal consciousness (Mensch, 1982; Kennedy, 
1980:3) and Selznick and Nonet’s concept of autonomous law (Nonet, and 
Selznick, 1978: part III). Following Unger, (Unger, 1976) I use the term “legal 
order” to describe the view that four conditions prevail in a society. First, the 
law is in some sense a system, that is, a body of concepts (“doctrine”) which, 
properly interpreted, provides an answer to all questions about social behavior 
(including the answer that the law does not affect that behavior). Secondly, there 
is a form of reasoning which can be employed by specialists that will generate the 
necessary answers from doctrine when such answers are required. Thirdly, that 
doctrine reflects a coherent view about the basic relations between persons and 
of the nature of society; Unger calls this a “defensible scheme of human 
association.” (Unger, 1983:561). Finally, to a significant degree, social action in 
the society is oriented toward the norms that are generated by the legal system, 
either because these legal norms have been internalized by the actors or because 
by threat of or actual coercion the actors come to abide by them.

The critique of legal order is based on four principles, which I call indetermi
nacy, antiformalism, contradiction and marginality. Taken together, these prin
ciples challenge the idea that a legal order (in this sense) exists in our (or any 
other) society.2 First, the critics assert that while there is clearly a body of stuff 
we can call legal doctrine, it is not a “system.” That is, the doctrine neither 
provides a determinant answer to questions nor covers all conceivable situations: 
that is the principle of indeterminacy (Kennedy, 1976:1685; Kennedy, 1973:351). 
Secondly, the critics reject the idea that there is a distinct form of legal reasoning 
which can be applied to the doctrinal materials by neutral specialists to yield 
concrete results: this is the principle of antiformalism (Unger, 1983:561). 
Thirdly, the critics reject the view that the doctrine contains a single, coherent 
and justifiable view of human relations; rather they see the doctrine as reflecting 
two or even more different and often competing views, no one of which is either 
sufficiently coherent or pervasive to be called dominant (Kennedy, 1976 and 
1979:205; Macaulay, 1966; Tushnet, 1979:1307). This is the principle of con
tradiction. Finally, the critics note that even under those circumstances in which 
a consensus can be formed about the norms of the law, and thus the potential for 
internalization of legal norms or legal coercion, there is no reason to believe that 
the law as such often or even frequently is a decisive factor in social behavior: 
this is the principle of marginality (Macaulay, 1963; Galanter, 1974:95).

The critique of legal order presents a challenge to legal scholarship as it 
traditionally understood itself. If law is indeterminant, all scholarship on what 
the law is must appear to be a form of advocacy, rather than a “neutral” or 
“scientific” activity. If there is no distinct form of legal reasoning, scholarly 
argumentation about the law blends into political and ideological debate. If the

2 For a general introduction to the critique of legal order, see, Kennedy (1980); Mensch 
(1982); Gordon (1981:1017); Tushnet (1981). If one reads Stewart Macaulay (1963:55), 
Macaulay (1966:1051), one can see why it might be possible to claim that all the elements 
of the critique of legal order were understood over twenty years ago. Kennedy 
(1976:1685).
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stuff of legal doctrine is, by its nature, contradictory, then legal argumentation 
can find no grounding in the materials of law itself; given good advocates and 
limiting argumentation to materials in the doctrine, all lawsuits and all scholarly 
debates about the law should end in a tie. And if law is marginal, then whatever 
normative arrangements govern social life must be worked out extralegally, or at 
best “in the shadow of the law.” Moreover, since the law that casts that 
“shadow” is itself indeterminant, contradictory, and a part of political and 
ideological debate and struggle, “ law” itself is not something hard but rather an 
obscure and vague source of normative guidance, so that social arrangements are 
shaped in the shadow of a shadow, as it were.

Those who accept the critique of legal order can find it paralyzing or 
exhilarating. While the critique seems to deny the validity of some kinds of legal 
scholarship, it opens up multiple possibilities for new scholarly directions. In a 
sense, this essay is about some of these possibilities, and the relations among 
them. In analyzing the debate about “empiricism” within Critical Legal Studies, 
and the claims made by critics of CLS that it is “anti-empiricist.” I am discussing 
arguments between people all of whom have bitten of the fruit of the critique of 
legal order, but who have taken different paths as they try to work out its 
implications for their lives and their work.

One of the themes of the essay is the importance of holding all the elements of 
the critique together as one pursues its implications. I fear that many have 
latched onto one or two of these ideas and forgotten about the rest. To do that 
would, in my view, be to go down a dead end. So this essay is really about what it 
would mean seriously to follow out the full implications of indeterminacy, 
antiformalism, contradiction and marginality all at once.

2. What Is the Meaning of “ Empiricism” in the Debate over Critical 
Legal Studies?

In using the debate over something called “empiricism” as the thread into the 
cave, I will restrict myself to the uses of this term within the particular argument 
that has sprung up within and about the Conference. Whatever meanings 
empiricism may have to outsiders, it has taken on particular -  and often polemic 
-  meanings in the arguments among critical scholars and between them and 
others who work within the broad framework set by the critique of legal order. 
Moreover, as we look more closely at the debate itself, we can see that 
“empiricism” is used in at least three distinct ways. The first task is to sort out 
these meanings.

This debate takes place among people who are studying the law; one can 
imagine that when they talk about “empiricism” they are referring to certain 
techniques to be used in this effort, e.g. surveys, interviews, multivariate 
analysis. To be sure, that is what they are doing. But the debate seems to be 
about something else as well: something larger seems to be at stake.

This is clear when we look at the way some people in critical legal studies 
think about the techniques of empirical inquiry. These people express hostility
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towards empiricism because they think it is associated with (a) determinism and 
(b) positivism.

Determinism is the view that the social world is governed by fundamental 
laws. Social life, like the interaction of molecules and the rotation of planets, 
obeys certain laws. These laws, which give society its deep logic, exist irrespec
tive of our wills. Social science, in this view, brings to light the objective 
conditions which determine our fate.

Positivism is the view that there is a radical distinction between statements 
about facts and other statements, and that empirical social science can only 
consist in statements about facts (See Alexander, 1982). Positivists include those 
who favor grand theory, as well as those who set their sights on more modest 
propositions of the middle range (Alexander, 1982:5). It may include those who 
style themselves as structural functionists and those who espouse some version 
of Marxism.3

For those who share the “positivist persuasion” scientific knowledge is a set of 
generalizations about facts. The ultimate arbiter of any theory is the facts: 
Knowledge is built up through an iterative process in which general statements 
are tested against what we can demonstrate to be the case using methods of 
empirical inquiry which allow us to determine if the laws we hypothesize 
adequately describe the facts we can apprehend. Theory and method are defined 
in this context. We have to state laws in ways that allow them to be falsified by 
factual inquiry (theory), and we must have ways to measure the facts against the 
relationships posited by the theory (method). The task of empirical social science 
in this sense is demanding. The first challenge is getting the right facts: there is 
always the problem of whether something we know about social life is central 
and representative, or peripheral and unusual. We also have to be sure to separate 
out what the observer wants to believe (bias) from the real facts. A second 
problem is to set forth knowledge of the facts with parsimony; there must be 
some way to reduce the information we receive about empirical reality to a 
comprehensible and testable set of propositions.

When some people in CLS attack something they call “empiricism,” they 
think they are challenging both positivism and determinism. They think that the 
search for the facts, and the use of various methods to get the facts, reveals a 
commitment to reduce all knowledge to statements about an empirical world and 
an acceptance of some form of determinism.

Few who defend the search for facts and the empirical method accept this 
vision of what they are doing. While there are many alternative accounts of 
empiricism employed by defenders of the methods in question, one worthy of 
special note might be called “pragmatism.”4

The pragmatic approach accepts the view that to understand social life we 
must be in touch with what is going on now in our culture. This leads them to 
support, and engage in, much the same sort of inquiry which might be carried

3 For a critique of positivism in Marxist thought see Albrecht Wellmer (1974).
4 This category was suggested to me by my colleague Bill Whitford who is a leading

practitioner of what I would call pragmatic empiricism in legal studies. Rorty (1982).
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out by positivists, including those whose positivism includes determinism. The 
difference is not in “method” in the sense of surveys versus texts, data versus 
doctrine. The difference is in the understanding the pragmatists have about why 
they are conducting surveys or observing all that behavior. Where positivist 
determinists see themselves as mapping some underlying reality and constructing 
iron laws of social life, the pragmatists are concerned with conducting an inquiry 
that will advance some end they have in view (Rorty, 1982:160).

Let us assume that I want to be sure that my faculty hires more women. To 
further this interest, I will want to learn how the appointments process really 
works: to do this I will conduct what we should properly call an “empirical” 
inquiry. I will listen to debates, identify various coalitions, understand how they 
react to various arguments, and plan my strategy accordingly. I do not hope to 
develop any “iron law of faculty politics” but if I get my candidate appointed, 
who cares? Or assume that I favor broad access to the courts by social 
movements who are using various strands of legal doctrine to advance what I 
consider to be worthy aims. Someone comes along and claims that our litigation 
rates are soaring and are now the highest in the world, that our courts are being 
called on to handle issues never before resolved in litigation and beyond their 
inherent capabilities, and that as a result we should deter the use of courts by 
various litigants. I will want to test these claims using what evidence I can gather: 
I may analyze the litigation statistics over time and in comparison with other 
nations, I will look for historical precedents for the kinds of litigation I support, 
I may interview judges, lawyers and court administrators to see how they see 
what is going on: all this “empirical” inquiry may produce a counterpicture of 
what is going on that I can use to defend policies I favor (Galanter, 1983). 
Finally, assume I find it distasteful that sellers bilk consumers and someone says 
the solution is to pass the sort of consumer protection law that is in force in 
Alabama. Before I sign on, I may want to go to Alabama and find out what is 
going on. I will want to talk to lawyers, people in the Attorney General’s office, 
and consumers. If I want to be sure consumers can and do use the law, I may 
want to conduct a statistically valid survey of Alabama consumers. If I find the 
systems work, I may go along, but if I discover that no one knows about the law, 
or that it is too expensive to use it, or that lawyers dissuade consumers who want 
to sue local merchants, I will decide that this law does not foster the interests I 
favor (Macaulay, 1979:115). In all these examples, empirical methods have been 
used pragmatically to advance a chosen goal.

In the debate over critical legal studies there is yet a third way in which 
“empiricism” is used. This is a usage designed to distinguish different ways of 
studying the law. In this “ legal studies” sense the term empiricism describes an 
approach to the study of law which is distinguished from traditional scholarship 
on the law as such. Such traditional research seeks to state what the prevailing 
legal norms are: Research of this sort focuses on doctrine; the authoritative texts, 
i.e. constitutions, statutes, rules, and cases. Other materials including history and 
information about society may, and frequently are, introduced, but only to aid in 
normative interpretation. In the legal studies sense “empirical” is used to 
distinguish a type of study of law whose aims differ radically from doctrinal legal
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research. Where doctrinal research focuses on what the law “ is” the “empirical” 
legal tradition examines what has brought the law about, what the actors in the 
legal system do, how law actually works, what effect it has on people.5 1 call this 
“empirical legal studies.”

The successful creation of a tradition of research which examines law from the 
outside, examining its history, meaning and impact, has been a heroic achieve
ment. It has long been clear that doctrinal studies alone cannot give an adequate 
account of the operation of law, and that exclusive reliance on doctrinal studies 
can mislead us about what really matters. Yet it has not been easy to go beyond 
doctrinal studies: the effort has been hampered by the recalcitrance of traditional 
legal scholars, the unwillingness of law schools to support risky (and often 
costly) research endeavors, the indifference of most social scientists to legal 
institutions, and the absence of any permanent institution designed to foster this 
kind of work.6 Despite these barriers, the movement to expand legal studies from 
doctrine to the study of what law does (or doesn’t do) has been relatively 
successful, creating new alliances between lawyers and scholars in other discipli
nes, spawning numerous “ law and . . . ” subfields (e.g., law and society, law and 
economics, legal history) and generating a substantial literature.

In the struggle to construct a nondoctrinal tradition in legal studies, many 
came to see what they were doing as “empirical,” and to believe that this term 
defined a bright line between their activities and those of the traditionalists 
against whom they were rebelling. It is easy to understand how this occurred. 
Although the nondoctrinal tradition can be seen as one of the fruits of the general 
critique of legal order, many who pioneered in the nondoctrinal movement 
tended to put greatest stress on the principle of “marginality,” that is, the idea 
that legal norms influence what goes on in society at best in an indirect and 
uncertain fashion. They felt that to study what really goes on in the shadow of a 
shadow it was necessary to get out of the library and get “the facts” ; i.e. to see

5 See, e.g., Abel (1973:175). The purpose of what Abel calls “law books” is to rationalize 
(in the Weberian sense) legal doctrine, i.e., to state, explain, organize and criticize legal 
rules according to currently acceptable legal criteria. Such legal rationalization is a part 
of the professional legal enterprise. Law books are legal scholarship produced to meet 
the demands of the functioning legal system.
By contrast, the common feature of all “books about law” is their detachment from the 
professional enterprise; their objectives lie outside the legal system. Books about law are 
a reflection upon the whole activity of which law books are a part.

6 John Henry Schlegel has provided us with a fascinating account of the early struggles to 
establish empirical legal studies in America. He notes that the law schools were not 
prepared to support an endeavor that would require long periods of collaboration 
between lawyers and social scientists, and could lead to results that would challenge, 
rather than confirm, the reformist ideas that initially led the schools to dabble in social 
science. (Schlegel, 1980:459). Robert Gordon has noted that legal scholarship is particu
larly resistant to what he calls “historicism,” i.e., the idea that legal ideas, institutions 
and structures are changeable. (Gordon, 1981:1017). Recently,scholars as diverse as 
Stewart and Macaulay and Richard Posner have lamented the continuing hostility of the 
law schools to the empirical and social scientific temperament. See Macaulay (1982); 
(Posner, 1981:1113).
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what really went on in areas allegedly affected by legal rules. It is part of the 
folklore of the University of Wisconsin Law School, where this tradition has 
flourished, that Frank Remington argued that criminal law should be studied in 
the patrol car, and Stewart Macaulay echoed him by saying that business contract 
law should be looked at in the offices of corporate purchasing agents. Riding in 
the patrol car, or visiting the GM purchasing agent, was empirical; parsing cases 
on the Miranda rule or analyzing the doctrine of consideration was not. In 
addition to the effect created by their acceptance of the principle of marginality, 
the creators of the nondoctrinal tradition were influenced by the American social 
scientists with whom they formed an initial alliance. Then, as today, many of the 
social scientists who became interested in the study of law accepted some version 
of the positivist account of social knowledge. This naturally led them to define 
“theory” as empirical theory in the positivist sense, and to place great emphasis 
on the need to employ standard “empirical” methods (surveys, interviews, 
analysis of statistics) to validate theory. So at least for some, the term “empirical 
legal studies” came to be equated with the nondoctrinal tradition and thus in this 
third sense has entered into the debate over critical legal studies.

3. Confusion in the Discussion of Empiricism in Legal Studies

One reason that the debate over empiricism and critical legal studies is so 
confused is because these three senses of empiricism get mixed up. Some who 
don’t like critical legal studies and do like “empiricism” in the third (legal 
studies) sense note that critical scholars seem to be studying legal doctrine, as, in 
a sense, they are. Since by definition the study of doctrine is excluded from 
empirical legal studies, these people feel they can reject the critical legal studies 
movement as “nonempirical,” and for this reason incapable of providing an 
adequate account of law in society. On the other hand, some who like critical 
legal studies but do not like positivism and determinism conclude that all the 
people who are doing interviews, analyzing statistics, conducting surveys, 
coding records and so on must be positivist determinists. Since the critical 
scholars see the reductionist view of knowledge as a mystification of social life 
and the determinist account of society as a barrier to transformative politics, they 
reject what they take to be empirical legal studies.

It seems to me that most of this argumentation is just wrong. On the one 
hand, there is no reason to identify nondoctrinal methods of research in legal 
studies with positivist determinism. That doesn’t mean that positivists do not 
exist,7 or that some people who analyze litigation rates may believe they are in

7 Donald Black, a leading practitioner of empirical legal studies, identifies himself as “an 
uncompromising adherent of the positivist approach.” See Black (1972a:709). Black 
asserts that “law can be seen as a thing like any other in the empirical world.” (Black, 
1972b: 1086). He lists the basic principles of a positivist social science of law as, first, 
“science can know only phenomena and never essences. The quest for the one correct 
concept of law or anything else ‘distinctively legal’ is therefore inherently unscientific.” 
Second, “every scientific idea requires a concrete empirical referent of some kind . . .
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touch with unalterable aspects of reality. It just means that most people who do 
that sort of thing are probably aware of the limited, provisional and pragmatic 
nature of the knowledge it yields. On the other hand, it is silly to say that critical 
legal studies is doctrinal, in the sense in which that term is used in the debate. 
This argument confuses the object of study with the purpose of study. Certainly, 
critical legal scholars spend a lot of time reading doctrinal materials and writing 
about cases and statutes. But they are not trying to find out what the law “is” ; 
nothing, I submit, is further from either their intentions or the results of their 
work. To suggest that somehow Duncan Kennedy and Karl Klare are doing the 
same thing as Langdell and Williston is just nuts.

On the contrary, if we are to classify the critical scholars in the terms 
employed by the debate over legal scholarship, then they clearly fall on the 
empirical side of the line as the term is used to distinguish forms of legal studies. 
That is, if we accept as valid the definition of empirical legal studies as research 
on what the law does in society, in contrast to studies of what the law on a given 
question “is,” then critical scholars are doing empirical research. While at a later 
point I will seek to question the doctrinal-empirical dichotomy itself, first I want 
to defend the claim that, at least in the terms of the distinction, critical legal 
studies is empirical.

What is the basis for differentiating empirical and doctrinal legal studies? One 
might see the distinction as similar to that between theology and the sociology of 
religion. Theologians develop ideas aboqt the world and humanity from within 
an authoritative tradition: a sociologist of religion would look at theological 
production from without, attempting to account for it and to trace its impact on 
society (Weber, 1968:339). Similarly, empirical legal studies looks at the opera
tions of the law from the outside, asking what brings the law about and what 
impact it has. Moreover, empirical legal studies, like the sociology of religion, 
has a potentially subversive effect on the object of study. Because these enter
prises question the self-understanding of the activity they study, they may 
appear to threaten it.

Empirical legal studies not only look at law from the outside; they also make 
problematic what is taken for granted by those whose activities they study. It is 
no accident that Stewart Macaulay’s study of “Non-Contractual Relations in 
Business” is one of the classics of the empirical legal studies tradition (Macaulay, 
1963:55). This study juxtaposes the assumptions built into the law of contract 
with an empirical investigation of what businessmen do. Where the law of 
contract presupposes that commercial relations are explicitly established in

Accordingly, insofar as such ideal as justice, the rule of law, and due process are without 
grounding in experience, they have no place in the sociology of law.” And finally, 
“value judgments cannot be discovered in the empirical world and for that reason are 
without cognitive meaning in science ..  . Science is incapable of an evaluation of the 
reality it confronts.” (p. 1092). The aim of the sociology of law should be to develop a 
general theory of governmental social control, “a theory that would predict and explain 
every instance of legal behavior.” (p. 1087). Black himself offered such a general theory 
in his book (Black, 1976).
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advance, Macaulay found businessmen rarely plan for the long-term implications 
of their transactions in advance (Macaulay, 1963:56). Where the law of contract 
presupposes that breakdowns in business relations will be resolved in courts 
through the application of the rules of contract law, Macaulay found that courts 
were rarely used by businessmen with disputes (Macaulay, 1963:60).

Critical legal studies follows this tradition: it looks at law from the outside; 
makes problematic things taken for granted by the object of study, and examines 
relationships between legal ideas and social action. The focus of these studies, 
however, is rather different than much of the “empirical” work done heretofore: 
this difference of focus helps explain the confusion over how to label this newer 
tradition.

4. The Critique of Legal Thought

Critical legal studies in the United States includes a wide range of scholarly 
activity, but much of the writing produced by CLS focuses on the ideas in legal 
doctrine or legal scholarship. Since it is this work -  the critique of legal thought, 
if you will -  which has generated the debate I am analyzing, I shall focus on it. 
Critical scholars write articles about major legal decisions in areas like labor (See 
generally Cloke, 1976:159; Klare, 1978:265, 1981:450, 1982; Stone, 1981:1515), 
and anti-discrimination law (Freeman, 1978:1049, 1982), about doctrinal con
cepts in tort (Abel, 1981:59, 1982; Kennedy, 1982:563), contract (Gabel, 
1977:601; Gabel and Feinman, 1982), and public law (Tushnet, 1979:1307; Frug, 
1980:1057), and on the presuppositions of legal scholarship itself (Tushnet, 
1980:1383, 1981:1205; Kennedy, 1979:205; Gordon, 1981:1017; Gabel, 
1980:25). Unlike the judges and scholars whose work they study, however, those 
who critique legal thought do not try to determine what are the appropriate rules 
for wildcat strikes or whether it is necessary to prove discriminatory intent as a 
condition of liability under antidiscrimination laws: rather they seek to expose 
the assumptions which underlie judicial and scholarly resolution of such issues, 
question the presuppositions about law and society of those whose intellectual 
product is being analyzed, and examine the subtle effects these products have in 
shaping legal and social consciousness.

Critical legal scholars take doctrine seriously. But they also think they are 
examining the social role of law. The critical scholars clearly believe that when 
they conduct a critique of legal thought they are not doing doctrinal research but 
are looking at law from the outside, and tracing relationships between law and 
social action. Moreover, they see themselves as working out the implications of 
indeterminacy, antiformalism, contradiction and marginality.

All this seems to be a puzzle to those who visualize a clear boundary between 
doctrinal and empirical legal studies. All the legal empiricist can see is that the 
critical scholars have abandoned the patrol car for the library. Instead of 
studying the gap between the law in the books and the law in action (Abel, 
1980:805; Sarat, 1983) or looking for extralegal sources of normative order 
(Galanter, 1981:1), the critical scholars are just studying the law (or even worse:
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they are studying studies of the law). So how can they claim to be part of the 
nondoctrinal tradition, to continue a critique of legal order which includes the 
principle of marginality?

4.1. Law, Meaning, and the Construction of Society

The answer lies in a view of social relations. For those who engage in the critique 
of legal thought, ideas in some strong sense can be said to “constitute” society. 
That is to say, social order depends in a nontrivial way on the fact that the actors 
in a society share “world views” : basic notions about human and social relations 
which give meaning to their lives. Ideas about the law -  what it is, what it does, 
why it exists -  are part of the world view of any complex society like ours: these 
ideas form the legal consciousness of society. The critique of legal thought is the 
analysis of the world views embedded in modern legal consciousness.

Karl Klare states this program with clarity. He describes capitalist society as a 
“constructed totality” in which ideas, institutions and power relations interrelate 
in complex ways. Looking at his own specialty, American labor law, Klare 
describes this body of thought as the embodiment of a “moral and political 
vision,” which contains a “powerfully integrated set of beliefs, values and 
political assumptions” (i.e. a world view) which serves as a “ legitimating 
ideology that reinforces the dominant institutions and hegemonic culture of 
society” (Klare, 1982:73). The task of “critical labor law,” he suggests, is to bring 
to light the world view encoded in labor law doctrine (Klare, 1982:66).

One could see this project as the analysis of ideology: indeed, Klare and other 
critical legal scholars define their work largely in this fashion. Looking at critical 
legal studies as the analysis of ideology makes it possible to see in what way it 
would be proper to characterize it as empirical legal studies. By studying legal 
doctrine from this perspective, the critical scholars are examining the ways in 
which lawyers produce ideological pictures, and how these pictures influence 
social relations. Seeing the critique of doctrine as the study of ideology should 
clear up, for those who haven’t been able to work it out, the difference between 
Corpus Juris Secundum and The Politics of Law*. It might even lead one to 
conclude that critical legal studies is really in the mainstream of social science, for 
ideology is a well-recognized field of social research.

But things are not quite that simple. There is a world of difference between the 
typical product of critical legal studies and much sociological research on 
ideology. Take as an example of the latter Max Weber’s classical study of the 
relations between world views and domination in his monograph The Religion of 
China (Weber, 1968). This study analyzes the relationship between the world 
views of Confucianism and Chinese political and economic structures. Weber 
accepted the view that societies are held together by constructed realities of 
meaning. In The Religion of China he shows that the most basic religious and 
ethical ideas of Confucianism created a world of social meaning in which the 
domination of the gentry or mandarin class could be seen as self-evident and

8 See Kairys (1982). This book contains a series of essays by members of the Conference
on Critical Legal Studies and the National Lawyers Guild.
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necessary. To put it in the language of critical legal studies, Weber saw Confu
cianism as a “moral and political vision” and demonstrated how it “ legitimated 
the hegemony” of the gentry who were the dominant “class” in Imperial China. 
But while Weber’s analysis of the relations among world views and sociopolitical 
domination helps us understand traditional Chinese society, he is obviously 
uninterested in criticizing Confucianism’s cosmology or its related ideas about 
social structure and state. The project of critical legal studies is very different: 
while critical legal scholars seek to show relationships between the world views 
embedded in modern legal consciousness and domination in capitalist society, 
they also want to change that consciousness and those relationships. That is the 
critical dimension in critical legal studies. In this scholarly tradition, the analysis 
of legal consciousness is part of a transformative politics.9 This is what disting
uishes critical legal studies from much of “social science” as we normally 
understand it.

4.2. The Critique of Legal Consciousness and the Transformation of Society

The idea that legal scholarship can be a kind of transformative political action is 
central to what I have called the critique of legal thought. It represents an 
important part of the critical legal studies tradition. But it is an idea that is not 
well understood. And the views it rests on have not been fully worked out, even 
by those who engage in this practice.

In this section, I shall set out a provisional account of the views that underlie 
such scholarly practice. I consider this account provisional for two reasons. First, 
although it is based on a study of the work of the critical scholars, it is strictly my 
own, not a collective view to which all currently adhere. Secondly, and more 
importantly, the account leaves many issues unresolved. But it does help us see 
how the critical analysis of legal thought might contribute to social change.

It will be useful to start with a more familiar notion of the relationship 
between legal scholarship and politics. There is an old tradition of instrumental 
radicalism in the law schools; legal scholars who sympathize with specific social 
movements (unions, blacks, women) have helped foster the goals of these 
movements by lending their legal talents to specific struggles. These radical 
instrumentalists may participate in litigation or write doctrinal articles justifying 
results thought to provide instrumental gains for the movements in question.

Critical legal scholars do not reject this kind of radical instrumentalism; 
indeed, many engage in it. But the movement also involves a very different set of 
practices: these aim at changing society through the transformation of legal 
consciousness.

The consciousness of any society rests on a set of world views: basic (and 
sometimes implicit) notions about what is natural, necessary, just, and desirable. 
These world views provide an explanation for what would otherwise be inexplic
able or intolerable. They lie behind all specific justifications of unequal power, 
social hierarchies and differences in life-chances. They give to society what is

9 For an extended discussion of the relationship between critical legal studies and
transformative politics, see Unger (1983:561).
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most fundamental: meaning. Social actors are like fish; they can only survive in a 
sea of meaning. The worlds of meaning we construct shape and channel what we 
do and do not do. In this view, it is not possible fully to separate social relations 
and the world views on which they rest: they are the same thing. That is why 
critical scholars sometimes say that consciousness constitutes society, rather than 
merely mirroring or distorting social relations.10

By legal consciousness, I mean those aspects of the consciousness of any 
society which explain and justify its legal institutions. Taken most broadly, legal 
consciousness includes all the ideas about the nature, function, and operation of 
law held in society at a given time. It incorporates and is largely shaped by, but is 
not limited to, the ideas held by the legal profession: public understanding and 
evaluation of law is as much a part of our legal consciousness as are the most 
refined views of the most eminent scholars or the most comprehensive decisions 
of the Supreme Court. The legal consciousness of our time and place is the way 
in which we integrate our understanding of legal order with other ideas which 
give meaning to our social world.

If society is in some sense constituted by the world views that give meaning to 
social interaction, then to change consciousness is to change society itself. That is 
the central tenet of the critical legal studies creed, the grounding for the belief 
that scholarship is politics. For if scholarship can change consciousness it is not 
merely a move toward an ultimate transformation; it is the real thing.

But how can scholarship affect consciousness? What can scholars hope to do 
to change the way we see and value the world? Critical scholars base their 
answers to these questions on two assumptions: First, that world views rest on 
claims to truth; it is the claim to truth that gives meaning to a world view and 
thus gives it constitutive power. Secondly, while world views may be partially 
false, they contain within them a kernel of truth that can be uncovered. Because 
every world view is hostage to its claim to be true, its constitutive force can be 
undermined if these claims can be refuted. Because there is a kernel of truth in 
any world view that has become dominant in any society, the refutation can take 
place within terms partially set by the existing tradition itself. Albrecht Wellmer, 
a leading exponent of the Frankfurt School critical theory of society, says:
Critical theory is derivable from a notion of the “good life” already available to it as part of 
the socio-historical situation it subjects to analysis; which, as the notion of an acknow
ledgement of each individual as person by every other individual, and as the idea of a non- 
coercive communal human life of dialogue, is a draft meaning of history already fragmen- 
tarily embodied in a society’s traditions and institutions: a draft meaning which it applies 
critically in opposing a society and its dominant forms of self-understanding. (Wellmer, 
1974:40. See also Unger, 1983:561).

If one examines the work of critical legal scholars, one can find evidence that 
they share this view of the relationship between scholarship and transformation. 
Karl Klare is most explicit when he argues for critical examination of the 
ideological (i.e., false) aspects of labor law doctrine:

10 For a general statement of this perspective on consciousness and society see Gordon 
(1982:291).
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The mission of all critical social thought is to free us from the illusion of the necessity of 
existing social arrangements. The more total the criticism, the greater the emancipation . .. 
The critique of labor law as ideology is therefore an indispensable component of the 
utopian project of experiencing in thought and in social life the radical disintegration of the 
intellectual and institutional constraints of capitalist society. (Klare, 1981:450, 482).

Klare and others share the view that scholarship can bring to light the world 
views encoded in modern legal consciousness, so that we can understand what in 
it is false and what contains a “draft meaning of history” in Wellmer’s sense. 
When this is done, the scales will fall from our eyes, and we will be free to create 
new systems of meaning and thus new relationships.

A good example of this sort of research is the collective effort by people in the 
Conference on Critical Legal Studies to describe the rise and fall of a “classical 
legal consciousness” in America. This project was initiated by Duncan Kennedy, 
who has contributed several major published (Kennedy, 1979:205, 1980:3) and 
unpublished works to the effort. It is ably summarized by Elizabeth Mensch in a 
recent essay on “The History of Mainstream Legal Thought.” (Mensch, 1982). 
Mensch’s essay tells the story of the rise and fall of classical legal consciousness, 
seen as a coherent set of ideas about law and society which Mensch asserts held 
sway among leading legal thinkers in the latter part of the 19th century. As 
Mensch describes it, “classical legal consciousness” provided answers to basic 
questions about the relationship between individuals and society, the relation
ship between the state and private actors, and the nature and operation of the 
law.11

Like Confucianism in Imperial China, classical legal consciousness legitimated 
a structure of hierarchy and domination, in part by justifying it and in part by 
deflecting attention from its nature and operation. The story Mensch tells is of

11 In this view, the distinguishing feature of elite legal thinking from roughly 1885-1935 
was its ardent faith in the possibility of a rationalist ordering of the entire legal universe. 
During the classical age, jurists presumed to transcend the uncertainty of philosophical 
speculation for the hard and sure world of science. The basic premise was that there is a 
unique legal structure which corresponds to a market economy and a republican form of 
government. It was the task of the jurist to discover and elaborate that conceptual 
structure.
As fully developed, the theory conceived the world not as a multitude of particularized 
social relationships but as instances of a single general legal relation. The relations of 
private parties to each other and to the state, and of the states to each other and to the 
federal government, were all qualitatively analogous. The legal world was viewed as a 
structure of nonoverlapping bounded spheres of protected rights and powers. These 
rights and powers were absolute within their protected domain. Disputes arose only 
over the contours of the bounded spheres. Thus, the judicial task was to define and 
police boundaries. Moreover, the precise limits of a legal actor’s powers were thought to 
be discoverable through the application of an objective methodology.
Realist scholarship of the early twentieth century demolished the premises of classical 
legal consciousness. But as Mensch notes, and this is the key point, “ [the] basic model, 
although in bankrupt form, is with us still. The message the model conveys is that actual 
power relations in the real world are by definition legitimate and must go un
challenged.” p. 26.
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the rise of a series of challenges to the world views encoded in this mode of legal 
thought, launched largely by the American legal realist movement, followed by a 
series of counterattacks to these challenges by other post-realist modes of 
thought about law (e.g. law and economics, legal process) all of which sought to 
contain the realist critique and preserve dominant features of the classical 
synthesis. While these post-realist movements are quite diverse, they seem to be 
tied together by a common ideological intent, namely the effort to blunt 
challenges to the world view of classical legal thought (Tushnet, 1980:1383; 
Mensch 1982).

In her effort to unmask the ideological nature of the post-realist “coun
terreformation,” Mensch uses a device that appears in other critical scholarship -  
the analysis of the incoherence of particular legal ideas or views.12 Critical 
scholars have devoted substantial efforts to demonstrating the existence of 
contradictory ideas in modern legal doctrine. One might argue that one of the 
movement’s major scholarly contributions has been to expand and deepen the 
insight, first expressed by writers in the realist tradition like Karl Llewellyn 
(Llewellyn, 1960:521) and Stewart Macaulay (Macaulay, 1966:1051), that legal 
doctrine contains radically contradictory principles, and thus to work out the 
implications of the principle of contradiction mentioned earlier. Kennedy’s 
essays on private law doctrine (Kennedy, 1976:1685) and his study of Blacksto- 
ne’s Commentaries (Kennedy, 1979:205) illustrate this mode of analysis. In his 
study of “Labor Law as Ideology,” Klare identifies contradictory principles in 
labor law doctrine. These include ambivalence in the use of the distinction 
between what is public and private (Klare, 1981:470), and contradictions in the 
conceptualization of workers’ rights, which are alternatively treated as individual 
or collective, inalienable or waivable (Klare, 1981:473). “The decisional law of 
collective bargaining,” he says, “has generated a number of frameworks and 
hierarchies of workplace rights, each of which is so ambiguous and internally 
contradictory that the courts may, and do, brutally manipulate these rights 
frameworks in particular cases.” (Klare, 1981:469).

4.3. Legitimation and Truth

The amount of energy critical legal scholars devote to demonstrating that liberal 
legal doctrine is “ incoherent” suggests that they believe that more is at stake than 
mere repetition of the insights of legal realism. For it is partly by the demonstra
tion of the internal inadequacies of liberal legal thought that, it is believed, 
critique will undermine its power over men’s minds. So it is not enough to 
develop a general “proof” of doctrine incoherence: manifestations of the con
tradictions in liberal legal doctrine must be studied in their particularity, so that 
we can come to see that they contain no immanent legal or social rationality, 
other than that of cloaking power in the garb of right.

12 Thus, the period from 1940 to the present is described as a series of “efforts to 
reconstruct American legal thought” ; all of these, however, she asserts contain fairly 
obvious “ intellectual incoherences.” (1982:37).
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It is no surprise that this approach worries some on the left, who see liberal 
rights theory as a possible source of instrumental support for left social move
ments (Sparer, 1984). Although critical scholars recognize this concern, most in 
the end come down on the side of the argument reflected by the work of Klare, 
Kennedy and Mensch. Why is this so? The scholars who take this position are 
politically sophisticated; they recognize the force of the arguments of those who 
see rights theory as a shield for left social movements. I submit that they reject 
this line of argumentation because of a belief in the liberating value of the truth. 
The critical scholars see within liberal doctrine a core of truth and a periphery of 
mystification: the task is to bring the truth content of liberal rights thinking to 
the surface by demonstrating the mystifying and ideological content of the 
periphery. Commenting on this issue, Duncan Kennedy says:
. . . the argument that there will be bad consequences for the left if liberal rights theory loses 
its plausibility is a weak one. The point is that the theory is wrong and incoherent. This is 
just true, as far as I can tell, and no amount of lamenting the consequences of his fall will 
put Humpty Dumpty together again. (Kennedy, 1981:503).

This does not mean that rights theory should be ignored; quite the contrary, the 
critical scholars see it as the essential starting point for critical work in part 
because there is a vital core of truth embedded in what must be seen as a complex 
and contradictory body of thought. “Embedded in the rights notion,” Kennedy 
says, “ is a liberating accomplishment of our culture: the affirmation of free 
human subjectivity against the constraints of group life, along with the paradoxi
cal countervision of a group life that creates and nurtures individuals capable of 
freedom. We need to work at the slow transformation of rights rhetoric, . . .  
rather than simply junking it.” (Kennedy, 1981:503).

It is at this point that critical legal studies diverges from the conventional 
social science approach to the study of ideology. Because conventional research 
on ideology accepts the radical distinction between is and ought, fact and value, 
the concept of “truth value” would appear alien to its practitioners, and the 
notion that a demonstration of something called “falseness” would lead to social 
change would seem curious to say the least. And it is for this reason that we must 
now reconsider the dichotomy between doctrinal legal research and empirical 
studies of law which was introduced above. To the extent that this distinction 
also rests on the radical separation of a normative realm (legal doctrine) and a 
realm of social behavior that is pure facticity (empirical reality), it is incoherent 
to anyone who accepts, as I do, the vision of knowledge and politics on which 
critical legal studies is based (Unger, 1975).

This problem becomes very clear if we look more closely at the concept of 
“ legitimation,” which is frequently employed by critical scholars. Critical legal 
scholars believe that the world views embedded in legal consciousness “ legiti
mate” unjust social relations by making these relations seem either necessary or 
desirable. “Every stabilized social world,” Roberto Unger says, “depends for its 
serenity, upon the redefinition of power and preconception as legal right or 
practical necessity.” (Unger, 1983:561). Critical studies research begins with that 
insight, seeking to discover the false but legitimating world views hidden in 
complex bodies of rules and doctrines and in legal consciousness in general.
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The concept of legitimation is complex and to a degree ambiguous. If we go 
back to Weber, who first introduced “ legitimation” as a central concept in social 
theory, we find that while he classifies legitimation he never really explains the 
legitimation process itself. That is, Weber tells us that all forms of domination, 
i.e. the power to issue commands that will be obeyed, rest in part on the 
“ legitimacy” of that power, and that legitimation may be based on traditional, 
legal-rational or charismatic grounds (Weber, 1968, Vol. 1:212). He says that the 
degree of legitimation will depend on the extent to which the appropriate beliefs 
are held in a society, but he does not tell us what brings about these beliefs or 
how they change.

In the critical theory of society originally developed by the Frankfurt School 
and currently represented by the work of Jürgen Habermas, one can find a 
different view of legitimation. Raymond Geuss defines the meaning of legitima
tion in this theory:
To say that the members of the society take a basic institution to be “legitimate” is to say 
that they take it to “follow” from a system of norms they all accept; agents think the norm- 
system capable of conferring legitimacy because they accept a set of general beliefs 
(normative beliefs and other kinds of beliefs) which are organized into a world-picture 
which they assume all members of the society hold. So a social institution is considered 
legitimate if it can be shown to stand in the right relation to the world-picture of the group. 
(Geuss, 1981:59).

Habermas contrasts the use of legitimation in critical theory with Weber’s 
concept. While for Weber “ legitimation” is an “empirical phenomenon without 
an immanent relation to truth” (Habermas, 1975:97). Habermas wants to hold 
on to the idea that world views by their nature make claims to truth and are in a 
sense hostage to these claims. (Habermas, 1975).

It is this view that relates the critical theory of society to the process of social 
transformation. If it is the case that world views in some sense define social 
relations, but that their constitutive force depends on their “truth value,” then it 
is possible to change world views and thus society by subjecting world views to 
critical analysis. A world view legitimates a given social institution by presenting 
it as a necessary or efficient way of satisfying interests actors know they have; 
once they see that the institution is in no sense necessary nor fosters these 
interests their attitudes towards it will change: Geuss suggests that if actors are 
suffering from this sort of “ideological delusion,” they can:
. . .  be enlightened by the “self reflection” which critical theory sets off. In the initial state 
their wants and desires were seriously frustrated by a social institution they thought they 
had an interest in maintaining. Reflection shows them that this is a mistake and that they 
actually had an interest in abolishing the social institution in question, which not only 
frustrates perfectly legitimate wants and preferences, but prevents free communication and 
discussion. (Geuss, 1981:73).

My provisional account of the practice of critical legal studies suggests that these 
scholars employ some version of this approach, and that the critique of legal 
thought is designed to challenge the legitimacy of our current legal conscious
ness, thus setting in motion processes of self-reflection. I do not mean to suggest 
that the American scholars have consciously tried to follow in the footsteps of
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the European critical social theorists: despite the appropriation of the label 
“critical” the Americans have paid scant attention to the Frankfurt School 
tradition or to the work of its contemporary interpreters like Habermas.13 
Rather, I merely want to note some parallels between the American discussion 
and the ideas of those who first introduced the idea of a “critical theory.”

Not only is my account merely a provisional description of the current 
practices of the critical scholars; to the extent that it is descriptively valid it leaves 
many questions unanswered. As presented the account relies on a very strong 
“cultural” view of social relations, in which society is in some real sense 
“constituted” by systems of meaning -  what Habermas has called “world- 
maintaining interpretive systems” (Habermas, 1975:118). To the extent this 
strong culture view is accepted, the efficacy of critique as a transformative 
practice depends on the continued significance of world-maintaining interpretive 
systems in modern society. Yet it is the critical theorists of society, from Adorno 
to Habermas, who themselves have raised the spectre of the gradual destruction 
of such meaning systems under conditions of modernity.14

Furthermore, the nature of “truth” in this account is problematic. The 
American critical scholars have certainly not mastered Habermas’ complex 
notion of the truth value of critical theory, and would undoubtedly have 
difficulty with its transcendental elements if they did. Yet they have not 
produced one of their own. Moreover there is some tension betwen the strong 
“cultural” view of society in which society is constituted by its existing world 
views, and the notion that critical theory can demonstrate the falseness in current 
world views.15 The critique of legal thought depends on a concept of truth, but 
this concept has yet to be fully explained.

5. Critical Legal Studies and Interpretivist Scholarship

I have argued that there is a way to see critical legal studies which makes it part of 
a continuous tradition of nondoctrinal research on law, and thus as a kind of

13 For example, one will find scant reference to Habermas in the writings of the American 
critical scholars. For two recent exceptions see Baker (1982:293); Hyde (1982:1031).

14 The idea that the process of capitalist modernization destroys symbolic systems that give 
life meaning goes back at least to Max Weber, who described modernization as a process 
of increasing rationalization and “disenchantment of the world.” Weber saw the 
increasing rationalization of modern life as a process by which mechanical and imper
sonal systems come to replace symbolically mediated structures of meaning. Wellmer 
describes these as processes which: “tend to depersonalize social relationships, to 
dessicate symbolic communication and to subject human life to the impersonal logic of 
rationalized, anonymous administrative systems; historical processes, in short, which 
tend to make human life mechanized, unfree and meaningless.“ (Wellmer, 1983:13). 
Wellmer argues that the Weberian notion that the capitalist modernization process leads 
to a “closed system of instrumental and administrative rationality” and threatens to 
destroy the “life world” of symbolically structured meaning was incorporated into the 
critical theory of society as the “Negative Dialectics of Enlightenment.” (Section III.). 
Habermas takes up this issue in “Legitimation Crisis,” (1975:Chap. 4).

13 This point was suggested by Joel Rogers (private communication to the author).

I
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empirical research. I have suggested that critical legal studies and some other 
forms of nondoctrinal research on law share a common tradition, which I have 
called the critique of legal order. In making these claims, I have tried to clear 
away some of the shallower criticisms of the critical legal studies movement and 
to stress that there is continuity in the nondoctrinal tradition, in contrast to the 
view of those who only see rupture and division. But this effort is only a 
preliminary one: while there are continuities and areas of agreement between the 
critical legal scholars and others in that capacious mansion I have called the 
nondoctrinal tradition, there are also profound differences as well.

It is obvious that if critical legal studies is a form of “empiricism,” it rests on a 
very different conception of that term than is usually employed by many who 
have urged more research on the behavior of legal actors or the actual operation 
of the legal system. My effort to characterize critical legal studies as “empirical 
research on law” will sound strange to those for whom that term derives from a 
bright line between the realms of doctrine and behavior, and between values and 
facts. For it is true that critical legal studies, properly understood, represents a 
strong challenge to the self-understanding of many who think of themselves as 
practitioners of “empirical legal studies.” 16

More fully to explore this, I have constructed two polar models of social 
knowledge about law. I call one of them “behaviorist” and the other “inter- 
pretivist” legal studies. These models are “ ideal types” in the pure sense -  one
sided accentuations of views which are meant to highlight salient dimensions of 
scholarly belief and practice. These constructs are not meant to describe views 
held by any one scholar, let alone to serve as sociological accounts of competing 
scholarly camps. There is no suggestion that anyone holds either of these sets of 
views as a whole, or that the scholarly community is made up of two neatly 
demarked camps that stand, like teams on a field, separately labelled and in 
struggle with one another. Rather, these constructs are useful only to sort out 
issues and initiate more detailed and contextual studies of research traditions and 
kinds of scholarly self-understanding.

To create these constructs, I sought to identify contrasting presuppositions on 
what seemed to me to be the basic issues for any body of social thought about 
law: (I) what creates social order; (II) what is the nature of social action; (III) 
what is the role of law in society; and (IV) what constitutes valid knowledge in 
general and of law in particular. The analysis is summarized in Figure 1.

5.1. Behaviorist Legal Studies

Behaviorism is a form of positivism applied to the study of law in society. It 
stresses empirical validation of theories about the behavior or conduct of actors 
in or affected by the legal system. For the behaviorist, the focus of study is 
externally observable indicators of legally relevant individual or group conduct 
like the decision to litigate or not. A behaviorist would believe that it is possible 
to provide causal explanations of such conduct. A causal explanation consists of a 
proposition concerning the relationship between two or more observable indi-

16 For an effort to grapple with this challenge, see Sarat (1983).
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Figure 1
Two Modes of Legal Studies

Behaviorist Interpretivist

SOCIAL
ORDER

Structures of constraint which 
impose on actors external limits 
dictated by objective necessities

Consciousness, culture and or
ganization form mutually rein
forcing structures of meaning 
which define what is possible

A CTIO N Conduct in accordance with ar
bitrary individual desires, inter
nalized norms (roles), objective 
constraints and external sanc
tions

Conduct in accordance with so
cially created systems of mean
ing

LAW IN 
SOCIETY

Behavior of subset of individual 
actors and institutions in society 
which constrain or facilitate ac
tion

A complex cultural code which 
explains the social world and 
how it fits together, and a part of 
the structure in which action is 
embedded

SOCIAL 
KNOW LEDGE 
ABOUT LAW

Empirically validated objective 
knowledge of causal laws 
governing law-related social 
behavior

“De-coding” or explicating the 
deep structures of law and dem
onstrating the relationship be
tween these structures of social 
action and order

cators of behavior, plus an empirical validation of the proposition using repre
sentative data. Thus a behaviorist might assert that “people in long-term 
continuing relationships litigate less frequently than those whose contacts are 
episodic” and this proposition would be proven if a representative sample of 
people in disputes showed higher litigation rates for those whose contacts were 
fleeting.

What are the presuppositions of behaviorist legal studies? We must explore 
how behaviorism deals with order, action, law and knowledge. These are the 
four principal theoretical axes on which my construct and comparison are built.

The problem of social order is that of explaining how social behavior is 
organized in nonrandom patterns. Behaviorism sees social order as the result of 
the interaction of an arbitrary volition, an individual rationality, and collective 
constraint. Order is maintained because individuals seek their own separately 
determined and arbitrarily chosen ends but do so in accordance with a rational 
calculation of constraints imposed by external social sanctions. These sanctions 
are imposed by structures external to the actor and reflect underlying functional 
“necessities” of society. Social action, that is, what actors do in social life, is in 
this point of view at once voluntary, yet in the last analysis determined since it is 
constrained by external structures which obey an objective logic of functional 
necessity. The “soft” voluntaristic possibilities of action are constrained by a 
hard reality of roles and sanctions.
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Behaviorism equates law with external constraint on action. For the behavior- 
ist, what is socially significant about the law is its impact on decisions of those it 
affects. In this sense, the most important dimension of social knowledge about 
the law is knowledge about the relationship between legal behavior and social 
behavior. Legal behavior is part of the hard structure of constraint and facilita
tion that gives action its direction and society its order. Whatever it is about 
“ law” that affects social behavior is relevant; whatever does not have such an 
effect is not.

For our purposes, it is especially important to understand how behaviorism 
deals with legal doctrine. A behaviorist would not deny the importance of legal 
doctrine for the understanding of the social role of law, any more than they deny 
the relevance of the judge’s prior political affiliations. She simply would see 
doctrine as one of the things that influences the behavior, present or future, of 
actors in the legal system. To twist an old canard, behaviorism is not more 
interested in what the judge had for breakfast than what the law says; it is 
concerned with both if it looks as if either might influence what the judge does.

Behaviorism is based on a belief in objective knowledge of causal relation
ships. In the behaviorist model “ law” may be either a dependent variable, to be 
explained by social variables, or an independent variable, explaining them. But in 
either case the ideal of knowledge is a statement that X  causes Y. In what sense is 
this knowledge objective? Behaviorism would make two claims to objectivity. 
Since it is on these points that interpretivism and behaviorism diverge most 
significantly, it is important to develop this point.

Behaviorism would see social knowledge as objective because it is knowledge 
about facts. (This is the weak sense of objectivism.) Facts are neutral and external 
to the observer. If we know something about the relationships between facts X  
and Y, (e.g. litigation rates and social relationships) this knowledge exists 
independently of our values. O f course, the facts we are talking about must be 
representative, so we have to worry about things like sampling and statistical 
significance, and thus with demonstrating that others are likely to get the same 
results. But as long as these tests are met, there is no further bar to objectivity.

There is, however, a stronger sense of objectivity in the view of knowledge I 
am calling behaviorism. This is the view that behavior is determined by objective 
“ laws,” social factors external to the individual which can be shown to account 
for his conduct. In this stronger sense, behaviorist knowledge is objective 
because it reflects the deep logic of society, the basic and general principles which 
explain constraint and thus determine action. To the extent that behaviorists 
were to accept this view of objectivity, they would be both positivists and 
determinists.

5.2. Interpretive Legal Studies

Interpretivism is the study of relations among legal ideas, social beliefs, action 
and order. Like behaviorism, interpretivism seeks to account for action and 
order, but does so by stressing the role of consciousness in action and beliefs in 
consciousness. An interpretivist would not see beliefs as random nor individual
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action as arbitrary. Rather, beliefs from coherent wholes, systems which are 
structured by principles of meaning. A structure of beliefs reflects a world view: 
some vision of the world and man’s place in it. Since beliefs constitute conscious
ness, they influence action and explain order. And since beliefs are organized 
into distinct and interrelated structures, they are neither arbitrary nor random. 
Law is both a set of beliefs and a constituent part of consciousness. Interpretivist 
scholarship would, therefore, focus on the structure of legal ideas, seeking to 
identify the deep principles of meaning that lie behind them, and to relate these 
principles to social action and order.

An interpretivist would emphasize the role of meaning in the maintenance of 
order. For the interpretivist, consciousness, culture and social organization 
would be seen as mutually interrelated and reinforcing systems of ideas about 
man and society: together they make up a meaningful whole. Individuals 
understand the world in terms of these structures of meaning, and this under
standing affects their actions. In contrast to a behaviorist, an interpretivist would 
not split action into a soft and arbitrary core of individual volition and hard shell 
of external constraint. Rather, they would see action as the result of socially 
constructed systems of meaning which constitute the individual, providing the 
grounds for behavior and defining the channels of conduct.

The concept of law in my account of interpretivism derives from this view of 
action and order. Law on this view is one of several important interlocking 
systems of belief or complex cultural codes: part of the system which explains 
why the social world is as it is and how each individual fits within it. Law, like 
other aspects of belief systems, helps define what it means to be an individual and 
what relations with others make sense. In this way law forms part of conscious
ness and influences outcomes. At the same time that law is a system of belief, it is 
also a basis of organization, a part of the structure in which action is embedded.

An interpretivist would see law as a set of interrelated ideas and practices 
whose deep structures reflect an effort to order social existence and its puzzles in 
meaningful ways. Interpretivism leads naturally to the internal analysis of 
systems of legal ideas, not simply to set forth the ideas themselves but also to see 
how these ideas shape the society and are shaped by it. An interpretivist would 
seek to identify the relationships between the structures of legal belief and 
practice, on the one hand, and social order and the springs of action on the other. 
An interpretivist would seek to explain legal ideas and practices in light of 
systems of belief and principles of order, and to identify the points at which law 
forms part of the cultural and organizational whole which determines the shape 
and trajectory of society.

5.3. Critical Legal Studies and Interpretivism

While there are probably no pure behaviorists or interpretivists in the world, 
many within critical legal studies would undoubtedly accept much of the 
interpretivist approach outlined and reject much of what I have called behavior
ism. I have already suggested that critical scholars have focused on the analysis of 
legal consciousness, and that their view of the relationship between scholarship

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



90 David M. Trubek

and politics rests on an interpretivist notion of how meaning affects action. 
Further, most critical scholars would reject the positivism and determinism they 
see in behaviorist legal studies. Indeed, in his masterful summary of theoretical 
developments in critical legal studies, Robert Gordon argues that the central 
thrust of the movement is interpretive and therefore as antideterminist. He 
stresses the importance of critical studies rejection of all instrumental accounts of 
law:
Positivist social scientists (who would include both liberal and Marxist “instrumentalist” 
legal theorists) are always trying to find out how social reality objectively works, the secret 
laws that govern its action; they ask such questions as, “Under what economic conditions 
is one likely to obtain formal legal rules?” Anti-positivists assert that such questions are 
meaningless, since what we experience as “social reality” is something that we are 
constantly constructing; and that this is just as true for “economic conditions” as it is for 
“ legal rules.” (Gordon, 1982:287).

To the extent that critical legal scholars stress an interpretivist view of law and 
social knowledge, and seek to make a clean break with positivism and determin
ism, the movement represents a distinct vision of what it means to carry out 
nondoctrinal research or empirical legal studies. For while it would be mislead
ing to classify all other forms of empirical legal studies (e.g., law and society, law 
and economics) as either positivist or determinist (or both), their practices often 
reveal a tacit acceptance of one or both of these elements of behaviorism.17

6. Critical Legal Studies and the Interpretation of Law in Capitalism

Understanding critical legal studies as an interpretative mode of scholarship can 
help us understand a lot about the movement’s intention and understand more 
fully the rationale for the study of legal doctrine as ideology. But to treat critical 
legal studies merely as part of a wide movement in scholarship that rejects 
behaviorism and stresses the importance of interpreting systems of social mean
ing would be to truncate the account.18 For what is most important is that the 
critical scholars are concerned with the interpretation of the legal consciousness 
of capitalist societies, and that they believe that their interpretative scholarship 
will contribute to social transformation. Critical legal studies is interpretative 
scholarship with a particular subject and a distinct intent.

17 For example, a large number of law and society studies seek to discover or quantify the 
causal effect or impact of law in the “real world,” e.g., the effect of police activity on the 
crime rate; the impact of a supreme Court decision on public attitudes; the impact of the 
death penalty on the murder rate; the effect of racial, social or economic factors on 
sentencing or the exercise of police discretion. The general commitment of these scholars 
to causal explanation is attested by the widespread use of statistical methods for the 
analysis of data. In explicit recognition of the complex nature of causation, results are 
usually framed in probabilistic rather than simple causal terms. Nevertheless, such 
studies exhibit some of the general features of what I have called behaviorism: a belief in 
external constraints on action and in the possibility of objectively verifiable knowledge 
about the operation of such constraints.

18 For an evaluative discussion of recent trends and moods in social scientific thought see 
Bernstein (1978).
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This brings me to one of the most difficult aspects of any account of critical 
legal studies, namely the relationship between this mode of scholarship and the 
“Marxist” tradition. It is not my intent to determine either if it still makes sense 
to speak of a coherent “Marxist” tradition in social thought, or to canvass the 
relationships between the ideas of the critical scholars and the history of Marxist 
scholarship. What I do want to do is identify some of the key ideas used by 
critical scholars in their project of “decoding” the legal consciousness of 
capitalism, as they relate to the question of empiricism or method. Some of these 
ideas, and particularly the Gramscian notion of “hegemonic consciousness” and 
the Lukasian concept of “ reification” figure heavily in the CLS account of law in 
capitalism and derive from the Marxian tradition. These ideas provide a clue to 
the theory of law in society used by critical scholars and have implications for the 
question of method.

Critical scholars see social order as maintained by mutually reinforcing 
systems of belief and organization. But these beliefs are not in any sense “true.” 
Quite the contrary, the belief systems which structure action and maintain order 
in capitalist societies present as eternal and necessary what is only the transitory 
and arbitrary interest of a dominant elite whose unequal and unjust power is 
justified by what appear to be a commonly acceptable body of ideas. Thus 
systems of ideas are reifications, presenting as essential, necessary and objective 
what is contingent, arbitrary and subjective. (Gabel, 1980; Kennedy, 1979:205; 
Gordon, 1982). Furthermore, they are hegemonic, that is, they serve to legitimate 
interests of the dominant class and it alone. (Freemann, 1978:1049; Gordon, 
1982; Klare, 1981:450).

In addition to classifying modern legal consciousness as reifying and 
hegemonic, critical scholars see legal thought as denial. (Kennedy, 1979:205). 
Like the Frankfurt School, the American critical legal scholars have incorporated 
concepts from Freudian psychology into social theory.19 Legal thought is a form 
of denial, that is, a way to deal with perceived contradictions which are too 
painful for us to hold in consciousness. What legal thought denies is the 
recognition of the contradiction between the promise of universality, equality 
and freedom and the reality of a legal order that benefits some over others, 
maintains hierarchy, and constrains the possibilities of action.20

19 The similarity of the epistemic structure of the Frankfurt School’s theory of society to 
psychoanalytic theory should be apparent. As Geuss points out, both theories “have 
special standing for human action in that: (a) they are aimed at producing enlightenment 
in the agents who hold them” permitting them to determine their true interests and “(b) 
they are inherently emancipatory, i.e., they free agents from a kind of coercion which is 
at least partly self-imposed.” (Geuss, 1981:1).
Moreover, whereas traditional theories are “objectifying,” critical theories are “ reflec
tive.” Thus the revolutionary contribution of Freud and the Frankfurt School lies in 
reestablishing reflection as a valid source of knowledge and connecting that which 
traditional theory assiduously separates: knowledge and interests.
In “Blackstone’s Commentaries,” Duncan Kennedy argues that we experience a funda
mental contradiction between our desire for individual freedom and our participation in 
a social community. The contradiction lies in the fact that our “freedom is at the same
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By employing^he concepts of reification, hegemony and denial, critical 
scholars adopt what I want to call an “action perspective.” That is, they believe 
that there are definite relationships between systems of ideas, social structure and 
social change.

All these ideas imply contradictory relationships between world views in 
capitalism and the structure of domination. That is, there is a difference in the 
way we decode the world view of capitalism and the way we might go about 
interpreting some other society, say Bali or Imperial China. It is the nature of 
social ideas in capitalism that they not merely justify capitalist social relations, 
but that they do so by making them appear as something other than they are. 
Reifications are something other than we really are as human beings: they 
constitute an alienation from something more fundamental. A hegemonic con
sciousness is a way of masking and hiding hegemony. Denial is just that: a 
mechanism that permits us to avoid admitting or facing something we know, in 
some way, to be true.

It is this very contradictory quality of world views in capitalist culture 
generally, and in particular instances like legal consciousness, that create an 
action framework. For the contradictions can be uncovered, the “ incoherences” 
demonstrated, the denied material brought to light. And if that occurs, then the 
society can be transformed. Like the Freudian analyst, the critical scholar can 
bring to “consciousness” what is hidden by hegemonic world views. The truth 
inheres in the very system that serves to hide it: the present contains a draft 
history of the future. That is the basis of the emancipatory hope expressed by 
scholars like Kennedy and Klare. By interpreting the world, we set in motion 
forces that can change it.

time dependent on and incompatible with the communal coercive action that is 
necessary to achieve it“ (p. 211). Our universe of others both “forms and protects us” 
and “imposes on us” (and we impose on others) “hierarchical structures of power, 
welfare and access to enlightenment that are illegitimate” (p. 212).
Legal thinking, the enterprise of categorizing, analyzing and explaining legal rules, has as 
one of its motives the aim of denying or mediating our feelings of contradiction. The 
most recently dominant mode of legal categorization and thought, the one which 
Blackstone helped establish, is generally called liberalism. Liberalism accomplishes its 
mediating function by dividing the social world into two opposed entities. One entity, 
called “civil society,” is an arena of free interaction among private individuals. Individu
als acting in civil society are rendered unthreatening to each other because the other 
entity, “the state,” forces people to respect one another’s rights. Thus, the message of 
liberalism is that “in civil society, others are available for good fusion as private 
individual respectors of rights; through the state, they are available for good fusion in 
the collective experience of enforcing rights” (p. 217). One who adopts such a view can 
effectively deny the fundamental contradiction.
In addition to its mediating function, legal thought can also serve an apologetic function. 
“The element of apology comes in because legal thought denies or mediates with a bias 
toward the existing social and economic order.” (p. 217). It tells us that through the 
existing order, either as it is or with some minor adjustments, we can overcome the 
contradiction.
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The idea that critique of consciousness may contribute to social transforma
tion derives from the view of society as a constructed totality of meaningful 
relationships. To understand this, it is useful to contrast the critical legal studies 
approach with traditional Marxist notions of the nature of law and legal thought: 
that idea was expressed in Marx’ metaphor of the “base and the superstruc
ture.”21 At least as understood by most Marxist scholars, this meant the existence 
of a material base (“relations of production”) which in some more or less direct 
way determined the realm of ideas; in the legal area the relationships of 
production are seen to determine the legal ideas. The metaphysics of the base/ 
superstructure metaphor make social relations the “reality” and ideas the 
“reflection” of reality. What critical legal studies has tried to do is not reverse 
this polarity: that would make the movement pure idealism. Rather, it has sought 
to simply eliminate the dichotomy altogether. In critical legal studies neither 
ideas nor structures are the reality.

The transcendence of this dichotomy is one of the central features of critical 
legal thought.22 For scholars in this tradition, it is incorrect to say that there is a

21 “The general result at which I arrived and which, once won, served as a guiding thread 
for my studies, can be briefly formulated as follows: In the social production of their 
life, men enter into definite relations that are indispensable and independent of their will, 
relations of production which correspond to a definite stage of development of their 
material productive forces. The sum total of these relations of production constitutes the 
economic structure of society, the real foundation, on which rises a legal and political 
superstructure and to which correspond definite forms of social consciousness. The 
mode of production of material life conditions the social, political and intellectual life 
process in general. It is not the consciousness of men that determines their being, but, on 
the contrary, their social being that determines their consciousness. At a certain stage of 
their development, the material productive forces of society come in conflict with the 
existing relations of production, or -  what is but a legal expression for the same thing -  
with the property relations within which they have been at work hitherto. From forms 
of development of the productive forces these relations turn into their fetters. Then 
begins an epoch of social revolution. With the change of the economic foundation the 
entire immense superstructure is more or less rapidly transformed. In considering such 
transformations a distinction should always be made between the material transforma
tion of the economic conditions of production, which can be determined with the 
precision of natural science, and the legal, political, religious, aesthetic or philosophic -  
in short, ideological forms in which men become conscious of this conflict and fight it 
out.” (Marx, 1969:503).

22 It could be argued that, at least as I have presented it, the critical legal studies approach 
to the base-superstructure issue is not a transcendence but a rejection, and that critical 
legal studies appears in my account to be pure idealism and thus as a complete rejection 
of Marxist notions. In his essay on “Hegemony and Consciousness in the Thought of 
Antonio Gramsci,” Femia (1975:35) identifies four ideal-typical models of this relation
ship:
(a) consciousness determines base (idealist view)
(b) consciousness and base interact on an equal basis (conventional view)
(c) base determines consciousness (classical, scientific Marxism)
(d) base determines what forms of consciousness are possible (Gramscian Marxism).
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real world which is mirrored, directly or indirectly in legal ideas. Ideas and 
structures are mutually constituting, and neither is real or not real; in some way 
both are real and unreal at the same time. Law creates society and society law; 
the relationships are complex and multidirectional. The resulting systems of 
action and order must be seen as a totality; nothing more or less.

If law and society are mutually constituting, then in a sense the distinction law 
versus society itself makes no sense. The effort to maintain this distinction, like 
that between a “public” and a “private realm” is just one more feature of a 
hegemonic consciousness and one more instance of reification.23 And if law and 
society are mutually constituting, there is no a priori barrier to a transformative 
politics that employs the methods of critique and what Unger calls “deviationist 
doctrine” (Unger, 1978:561). Critique can create the possibility to imagine new 
forms of social relations and derive some basis for utopian vision from the core 
of truth in legal consciousness; deviationist doctrine can carry forward that effort 
by reconstructing the core and moving beyond our current understanding of 
what is possible and desirable in our institutional arrangements.

The key idea is that legal consciousness has an effect on those who live in it, 
and legal consciousness is vulnerable to attack and reconstruction. (Kennedy, 
1979:220).

Femia argues that only models (c) and (d) can be considered Marxism, and that 
Gramsci’s revision of the classical Marxist formulation did not reject the determining 
force of the economic base or mode of production, but rather weakened the direct causal 
relation between changes in economic relations and changes in consciousness on which 
the classical account rested. In this view, Femia says, “ . . .  the economic base sets, in a 
strict manner, the range of possible outcomes, but free political and ideological activity 
is ultimately decisive in determining which alternative prevails. There is no automatic 
determination: only the creation of a more or less favorable atmosphere for the diffusion 
of a new ethos, (p. 38)” (I am indebted to Mark Lazerson of the UW Department of 
Sociology for drawing this study to my attention.)
I think it is fair to say that by now most of the active scholars in the critical legal studies 
movement would reject the view Femia attributes to Gramsci, since they would reject 
the very terms of the analysis, namely that there are separate realms that can be called the 
“base” or the “superstructure.” This does not mean, as Lazerson has pointed out in a 
personal communication, that we cannot find passages or whole articles in which some 
of the critical scholars seem to adhere to the “Gramscian” view. Critical legal studies is a 
project in formation, and there is no doubt that it has been influenced by Marxist 
thought in general and by Gramsci in particular. But as the passage from Robert Gordon 
(1982:287) suggests, the interpretist strand in CLS at least has firmly broken with all 
forms of determinism, whether direct or “in the last instance.”

23 For example, Gerald Frug has shown how the construction of the legal categories of 
public and private and the categorization of the city as a public entity and the 
corporation as a private entity makes the power of the latter and the powerlessness of the 
former seem natural, right and necessary. We are prevented from recognizing that the 
present powerlessness of cities is the result of an historical choice which can be 
overturned. (Frug, 1980:1057).
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7. Reading Ideologies: Where Are the Messages,
Who Are the Recipients?

Critical legal scholars are reading ideologies. They see legal consciousness in 
capitalism as a complex set of messages which, taken together, construct a social 
reality that denies immanent possibilities of human action and freedom. They 
believe that by demonstrating the falseness or incoherence of the ideas critique 
can open new possibilities and provide a grounding for imaginative reconstruc
tion. This approach assumes that social actors, like psychoanalytic patients, can 
be freed of the constraints of delusions through a therapeutic technique which 
identifies the nature of the delusion.

The question then arises: where do these processes occur? If legal conscious
ness is a code containing partially false messages, who are the recipients of these 
messages? If critique consists of an alternative set of messages, to whom is 
critique addressed? If social actors are like patients suffering from a delusion, 
how do we know that the therapy is valid? How can the critical scholars be sure 
that the messages they send are less illusory than the ones they attack?

Critical legal scholars have barely addressed these issues. One can find some 
general ideas about this process in chance remarks made in the course of 
extended criticism of legal ideas, but nowhere can one find any description of 
how critical “method” is expected to work in practice. Perhaps Karl Klare has 
gone furthest toward providing an explanation. In “Labor Law as Ideology” he 
tries to explain the relationship between liberal labor law doctrine, which is 
explicitly labelled as an elite ideological product, and the behavior of the union 
movement. To demonstrate the existence of labor law ideology, Klare concen
trates exclusively on appellate court opinions and academic commentary. In his 
interpretation he draws on his own analyses and those of other critical labor law 
scholars like Katherine Stone (Stone, 1981:1515) to show how labor law doctrine 
denies the desirability or the possibility of extended worker control of the 
workplace, and thus justifies managerial prerogative. Because Klare assumes that 
the justificatory messages in this elite literature have a direct influence on worker 
and union decision making, he is able to assert that there is a relationship 
between the creation of a labor law ideology and the relative passivity of 
American unions in the post-war period.

There is, however, no effort to demonstrate this process or explain why 
workers or union officials might accept labor law’s justificatory rhetoric. Klare 
himself is uneasy about this: in a footnote which reveals more than may have 
been intended, he confesses that:
. . .  an important limitation of the critical labor law approach is its relative neglect, thus far, 
of the important task of drawing out empirically the interrelationships and connections 
between the intellectual history of collective bargaining law and the social history of the 
post-World War II labor movement. (Klare, 1981:452).
Kennedy makes a similar confession in his study of Blackstone’s Commentaries:
. .. what I have to say is descriptive, and descriptive only of thought. It means ignoring the 
question of what brings a legal consciousness into being, what causes it to change, and what 
effect it has on the actions of those who live it. (Kennedy, 1979:220).
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These and similar disclaimers in the critical literature cause some disquiet. If 
Klare recognizes that there is no systematic empirical evidence for the proposi
tions he asserts about the legitimating effects of labor law doctrine in the post
war period, how can he be so sure that critique will pay off in transformative 
terms? Maybe nobody in the labor movement believes a word of liberal labor 
doctrine; if that were the case it might make no difference to anyone if critical 
labor law scholars uncovered the world views in this doctrine, or show its 
incoherence. If Kennedy omits any discussion of the effects of legal conscious
ness in a 173-page article on Blackstone’s legal thought, how confident can we be 
that his method bears any relationship to his political intent? We might find 
Kennedy’s superb but complex analysis of the structure of Blackstone’s thought 
inherently interesting, but how can we be confident that once we have struggled 
through it our lives will be changed any more than they will be by grasping the 
structure of Confucianism?

These doubts lead some to question the whole project of transformation 
through the critique of doctrine as ideology. For these commentators, the 
dominant interpretivist tradition in critical legal studies has failed to grasp the 
lessons of legal sociology. At least since Stewart Macaulay’s research on contract 
law, it has been a commonplace in the law and society tradition that relations 
between elite doctrinal production and social behavior cannot be assumed a 
priori. Indeed, one might go so far as to say that law and society scholars assume 
that the burden of proof lies with those who would assert that any relationship 
exists at all. Thus in a recent paper delivered at the annual meeting of the 
Conference on Critical Legal Studies, Carroll Seron and Frank Munger argue 
that interpretivist critical legal scholarship simply replicates the errors of the 
liberal doctrinal tradition it attacks, for it starts with the assumption that legal 
doctrine is produced autonomously and directly influences social life. (Gerd and 
Unger, 1983). At least until critical legal studies meets the sociologist’s “burden 
of proof” and provides evidence that legal consciousness does affect what goes 
on in society, these authors remain skeptical of claims that doctrinal critique can 
have a transformative effect.

I think this is a challenge which critical legal studies must meet. Until we can 
produce convincing maps of the relationships between elite ideological prod
uction, the social definition of meaning, and the history of social relations, it will 
be hard to sustain the claims made for critical studies. But contra Seron and 
Munger, I do not see that this means that critical studies should reject the project 
of reading ideologies by analyses of texts. Rather, I think the lesson to be taken is 
that this process must be extended to encompass studies of the construction of 
meaning and its relationship to action at all levels. What we need in the labor law 
field, for example, are studies that go beyond the analyses of texts to investigate 
the social construction of meaning through law in law firms, board rooms, union 
halls and on the shop floor, as well as historical studies that demonstrate how 
conceptions of what is possible and desirable affected decisive decisions in labor 
relations.

All of this would be quite consistent with the critical studies tradition. While it 
is true that critical scholars have not paid much attention to the study of
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everyday legal consciousness, there is one area in which critical studies has 
contributed a great deal to our understanding of how the social meaning of legal 
life is constructed in daily life: the law school. Because critical scholars consider 
that the transformation of the law schools themselves is a central feature of their 
political project, they have devoted substantial attention to what might be called 
the “interpretivist sociology” of legal education. Kennedy’s analyses of the social 
psychology of legal education are masterful studies of how consciousness is 
created in micro-settings: one need look no further than his essays on legal 
education for models of how to study legal consciousness in action. (Kennedy, 
1970, 1980, 1982, 1983). The challenge of meeting the “sociologist’s burden of 
proof” must be met, but the tools are already at hand within the critical legal 
studies tradition.

What will we learn when, for example, we turn the study of labor law from the 
Supreme Court to the shop floor? I am too much of a pragmatic empiricist to 
speculate on something about which so little is known. But I would not be 
surprised if we will discover something very different than the simple “transmis
sion belt” model which one might derive from the critical labor law literature. 
Anyone who is familiar with the literature of the sociology of meaning systems 
in capitalist societies will know that these societies tend to produce a multiplicity 
of world views. Surveying the extant literature on social stratification and value 
consensus in liberal democracies, for example, Michael Mann observes that 
members of the working class are more likely to reject dominant beliefs about 
social relations than are the middle class, especially when questions are posed in 
terms of concrete issues of daily life. This analysis leads Mann to question both 
liberal notions of consensus and Marxist theories that posit the existence of a 
single hegemonic consciousness. He notes:
While rejecting more extreme versions of harmonistic theories, we must also do the same 
with Marxist ones. There is little truth in the claims of some Marxists that the working class 
is systematically and successfully indoctrinated with the values of the ruling class. Though 
there is a fair amount of consensus among the rulers, this does not extend very far down the 
stratification hierarchy. (Mann, 1970:435).

Although Mann’s paper relies on very fragmentary evidence, it does suggest that 
labor law ideology on the shop floor may be rather different than it appears 
when we read the elite texts.

Exploration of these questions will take us further on the path of reading 
ideologies already charted by the critical scholars: what we should learn from 
this will be more complex than the simple transmission-belt theory, but that does 
not mean that studies of labor law on the shop floor, for example, will refute 
what the critical scholars have discovered. Once we have successfully mapped 
the universe of labor law ideologies, we may find countertrends and “coun- 
terhegemonic consciousness,” but it is likely that these will appear along with 
dominant views in a complex and contradictory amalgam. One of the most 
interesting findings in Mann’s study is that working class consciousness is split 
between a concrete realization of injustice and inequality in day-to-day matters, 
and an acceptance of broad propositions about the necessity and justice of 
existing social relations. (Mann, 1970:429).
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Joseph Femia comes to a similar conclusion. Analyzing a wide range of 
surveys of mass consciousness in the U.S. and Great Britain, Femia finds that 
workers tend to accept dominant images of society when these are stated in very 
general terms, but to manifest dissensus in specific actions and in the application 
of general beliefs to everyday situations. He reads the survey data as suggesting 
that: “ the average man tends to have two levels of normative reference -  the 
abstract and the situational. On the former plane, he expresses a great deal of 
agreement with the dominant ideology; on the latter, he reveals not outright 
dissensus but nevertheless a diminished level of commitment to the bourgeois 
ethos, because it is often inapposite to the exigences of his class position.” 
(Femia, 1975:46).

If these general analyses hold true for the mass legal consciousness as well, it is 
clear that the initial insights of critical scholars like Klare are partially correct: 
mass consciousness does reflect elite consciousness to a degree. Moreover, the 
identification of areas of dissensus should provide a basis for the development of 
alternative visions of social relations, thus realizing the full program of critical 
legal studies. Finally, it is important to recognize that elite consciousness may be 
an important part of a system of control, even if it is rejected by the mass. For to 
the extent that an elite accepts a favorable view of its own role in society, its self- 
confidence is enhanced: the labor law ideology Klare and Stone are examining 
may be important not simply because it justifies the system to the workers, but 
also because it justifies it in the minds of the managers.

8. Critical Legal Studies and the Nondoctrinal Tradition:
Rupture or Reconciliation?

I have shown that there is continuity between the work of the critical scholars 
and those of others interested in nondoctrinal legal studies. The critical scholars 
share with others a concern to show how the law works and what impact it has; 
they, too, look at law from the outside, as it were, questioning its own self
understanding. I have suggested that critical legal studies is part of a broad 
movement in nondoctrinal thought on law that rests on the critique of legal order 
and accepts the principles of indeterminacy, antiformalism, contradiction and 
marginality.

Yet at the same time I have suggested that critical legal studies has rejected 
some of the views that animated many studies to date. Moreover, I think it is fair 
to say that critical scholars have ignored the implications of what I called the 
principle of marginality: as my discussion of critical labor law doctrine suggests, 
CLS scholars assume rather than investigate the relationship between elite legal 
ideological production and social action. N ot only does their work in this sense 
fail to meet the “ sociologist of law’s burden of proof” ; they seem relatively 
indifferent to most of the literature on law and society that does try to explore 
the impact (or lack thereof) of legal rules, doctrines and institutions.

What explains the failure to examine assumed mechanisms for the social 
construction of meaning, and the indifference toward, or even hostility to, so
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much of what is normally understood as “empirical legal studies.” I can offer 
two explanations. First, a major theme in critical legal studies is the hostility to 
what the CLS scholars call “positivism.” Since critical scholars identify empirical 
legal studies with positivism they are suspicious of its methods and dubious 
about its results. Secondly, critical legal studies is the product of the law schools; 
it is legal scholarship first and foremost. There are strong forces within the legal 
academy that channel scholars toward the study of legal doctrine, even if the 
result of the study is a critique of doctrine. These forces have influenced the 
critical scholars as they have shaped the scholarly tradition of their less radical 
colleagues.

8.1. Antipositivism

When critical legal studies scholars start talking about empirical research, the 
word “positivism” immediately comes up. When asked why there is so little 
empirical research, in the traditional sense, done by critical scholars, or why 
empirical studies are so rarely cited in CLS literature, the answer given is that 
work of this type is “positivist.” What does this mean and why do critical 
scholars react so vehemently when they think they have found a positivist in 
their midst?24

The critique of positivism in CLS has three general themes. First, it is thought 
that positivism necessarily entails determinism. In the introduction to this article, 
I separated positivism (a theory of knowledge) from determinism (a metaphysics 
of society). CLS discussions conflate the two, and since most CLS scholars 
believe that the world is made by willing subjects and can be remade by willing 
subjects, they are as opposed to determinism in social thought as they reject 
determinacy as an adequate description of legal doctrine (the principle of 
indeterminacy). Indeed, one CLS scholar described the movement as an attempt 
to do for social thought what the legal realists did for legal thought: to frankly 
recognize that society, like law, is constantly made and remade by human actors 
with concrete intentions, and to build a body of scholarship around this 
recognition of indeterminacy.25 As Robert Gordon has pointed out, (Gordon, 
1982). CLS scholars are as hostile to statements from the left like “this is an 
inevitable development of the logic of monopoly capital” as they are to state
ments like “ this set of arrangements for operating the factory, or this set of 
property rights, is functionally necessary to achieve maximum output or effi
ciency.”

The second dimension of the critique of positivism is the view that it is

Once again, in setting forth CLS views on method I must draw heavily on oral sources. 
The views set forth in this section are derived from several sources, including extended 
conversations with Mark Tushnet, Duncan Kennedy, Morton Horwitz, and Robert 
Gordon. For general discussion of the views of two CLS scholars on these questions, see 
Gordon (1982); Tushnet (1980).
This point was made by Karl Klare at the first Critical Legal Studies Summer Camp, 
Santa Cruz, CA, July 1980.
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reductionist. CLS scholars think that the behaviorist approach to law in society 
reduces the law to an external force acting in social life, and thus ignores the 
complex relationships between action on the one hand, and subjective meanings 
and sets of beliefs on the other. Behaviorism, it is feared, leads necessarily to 
methods which relate objective indicators of behavior with variables external to 
the actor, while a central theme of critical legal thinking is that the actor’s ideas 
about the meaning of the relations she is embedded in are the most important 
thing a social explanation should account for.

The third critique of positivism or behaviorism relates to the first two: 
behaviorism is thought to be politically conservative in part because all determin- 
ist and reductionist thought is conservative and in part because of the particular 
form which behaviorism in legal studies has taken in the United States. Any form 
of determinism is conservative because it suggests that the real springs of social 
change lie outside the individual or the group. If society only changes because of 
some external, objective, deep logic like the needs of the economy or the logic of 
monopoly capitalism, then there seems to be no room for political action. 
Determinism of the right reifies the status quo while determinism of the left 
encourages a quiescent waiting for the inevitable turn of the wheels of history. 
Similarly, reductionism is conservative because it hides from view what critical 
scholars see as a central instrument for social transformation: the change of 
consciousness through the critique of belief systems.

If all forms of positivism, whether of the right or the left, are seen to be 
politically conservative, I think that CLS believes that much of the actual practice 
of empirical research on law in the U.S. is politically conservative in a more 
direct and concrete way. That is, the way that topics are defined and studies 
conducted, it is alleged, tends to reify the existing system of law and existing 
beliefs.26 Survey research, critical scholars would probably argue, can only tap 
the very belief systems or false consciousnesss which it is the task of the scholar 
to unmask. In their view, empirical researchers spending years analyzing the 
answers to complicated surveys about disputes are like madmen wandering 
around in an asylum they themselves have constructed. Believing they are really 
in touch with “reality,” these scholars are simply living in a set of false constructs 
whose pernicious social effect they themselves have strengthened.

But the attack is not on methods, in the narrow sense: behaviorists could shift 
to participant observation or in-depth interviews or other data collection efforts 
without saving themselves from the attack of the critical scholars. The real 
problem is that all these methods accept the world as it seems to be, both to the 
observer and the observed, but for the critical scholar this world is a dream, and 
the task of scholarship is not simply to understand the dream, but to awaken the 
dreamers.

One of the tenets of behaviorism which merits particular scorn from the 
antipositivist school is the notion that social knowledge of a positive nature is 
objective. For the critical scholar, the pretense that social science methods lead to 
objective and value neutral knowledge is perhaps its most offensive feature. This 
way of describing knowledge hides an implicit and conservative political message 
behind a neutral, technocratic facade.
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8.2. Legal Education

Because they erroneously think that all studies using methods of empirical 
inquiry are positivistic and thus determinist, critical scholars may feel justified in 
ignoring their findings and rejecting their methods. But these tendencies are 
strengthened by other, perhaps stronger, forces. Most critical legal scholars are 
legal educators. They are paid to train students to read the law and argue about it. 
They spend their working lives in settings which stress the importance of legal 
texts. Many work in schools which are largely isolated both from the day-to-day 
world of legal practice, and from other academic disciplines. All these factors 
help explain why, even though contextual studies of law and legal thought in 
action seem to form a necessary part of a genuine program of critical thought on 
law, such studies are rarely produced. The chief exception, namely analyses of 
how the law school itself works as a social process, only proves the point.

There are many studies which demonstrate the strong impact of the profes
sional education mission on legal scholarship, and the “tilt” this creates toward 
studies of legal doctrine (Macaulay, 1982). This is not the place to analyze this 
question in depth; suffice it to say that the scholarly practice of critical legal 
scholars shares with legal scholarship generally a concern with analysis of 
doctrine. Seron and Munger note the paradox that this most radical of legal 
studies movements tends to share the same domain of study that its conservative 
opponents occupy, contrasting this trend in law with the tendency of radical 
movements in other social studies to break more fundamentally with the 
scholarly traditions of their field (Seron and Munger, 1983).

I have tried to show that it is a mistake to treat critical legal studies as the 
replication by the left of conventional studies of legal doctrine. But at the same 
time, there is validity in the point. For while critical legal studies reads doctrine 
as ideology, thus distancing itself from mainstream legal scholarship, it has 
limited itself to the study of ideology in doctrine.

8.3. Beyond the Study of Ideology in Doctrine

It is that barrier that I hope will be breached. If this essay has any purpose 
beyond self-clarification, it is to make the case that critical legal studies should 
extend its study of legal consciousness beyond the study of doctrine. When it 
does that, it will find the ground has already been laid. For in the tradition of 
empirical studies of law, one can find exemplary research by empiricists who 
want to know how the world works, but who share the critical scholar’s fears of 
positivist determinism.

Look, for example, at Stewart Macaulay’s recent study of “Lawyers and 
Consumer Protection Legislation.” (Macaulay, 1979:115). This study purports 
to be an empirical study of how lawyers handle consumer complaints: but it can 
be read as both more and less than that. What Macaulay tries to explain is why 
lawyers who are asked to assist aggrieved consumers behave as they do. What the 
lawyers do, Macaulay tells us, is to attempt to seek an accommodation between 
the consumer and the provider of goods and services. They neither litigate nor
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tell the clients to go away: they seek to persuade the provider to provide redress 
if the client is aggrieved, but if informal methods fail to achieve this goal the 
lawyer shifts to persuade the client that the grievance doesn’t exist or is 
unworthy of further effort. This study isolates a “moment” of social action, i.e. 
of meaningful behavior. This moment is influenced by a set of overlapping and 
potentially conflicting sets of beliefs and by what are seen as structural con
straints the attorney faces. Consumer law and consumerism create a set of beliefs 
that press the client toward vindication of “rights” ; the client is influenced by 
these cultural factors and names and blames the provider. The lawyer is 
influences to a degree by the same set of beliefs, as well as the popular image of 
the attorney as a zealous advocate for the client and the reinforcement of these 
notions in professional ethics. But the attorney is also influenced by an ethic of 
individualism which runs contrary to the ideals of consumerism, an ethic which 
the attorney may hold because he/she is a small businessperson and capitalist 
entrepreneur and which is the dominant ethic of the providers which are at once 
the other side in this dispute and people with whom the attorney maintains long
term continuing and potentially profitable relationships. The actual conduct of 
the attorney is the result of these competing forces, which derive from the ideals 
and beliefs of the actors, as well as the economic relations between them (you 
can’t make money litigating small claims; you can’t have a successful law practice 
in a small town if you make too much trouble for the merchants).

There is no reductionism in Macaulay’s story as I have reconstructed it. The 
attorney is not reduced to a puppet of some general deep logic nor presented as 
the embodiment of some universal cultural ideal. Interests, material and ideal, 
impel behavior, but behavior is defined and mediated by the cultural situation. 
The account is interpretivist and empirical at the same time. It is based on the 
minute observation of a moment of action, yet it relates that moment to the 
whole in a way that unites beliefs and conduct, individual consciousness and 
cultural ideals.

The pragmatic tradition in empirical legal studies, illustrated by Macaulay’s 
essay on consumer law, offers a possibility for the reconciliation of the critical 
impulse, the need to know what is going on, and the study of legal consciousness 
in action. There are a vast number of questions that need to be explored using 
this approach. How, for example, do the ideas about what is the proper 
organization of society, encoded in legal beliefs, affect the way the legal 
profession behaves? How do lawyers’ views of what is possible get shaped by 
legal ideas, and how do these views come to influence other actors in society? 
Does the fact that law draws lines between a public and a private sphere influence 
political struggles? Does the possibility of a legal remedy -  or the lack of one -  
make a difference in the organization and expression of social conflicts?

These issues have already been explored by scholars who study the process of 
dispute transformation, i.e., the way the nature, intensity and trajectory of social 
conflicts are affected by the intervention of various actors, including lawyers.26

26 For a general introduction to dispute transformation see Felstiner, Abel and Sarat
(1981:631); Mather and Yngvesson (1981:775).
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As I have pointed out in an earlier essay (Trubek, 1981:727), the study of dispute 
transformation offers a rich field for concrete studies of how legal ideas and legal 
organization affect social order and disorder. Numerous studies have shown 
how the lawyer’s image of what sorts of claims are valid influences the kinds of 
disputes that emerge and do not emerge (Macaulay, 1979:115). The lawyer’s 
views of what is a “ legitimate” grievance are in turn influenced by ideas and 
values drawn from the law itself and legal consciousness generally, as well as 
from social norms and ideals. The lawyer’s perception of conflict is influenced by 
her own position in the social structure, by the structure of legal representation 
and the incentive system of legal practice.27

These illustrations lead me to believe that the time has come for critical 
scholars to stop berating all empiricists for an alleged positivism, and for the legal 
sociologists to stop calling the critical scholars neo-Willistonians. These people 
think they are arguing about methods, but the claims they make suggest they are 
arguing about nothing at all. Clearly there are many real questions posed by 
critical legal studies that are worthy of serious debate, and clearly critical legal 
studies poses serious challenges to our understanding of what we are doing when 
we study law from the outside and examine its social impact. It is time to move 
on to the real questions.
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The Use of Economics to Elucidate Legal Concepts: 
The Law of Contract

D o n a l d  R. H a r r is  
C e n t o  G . Ve l ja n o v s k i

O xford

Introduction
The purpose of this paper is to illustrate the value to lawyers of using economic 
perspectives to obtain a deeper understanding of the law.1 There is some affinity 
between economics and law which often makes collaboration between econom
ists and lawyers easier than between lawyers and other social scientists. Lawyers 
have, often without knowing it, been forced to face many economic issues when 
developing legal principles, and their discovery of economic theory frequently 
enables them to perceive more clearly issues of which they were only dimly 
aware. Economic theory can give lawyers an external view of the law, a new 
perspective from which to appraise the law. But there are limitations to the 
economic viewpoint, which normally assumes the existing distribution of wealth 
and income. Legal rules must often take account of concepts of justice (‘fairness’) 
and ethical standards, which are factors beyond those used by economists; 
nevertheless, lawyers should still benefit from the insights of economics -  they 
may see more clearly the situations in which they are allowing distributive justice 
to override economic efficiency.

This paper will take its illustrations from the law of contract; all legal systems 
must have a set of rules to govern the making and enforcement of agreements, 
and we hope that much of what we say about the English law of contract will 
have parallels in the law of contract in other legal systems. We consider in turn 
various economic approaches to contract law.2

For a general introduction to the law-and-economic literature see Posner (1977); 
2 Veljanovski (1982); Bowles (1983); Polinsky (1983).

The economic literature on contract and contract law is now vast. Some idea of this work 
can be gained by consulting Posner (1977: chap. 4); Polinsky (1983: chaps. 5 and 8); 
Kronman and Posner (1979); Ogus and Veljanovski (1984: chap. 4). See also Veljanovski 
(1984); cf. MacNeil (1981).
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1. Contract Law Viewed as a Framework for the Making of 
Voluntary Transactions

The economist offers explanations for the overall purpose of the law of contract. 
He says that parties enter into legallybmding contracts because they expect to 
obtain a benefit from doing so. The law makes promises in contracts legally 
binding because that enables parties to improve their “welfare” : the ability to 
make binding promises decreases future uncertainty and generates beneficial 
reliance on each other's promise. Formal rules of law are needed to facilitate the 
making and enforcement of promises, because the parties cannot themselves 
make arrangements which adequately guard against the risk of a promise being 
broken.

By the use of an ideal “model” of contract, the economist can also explain the 
need for external pressure (for example, courts) to enforce contractual promises. 
In the hypothetical, ideal world in which each party was fully informed about all 
the circumstances and could accurately predict the future, and the costs of 
negotiating were negligible, the parties would draw up a ^complete contingent 
contract” , that is, one which exhaustively specified all the parties' rights and 
obligations in every possible situation, and which provided a set of procedures 
and penalties to deal with every conceivable aspect of non-performance (Shaveíl, 
1980). In practice, such a contract would be very costly (in both time and 
expense) to draw up and to enforce; and even if the parties had made such an 
“ ideal” contract, they could still encounter two principal difficulties in the 
course of performance of the contract -  verification of the relevant facts, and 
enforcement of the promise against an unwilling party. First, the contract may 
contain a clause purporting to deal with a particular contingency but one party 
may dispute that the facts specified in the clause have occurred. If this dispute 
cannot be settled by agreement, some third-party resolution (by a judge or 
arbitrator) will be needed to decide it. Secondly, many contracts are not self- 
enforcing, in the sense that each party could “enforce” the other’s promise 
without assistance from third parties. Most contracts require some third-party 
mechanism (such as courts) to be organised by society in order either to induce 
the party contemplating a breach to perform his promise or else to force him to 
pay the penalties for breach agreed in the contract. Frequently, market or other 
forces, such as fear of the loss of business reputation, will be sufficient to induce 
performance of contracts (Macaulay, 1963; Beale and Dugdale, 1975; Wilson, 
1980), but in some cases of breach of promise an external enforcement mechan
ism would be needed even with the ideal, model contract. Accordingly, the law 
of contract provides a framework within which voluntary arrangements agreed 
between the parties can, if the parties so wish, be turned into binding arrange
ments subject to external or third-party enforcement. The law thus facilitates the 
making of arrangements which the parties could not achieve on their own, 
without the assistance of the law.
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2. Minimisation of Transaction Costs

In the context of contract, “transaction costs” is a term used by economists to 
cover the time, effort, trouble, and other costs incurred by the parties in 
negotiating agreement upon the terms of their contract, or in negotiating the 
settlement of, or litigating the adjudication of, a contractual dispute. The 
economist assumes that rational men will strive to avoid or minimise transaction 
costs (Kronman and Posner, 1979: chap. 1; Williamson, 1979).

Although the economist may, for some purposes, use the idea of a complete 
contingent contract (see section 1 above), he accepts that in practice most 
contracts are incomplete, in that they fail to provide expressly for many 
contingencies which even a layman could anticipate. A simple reason for this is 
that it would be too costly for the parties to negotiate agreement on a com
prehensive set of precisely-defined obligations for many situations when they 
know that most of these situations would never occur; another reason is that it 
would often be beyond the capacity of the parties to anticipate the less likely 
contingencies. Usually the parties specify only the main aspects of their relation
ship and leave unspecified many less important aspects. By doing this, they
yacitly agree that, if in the course of performance a secondary aspect goes become 
important and they cannot then agree on bow to deal with it, they will rely on 
the law to resolve the problem. From this point of view, a vital function of the 
law of' contract is to provide a set of standard clauses or rules to cover the 
contingencies for which the parties have not made precise arrangements in their 
contract. The legal rules are a ready-made or standardised set of clauses which 
the parties can use if they do not want a completely “tailor-made” or “custom- 
built” contract. Use of the standard clauses saves the parties much time in 
negotiating contracts, thus minimising transaction costs. If a dispute about the 
contract later arises between the parties, their attempts to negotiate a private 
settlement of the dispute out of court will also be explained by their self- 
interested desire to minimise transaction costs (see section 8 below).

3. The Cost of Information

The economist also views the institution of contract and the provisions of 
contract law as encouraging the production of the optimal amount of informa
tion. There is a general tendency among lawyers and legislators to assume that 
information is costless, but economists understand that it is very costly to 
acquire information (new facts) and to minimise mistakes. Contract law can be 
seen as part of the incentive system designed to encourage people to acquire and 
produce new information about market opportunities and mutually beneficial 
.exchange^. (The notion of ‘efficient’ breach is closely linked to these goals: see 
section 7 below.) The cost of supplying correct information and the correspond- 
ing cost of relying on incorrect information underlie the legal rules on.represen
tations made by one party to induce the other to enter the contract, and the rules 
on the effect of mistakes (where one or both parties have entered the contract on 
the assumption of incorrect facts). It has been argued that the legal rules should
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be designed to impose liability on the party best able to avoid such mistakes in 
future, viz. the party who can more cheaply gather or produce the relevant 
information (Kronman, 1978a).

4. Bargaining around the Law

Another insight to be gained from the economist is that laws which regulate 
specific terms of a contract may be circumvented by adjustment in other terms 
by the parties. If a term is regulated by the law, the beneficial effects of the 
regulation may be offset by adjustments in other terms so that the net improve
ment in the welfare of the favoured party will be less than initially anticipated by 
the legislator, and may even be negligible (Coase, 1960). For instance, legislation 
designed to protect consumers may prohibit special clauses which exclude the 
normal legal liability of the other party, or, on the other hand, may require the 
other party to undertake a liability which he would not voluntarily undertake 
(e.g. legislation requiring manufacturers to provide guarantees with the products 
they sell); but consumers may not benefit much since the price may be adjusted 
to offset the increased costs which these legal requirements impose on the other 
party. In general, there will be a tendency for the parties to bargain around a legal 
requirement when it does not encourage value-maximizing (i.e. efficient) con
tracts; in other words, the party bearing the higher costs will have an incentive to 
shift them on to the other party. Thus it is not possible to assume (as most 

, lawyers tend to) that, because a law is designed to favour one party, its ultimate 
impact will also be beneficial to that party.

Perhaps the best documented example of a law designed to favour one group 
which rebounded to their disadvantage is rent control. The belief underlying rent 
control legislation appeared to be that controlling the price of a commodity will 
not lead to adjustments in the behaviour of the supplier. But economics informs 
us that controlling the price of a commodity such as rented accommodation, so 
that the real rate of return to investment in it falls, will merely encourage 
landlords to seek other ways of increasing the income from their properties. 
They will try, for example, to demand key or deposit money, or will require the 
tenant to pay for repairs and other expenses. If these clauses are also controlled, 
landlords will either withdraw their properties from the rented accommodation 
market or allow the quality of their properties to fall by not maintaining them. 
The result of this type of legal intervention is that tenants as a group are harmed 
by shortages in rented accommodation or by the poor quality of the accommo
dation which is available.

5. Contract Law Viewed as a System of Incentives

Another way in which economists can teach lawyers to viewjthe law of contract 
is as a system of incentives and disincentives to influence decisions whether or 
not to make, and whether or not to perform contractual promises. The law is 
seen as an important influence on the behaviour of the parties, particularly in the 
decisions which they take in the course of the contractual period: the legal rules
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will affect their choices between the different courses of action open to them. 
Although the law-maker may not have thought of the influence which the rules 
of contract law might have on the behaviour of citizens, once those rules exist 
and are known to the parties, they will function as incentives to behave in certain 
ways and not to behave in other ways. (It is easy to think of the penalties of the 
criminal law as a system of incentives not to commit crimes. The economist 
considers that all civil law can function in a similar way -  to the extent that 
citizens know the legal rules, that knowledge will influence how they decide to 
act.])

The sorts of questions which this approach poses for the contract lawyer are: 
Do the rules on breach of contract and on the remedies for breach provide 
sufficient incentives to promisors who may be deciding whether or not to 
perform their promises? Here, the promisor’s anticipation of what the legal 
consequences of breach might be, and of the cost to him of those consequences, 
may be the crucial factor in influencing his decision one way or the other 
(Barton, 1972; Shavell, 1980; Polinsky, 1983a). (This approach assumes that 
society does not wish every contractual promise to be performed exactly 
according to its terms: see below under section 7.) Once this approach is 
followed further questions arise. In which types of situation do we wish to have a 
legal remedy which compels the promisor actually to perform his promise 
according to its terms (in English law, the remedies of specific performance 
(Kronman, 1978b; Schwartz, 1979) and injunction)? In which types of situation 
is it sufficient for the disappointed promisee to be confined to money compensa
tion for the net loss which he has suffered as a result of the breach3 (after taking 
account of his ability to obtain substitute performance from a third party -  the 
doctrine of mitigation which has a ready application in the market situation)? If 
there is no available market (e.g. because the contractual performance was 
designed for the unique requirements of the promisee, as in the building pf a 
house to specified plans on a specific site), in which circumstances should the 
legal remedy give the disappointed promisee the full cost of his getting substitute 
performance from a third party who contracts to complete the work (e.g. 
building the house) which the contract-breaker undertook but failed to com
plete?

6. The Concept of Risk-taking

Often, of course, contractual promises cannot be fulfilled despite the best efforts 
of the promisor, and in this situation the concept of the law as an incentive 
system will obviously not apply. But another economic concept is available to 
the lawyer to clarify his thinking about involuntary breach of contract -  the 
concept of risk-taking, Much of the future we face is uncertain, but one way of 
partially reducing that uncertainty is to obtain binding promises from other 
people that they will perform (or refrain from performing) certain acts in the

There is, however, still considerable confusion about what is the appropriate level of
compensation. See Goetz and Scott (1977); Harris et a l  (1979); Rea (1982).
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future. A contract is often a reciprocal allocation of specified risks and an 
efficient system of contract law should facilitate risk-sharing by upholding the 
allocation of risks made by the contract (Polinsky, 1983a; Polinsky, 1983b, 
chap. .8.). This approach justifies the result that, even where the failure to perform 
was an event beyond the control of the party in breach, the loss should 
nevertheless be imposed on him (Posner and Rosenfield, 1977). It must be 
assumed that in the usual case, where both parties are risk-averse, they will have 
allocated the risk of an anticipated loss caused by nonperformance to the party 
better able to bear it or to insure against it, who will typically be the party 
making the promise. The only exception to this approach would be where the 
event preventing performance was an unusual one, beyond the scope of the 
normal risks contemplated by the parties, in which case the doctrine of frustra
tion will operate under English law to terminate further performance of the 
contract (thus making the parties share the risk).

7. The Economic Concept of Efficiency

Economic efficiency in this context requires that resources be allocated and risks 
assigned so that the value of resources, as measured by the parties’ willingness- 
to-pay, is maximised (see Posner, 1977: chap. 2). The economic approach based 
on efficiency examines the incentive effects of law and the costs and benefits of 
alternative courses of action open to the parties. The economist assumes that, at 
the moment of making the contract, each party (as a rational person) values the 
.promise of the other more than (or at least as much as) any alternative which he 
could then find in exchange for his own promise. At that time, the contract is 
“efficient” , but circumstances may change thereafter. A promisor will break his 
contract if, at the time of the breach, he can find a better opportunity for his 
labour and resources, under which he will make (after fully compensating the 
promisee for the loss caused by the breach) a greater profit than he would have 
done if he had performed his promise. The Chicago school of law and econom
ics, led by (former Professor) Richard Posner, claims that this result is 'efficient’ 
and should be encouraged by the law, because, by maximising the total value or 
utility of the two parties, it benefits society. Remedies under contract law should 
aim (it is said) to discourage “inefficient” breaches, by which is meant breaches 
which impose total costs on the parties in excess of any benefits accruing to the 
breaching party. Thus, if the breach of contract was avoidable, the promisor 
should be required to make good all the loss suffered by the promisee, which is a 
rule providing a test of the economic efficiency of the breach. If, in anticipation 
of paying full compensation (damages) under this rule, the promisor still decides 
to break his promise, the implication is that the resources released by the breach 
are being allocated to more efficient uses, and that society as a whole therefore 
benefits. The law is, in effect, permitting the promisor to break his contract, 
provided he pays the promisee the monetary equivalent of the lost benefit which 
performance would have given him.

In our view, however, this approach is not always correct. When the promisor 
is deciding whether or not to break his promise, we cannot calculate efficiency
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from society’s point of view by putting together two valuations of utility made at 
different times: it is not legitimate to take the re-valuation of the use of his labour 
and resources made by the promisor at the time of the breach, while holding the 
promisee to his valuation made at the time of making the contract. The theory of 
economic efficiency would require us to allow the promisee also to revalue at the 
later time, and if he then increases his valuation of the utility to him of the other 
party’s performance, the question should be whether the extra profit expected 
from the promisor’s alternative activity is more than sufficient to compensate the 
promisee for the revised valuation of the loss which breach would cause him. JThe 
argument in terms of justice would be similar: why should the law permit one 
party to a contract to use later information to his advantage, while refusing the 
other party the opportunity to counter by doing the same? There may be 
insuperable practical problems for the court if it had to decide whether the 
promisee’s revaluation was genuine, and not opportunist behaviour in a situation 
of bilateral monopoly (Williamson, 1979; Muris, 1981) where the contract locks 
the two parties into such a relationship. But we should not claim that the result 
achieved by the present law is always “efficient” .

The concept of “efficient breach” of contract may also be criticised by using 
another economic concept, that of an “externality” . In this context, an external
ity is a third-party effect, an external cost suffered by a third party which is not 
taken into account by the contracting parties when they agree the terms of their 
arrangement; or an external cost caused to a third person by the breach of 
contract, and for which no compensation need be paid by the contract-breaker. 
If the contracting parties are able to ignore external costs when deciding how to 
act, there may he economic inefficiency, because the social costs (viz, the costs to 
society as a whole) may exceed the social benefits (again, to society as a whole). 
In the context of breach of contract, it can be argued that society needs a high 
level of reliance on the fulfilment of contracts. Business and the ordinary life of 
individual citizens could not be carried on in the present way, if it was not 
possible to rely on most contractual promises being performed. A certain level of 
contractual breaches may be tolerated by society (indeed, must be tolerated in 
those situations where circumstances beyond the control of the promisor prevent 
the performance of his promise). Each breach of contract tends to weaken public 
confidence in the reliability of contractual promises, especially since most 
breaches will come to the knowledge of third parties. To the extent, therefore, 
that a failure to fulfil a promise is a voluntary and deliberate failure on the part o£ 
the promisor, it will tend to undermine general reliance on contracts and thereby 
cause an external cost (which is not taken into account -  at least in English law -  
in the assessment of damages for the loss caused to the promisee). Those writers 
who have supported the concept of the “efficient breach” of contract have 
ignored this externality.
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8. The Use of Contract Law in Negotiating out-of-Court 
Settlements4

Most of the writers who apply economic perspectives to the law of contract have 
implicitly assumed that a breach of contract immediately and automatically 
brings a legal sanction into operation. But lawyers know that, although there are 
many occasions in which disputes arise between parties to contracts, there are 
relatively few occasions when these disputes are settled in the formal setting of 
the courtroom, by judges applying the rules of the law of contract. Xhe„zast 
majority of contractual disputes are settled by direct negotiations between the 

jparties (with or without the assistance of lawyers), in which compromises are 
reached in the light of all the factors which the parties consider relevant, 
especially any desire on their part to maintain an existing relationship between 
.them; they are not limited to the “legal” considerations which the judge may 
properly take into account when reaching a judgment. The contract-breaker 
knows that the procedure for taking the claim to a full hearing in court involves 
cost and delay, which he can exploit to his own advantage in the negotiations. If 
the claimant is under financial pressure, he will obviously be more willing to 
accept the immediate payment of a lower sum, than to face continuing pressure 
and uncertainty in the hope that a court will award a greater sum (often an 
unknown amount) at some unknown time in the future. Fear of the expense of 
pursuing or defending a claim may obviously induce a compromise. Again, 
people differ greatly in their psychological make-up, and in their ability to face 
uncertainty (which economists call their attitudes towards risks). The emotional 
strain of a dispute, or the fear of being involved in a public court hearing, may 
also exert some pressure on one or both parties to settle. Thus, the parties’ 
imperfect appreciation of what the formal law of contract would say about their 
problem is usually only one of many relevant factors, and its force is often 
outweighed by other factors. The formal legal rules, and the anticipated costs of 
litigation if the dispute were taken to court, provide only the background to the 
parties’ negotiations: the law merely casts a distant shadow on their negotiating 
positions.

It will be argued by some that the possibility of a judicial resolution of the 
dispute offers adequate protection to a party who feels that the pressure of these 
extra-legal factors is unfair to him. Empirical studies, however, show that the 
fear of delay, expense and uncertainty in using the courts frequently outweighs 
the apparent advantage that the eventual judgment should, in theory, ignore all 
extra-legal considerations. A party must make a crude cost-benefit analysis of the 
pros and cons of an early compromise of his dispute, and it is not surprising that 
the other advantages of a compromise usually outweigh the disadvantage that the 
impact of extra-legal factors cannot be avoided. One consequence is that, even 
where lawyers are involved in negotiating the settlement, the legal rules are often 
applied by them without any precision, because if other factors are likely to 
prevail, it is a waste of time and expense to investigate the precise legal position.

4 This section is based on ideas originally developed in Harris and Veljanovski (1983).
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The economist explains this situation by saying that the disputing parties 
realise that extra-legal methods of resolving contractual disputes are usually 
much cheaper, and that rational individuals. will, always choose the cheapest 
method of dealing with a dispute (minimising transaction costs: see section 2 
above),. The relevant question is then whether each mode of dispute resolution 
(renegotiation, arbitration, settlement or compromise, litigation, etc.) is designed 
so that it imposes the minimum necessary costs on each party and does not 
distort the incentives to perform. It would clearly not make economic sense 
either to settle all contractual disputes out-of-court, or to refer all to adjudica
tion. In theory, there will be an ‘optimal’ level of litigation which reflects the 
social costs and benefits of using the courts compared with using other settle
ment processes. An appreciation of this situation should lead contract lawyers to 
the conclusion that legal rules on remedies for breach of contract should be 
designed to take into account the fact that in the vast majority of cases the rules 
will be used to guide out-of-court settlements and to induce compromises. This 
means that the law-maker (whether judge or legislator) should consider the effect 
of any proposed rule on the relative negotiating strength of the parties, and, in 
particular, how the rule will affect the distribution of the “bargaining chips” or 
advantages between the parties. In particular, he should aim primarily at the 
potential use of the rules in a two-party, “direct negotiations” situation, rather 
than at their use by an impartial, third party arbitrator or judge.

The law-maker, at least in England, has assumed that the rules of contract law 
will be applied in an independent way, and that the impartiality of the judge will 
prevent any apparent inequality between the parties in court; it is assumed that 
the ideal of equality before the law will be achieved by the judge ignoring the 
relative wealth of the parties, their business or financial strength, their reputa
tions, political support, or other extra-legal circumstances. The independence of 
the judiciary is avowedly designed to neutralise the inequalities of the parties’ 
negotiating strength in the market-place outside the court. But if contract law is 
used in out-of-court negotiations much more frequently than in court, the law
maker should realise that the assumption of impartial, third-party application of 
the rules will seldom apply, and that his rules will usually be applied in a “dirty” 
world where extra-legal factors may predominate. Relative bargaining strength is 
the crucial factor here, and, if there is an inequality, there is no third party to 
protect the weaker party.

We can illustrate the problem by reference to some English rules on contract 
law. In the last fifty years, there has been a tendency for new rules of law to give 
discretion to the judge, by enabling him to decide what is “ fair” or “ just” or 
“reasonable” . These rules may work well in disputes which are resolved by 
judgment in court. But when they are used in out-of-court negotiations between 
the parties, they obviously create uncertainty in predicting how a judge would 
decide. In these negotiations this uncertainty gives an advantage to the contract- 
breaker (the defendant to the claim). Because there is no assurance that the judge 
would award any particular sum of money as compensation for breach, the 
defendant can usually persuade the claimant to accept a much lower sum than he 
claims as representing his loss. The uncertainty is very likely to lead to a
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“discount” or reduction in the agreed compensation. Unfortunately there will be 
other discounts in addition, because there will usually be other uncertainties 
facing the claimant -  uncertainty about the facts, if there is a dispute over the 
evidence; uncertainty about the length of the delay before the dispute could be 
settled by a judge; and uncertainty about the legal costs of going to court. The 
contract-breaker can use each uncertainty and the delay involved in litigation to 
extract from the other party a settlement for a sum which is substantially less 
than the courts would award. Rules which may work well when applied by an 
impartial third-party, may confer unfair advantages on one or other party in the 
context of direct, two-party negotiations.

The law-maker could influence the level of out-of-court settlements by 
changes in rules of evidence and procedure. Rules of evidence obviously affect 
the bargaining strength of the parties. Under present English law, the promisee, 
the innocent party, must bear all the responsibilitiy of proving that the contract 
has been broken, and of proving the extent of the loss caused to him. If he cannot 
find sufficient evidence on these issues, his claim will fail. This risk creates 
another uncertainty which the contract-breaker can exploit in negotiations. The 
balance of relative advantage could be altered by changing the onus of proof in 
some situations, so that the contract-breaker bore more of the risks and costs of 
proof. For instance, the promisor could be made liable in some circumstances 
unless he could prove full performance of his promise. A businessman who sold 
an article to an ordinary citizen for his own use (a “consumer” in economic 
terms) might be made responsible, if there was a dispute about the quality or 
standard of the article, for proving that the article was up to the required 
standard. Any doubt or uncertainty on this question would then benefit the 
consumer. In view of the parties’ relative bargaining strength outside the court, it 
might be fair to shift this responsibility from the weaker to the stronger party. 
Similarly, rules of procedure which permit the defendant to delay a court hearing 
in order to give him adequate notice of the claim against him, and adequate time 
to prepare his defence, obviously give him an advantage in negotiations. But they 
could be balanced by rules enabling the courts to award high rates of interest on 
any judgment against a defendant who finally loses the case in court. If the court 
could award interest on the compensation running from the date of the breach of 
contract, the higher the rate of interest, the less the advantages which the 
defendant would gain from using the risk of delay as an argument in negotiations 
for a settlement. Finally, rules on the allocation of legal expenses will affect the 
bargaining advantages of the parties in direct negotiations. A rule that each party 
must pay his own expenses of the court hearing, whether he wins or loses, will 
improve the defendant’s position in negotiations because he is then in a position 
to threaten to impose a further cost on the claimant. If the party who wins in 
court can recover all his legal expenses from the losing party, this rule will widen 
the range of possible outcomes in court: it will therefore discourage weaker or 
risk-averse claimants. Each rule should therefore be evaluated in the light o fjts  
.likely effect on negotiations out-of-court, as well as in the light of its expected 
use in court.
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9. Conclusions: the Social Objectives of Contract Law

For the economist, the first question to be asked in relation to any legal rule is 
“What is the rule trvine to achieve?” The economist forces the lawyer to attempt 
to formulate the social objective of the rule, so that the question can then be 
asked whether the rule is “efficient” in achieving that objective. This paper has 
considered many different objectives of contract law, such as facilitating volun
tary exchanges of promises; the efficient allocation of resources and of risk
bearing; the encouragement of reliance on promises, and of the production and 
exchange of information; the avoidance of mistakes; the minimisation of transac
tion costs; and the incentive to perform promises wherever that produces an 
efficient result. But “efficiency” for the economist can be consistent with any of 
these objectives. With so many goals to be met it is evident that the law is 
unlikely to achieve them all simultaneously and thus is unlikely to achieve 
optimal results in all situations. The^law should adopt the “second-best” 
.approach and choose which objective is to have priority in a given situation, and 
then choose which rule is most likely to achieve that objective in that situation. 
Economic theory does not require perfection in achieving a goal: the choice will 
normally be a comparative one -  is rule A more likely than rule B to achieve a 
given objective in a particular situation? In a “second-best” world in which 
information is costly to obtain and the legal system is costly to operate, a rule 
may be “optimal” although it is not fully efficient in achieving a stated goal.
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Some Notes on
the Economie Analysis of Contract Law

F r a n c o  R o m a n i 

R om a

1. Contract in Economic Analysis

The purpose of this paper is to try to explain how and why economists, in the 
pursuit of their own subject, came to be interested in legal problems and more 
specifically in contract law, and to try to suggest that they may have something 
useful to say to legal scholars. The interest of economists in legal problems 
started with the increasing attention given by economic theory to what have been 
called externalities, or external effects. The external effect of an economic 
decision is an effect, whether beneficial or harmful, upon a person who was not a 
party to the decision. If a decision maker in his decision does not take these 
effects into consideration, if, that is, he does not calculate the costs and benefits 
his decisions impose upon third parties, he may undertake activities which 
although useful to him are harmful for society; and inversely he may limit 
activities which are socially useful. This very simple idea has been the theoretical 
basis of a great part of the theory of the economic intervention of the state, a 
theory which may be reduced to the basic proposition that the state should 
intervene when the market does not work.

Around the sixties this approach came under attack mainly by economists of 
the Chicago School. In a now famous article (Coase, 1960), Ronald Coase 
showed how in a world without transactions costs the inefficiencies caused by
external effects could not exist. Coase, in effect turning upside down the 
traditional point of view, maintained that so called external effects did exist 
because the market (i.e. the negotiation between the parties) was not working, 
mainly because of the existence of transaction costs, not that the market does not 
function because there are external effects. This result, which like all good 
theoretical results seems obvious once understood is nicely (and critically) 
summarised by Calabresi (1968:68).

Thus, if one assumes rationality, no transaction costs, and no legal impediments to 
bargaining, all misallocations of resources would be fully cured in the market by bargains. 
Far from being surprising, this statement is tautological, at least if one accepts any of the 
various classical definitions of misallocation, These ultimately come down to a statement
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akin to the following: a misallocation exists when there is available a possible reallocation 
in which all those who would lose from the reallocation could be fully compensated by 
those who would gain, and, at the end of this compensation process, there would still be 
some who would be better off than before.
This and other similar definitions of resource misallocation merely mean that there is a 
misallocation when a situation can be improved by bargains. If people are rational, bargains 
are costless, and there are no legal impediments to bargains, transactions will ex hypothesi 
occur to the point where bargains can no longer improve the situation; to the point, in 
short, of optimal resource allocation. We can therefore, state as an axiom the proposition 
that the externalities can be internalised and all misallocations, even those created by legal 
structures, can be remedied by the market except to the extent that transactions cost money 
or the structure itself creates some impediments to bargaining.

The so-called Coase theorem could well be a tautology, but this tautology has 
not been useless insofar as it has forced economists to look for the more 
fundamental explanations for the presence of situations usually identified with 
the term externality i.e. transaction costs. And in studying transaction costs 
economists began to study legal problems. As George Stigler very aptly put it 
(1972:12).
The Coase analysis has emphasised the urgent need in economics for a general theory of 
transaction costs. The development of a theory of costs is a task for economists, but an 
integral part of that task is the understanding of the legal processes which may be 
employed. Economic life requires reliable commitments by the transactor and economic 
disagreement calls for methods of solution. . .  It comes as more of a surprise to the 
theoretical economist, I am sure, than to his legal brethren that economic order has a deep 
relationship to legal order.

In connection with the problem of externalities the main categories of transac
tion costs which are analysed are:

i) the costs of defining and policing the right of exclusion (the cost of defining 
property rights);

ii) the costs associated with negotiating and enforcing contracts for the 
exchange of property rights.

As a legal student will immediately realise this categorisation refers to the two 
main characteristics of the property right, i.e.

i) the right to use, or to decide how and by whom a thing shall be used; which 
implies the right to exclude other individuals from its use;

ii) the right to transfer, or freely alienate, the ownership of the good to any 
person the owner sees fit. This right implies the right to enter into contracts with 
other individuals and to choose the form of such contracts (freedom of contract).

The attention of economists, when dealing with externalities, has been mainly 
directed towards the right of exclusion. The so-called-problem, of the “ copi- 
mons” (fishing in the ocean, the congestion of a road, the overgrazing of a 
pasture) is the main example of it. As is well known the problem of the commons 
arises when, due mainly to the impossibility of exclusion, no rent is imputed to a. 
scarce fixed factor such as land, fishing grounds or roads. The consequence is. 
that the resulting free access equilibrium is inefficient because the average . 
product of the variable factor, instead of the marginal products is equated across 
alternative uses.
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Or, to avoid any technical jargon, we could say that a resource which is in 
fixed supply is very likely to be over used if available free of charge. Ownership 
of the scarce resource is one way of insuring that a charge will be levied which 
reflects the scarcity of the resource. The possibility of excluding those who are 
not willing to pay is the precondition for being able to obtain the price required 
for efficiency purposes.

The reason for stressing this problem of exclusion lies in the obvious fact that 
exclusion is the precondition of transfer (what is the sense of selling a piece of 
land which everybody can use?). Once the right to exclude is established, the 
good or the asset is, from the economic point of view, clearly specified and so it 
can be transferred. The right to transfer (freedom of contract) has the function of 
insuring that the good or the asset is put to the best use. From the point of view 
of efficiency this is the main function of the institution of property.

Very frequently it is the difficulty of making exchanges, i.e. of contracting, 
which may explain why a system of private property has not emerged1

Take for example the case of pollution, which is the typical case discussed in 
connection with externalities. It is frequently asserted that pollution is due to the 
difficulty of enforcing property rights in air or water. I think the assertion is 
correct. However I would like to stress that these property rights are difficult to 
enforce not so much because there is a difficulty of exclusion but mainly because 
the difficulties and costs of contracting are very high. The demand for water by 
someone dumping garbage into a river is clearly measurable by the amount of 
garbage he wishes to dispose of in this way. If dumping garbage is forbidden 
there is an exclusion from the use of the water. The cost of exclusion is not 
thought to be really relevant (we have serious and competent people proposing 
to tax garbage per ton). The real trouble, as perceptive economists have been 
quick to realise (Baumol, 1972) lies in the nature of the “public bad” of 
pollution; while the polluter demands a precise amount of water (from which he 
could easily be excluded) he would, if the water rights in the river belong to a 
large number of people (as is commonly the case) have to negotiate with each one 
of them. It is obvious that the costs of contracting would be really prohibitive 
(above all if we consider that each one of the owners would have a veto power). 
In situations of this type it is therefore difficult for a market to operate.

In consequence, as Calabresi and Melamed (1972) explain, certain “entitle
ments” , like the right to clean water, may be protected by liability rules instead 
of what they call property rules. The distinction between these two regimes of 
legal protection clearly reflects our distinction between the right to exclude and 
the right to transfer. If there is a right to exclude there is clearly an entitlement. 
However there are situations, like that of water rights, in which the right to 
transfer this entitlement by contract is difficult, costly or deemed to be inconve-

We must note that there is an interaction between the two different types of transaction 
costs. For instance if the cost of negotiating contracts is very high it may render worthless 
the effort to define exclusivity even if its costs would be very low. Conversely if the costs 
of contracting were very low it could be convenient to enforce exclusivity even if the 
costs of defining it were much higher than in the preceding case.
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nient. Here the legal system offers a particular kind of protection, through 
liability rules. An example given by Calabresi and Melamed of an entitlement 
protected by liability is the case of “eminent domain” which is a case where, as in 
our previous example of pollution, the seller may have a veto power (the hold
out problem) and so contracting becomes difficult and therefore it is better to 
resort to a liability rule. Another example given is the case of “accidents” . “If we 
were to give victims a property entitlement not to be accidentally injured we 
would have to require all who engage in activities that may injure individuals to 
negotiate with them before an accident, and to buy the right to knock off an arm 
or a leg” (Calabresi and Melamed, 1972:1108).

It can be seen that problems of contracting are taking the centre of the stage of 
economic analysis of externalities and of the law. For instance economists have 
used the cost of contracting to explain the existence of the firm, which may be 
defined as an organisation within which the allocation of resources is done not 
by the price system but by authority. Once again the problem was clearly posed 
by Coase (Coase, 1937) who explained the existence of the firm by reference to 
the cost of using the market to form contracts.

But how are we to explain the existence of situations in which the costs of 
using the market are greater than the costs of internal organisation? An interest
ing attempt at a solution is given^by Alchian and Demsetz (1972). They introduce 
the concept of team production, whose main characteristic is that the output 
yielded by the team is not simply the sum of the separable output of each of its 
members. With such team production it is difficult, solely by observing total 
output, either to define or determine each individual contribution to the output 
of cooperating inputs. In consequence it is difficult to set up a structure of 
individual rewards related to the contribution to joint output of each member of 
the team. Clearly if rewards are unrelated to efforts there will be no incentive and 
each member wiUhave a tendency to reduce his effort by shirking as he will not 
bear the full cost of it. Thus in Alchian’s and Demsetz’s view the two key 
demands placed on economic organisation are those of metering input produc
tivity and metering rewards. Team production, therefore, needs monitors. But 
who monitors the monitors? .Quis custodiet custodes? According to Alchian and 
Demsetz the classical capitalist firm is an institution which provides an efficient 
solution to this kind of problems. At the basis of this explanation of the existence 
of the firm there are the difficulties and costs connected with what we called the 
right to exclude and the right to contract. The right to exclude, as we said, has the 
function of specifying clearly the goods or the assets which can be transferred. In 
the situation described by Alchian and Demsetz the good which is sold is the 
effort of the members of the team. If individual effort could be easily measured 
(for instance by reference to output) there would be no problem in setting up a 
market as exclusion could be easily carried out (each would be paid according to 
the output he produced) but when there is a team production this is no longer 
possible, exclusion becomes difficult, and the market cannot work properly.

A very important work, along a similar line of thought, has been undertaken 
by Williamson on markets and hierarchies (1975) in which he tries “to identify a 
set of environmental factors which together with a related set of human factors
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explain the circumstances under which complex contingent claims contracts will 
be costly to write, execute and enforce. Faced with such difficulties, and 
considering the risks that simple (or incomplete) contingent claims contracts 
pose, the firm may decide to bypass the market and resort to hierarchical modes 
of organisation. Transactions that might otherwise be handled in the markets are 
thus performed internally, governed by administrative processes instead” 
(Williamson, 1975).

Enough has been said, I hope to show how economists have come to 
appreciate the central role of a study of contract within economic analysis. I turn 
now to consider how economists approach certain problems about contract 
which are central to legal analysis.

2. Executory Contracts

Economists have always been familiar with the theory of exchange. When they 
talk of exchange, however, they have in mind a simultaneous exchange. Simul
taneous exchange, though, is not particularly interesting for the student of 
contract. To him, the contract is in essence an exchange extended into the future. 
The contract is a promise of doing something in the future in exchange for 
something else. Now the future is uncertain and therefore there is the possibility 
that the costs and benefits of the exchange will turn out differently from what the 
parties expected. What contract law does is to use the machinery and the 
authority of the state to enforce, as the future unfolds the original agreement.

But why should the original agreement be enforced? This is the traditional 
problem, for lawyers and philosophers, of explaining why a promise should be 
binding. The economist may have something sensible to say about this. In the 
absence of sanctions one who promises to do something in the future may find it 
in his interest not to. It may well be that if this possibility is taken into 
consideration the system of future exchanges will collapse with a loss of welfare 
for everybody.

We can express this situation in terms of the theory of games. The pay-off 
structure of a market exchange is that of a game that the theorist calls a Prisoner’s 
Dilemma. By way of example, take two individuals, Tizio and Caio. Tizio has 
the good A, whose value to him is one dollar while Caio values it at two dollars. 
Caio has the good B whose value to him is one dollar, while Tizio values it at two 
dollars. It is clear that both Tizio and Caio would gain from exchanging the 
goods. However, let us introduce into this simple world the possibility that one 
of the parties, once he has received the good from the other, does not fulfil his 
part of the obligation. All the possibilities may then be summarized by the 
following matrix (seep. 126).

If Tizio and Caio do not make the exchange, (i.e. Tizio keeps A and Caio 
keeps B) each retains a good worth one dollar (quadrant IV). If they make the 
exchange (Tizio gives A and Caio gives B) each ends up with goods worth two 
dollars (quadrant I).

However if Tizio gives A but Caio keeps B Tizio will end up with nothing
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Tizio gives A

Caio gives B

(i)

T2 C2

(III)

Caio keeps B

(II)

TO C3

(IV)

Tizio keeps A T3 CO Tl C l

while Caio gets three dollars worth (quadrant II). The same reasoning, symmet
rically, could be applied to Caio (quadrant III).

One can intuitively see that, if Tizio and Caio distrust each other, the more 
rational solution for each of them is to keep his good in order to avoid the risk of 
ending up empty handed. This means that there will be no exchange. As we have 
seen, however, each would have gained if the exchange had taken place. 
Moreover, the exchange is the value-maximising solution for society in dollar 
terms. The value of the goods in their new hands is four dollars whereas it was 
two dollars before. Making the promises between the parties binding is a way of 
insuring that both parties enter, in a situation of this type, into exchange, 
therefore increasing the welfare of both.

We therefore suggest that contract may be explained as a solution to a 
prisoner’s dilemma.

The example of how a binding promise solves a prisoner’s dilemma problem 
refers to contracts which are only partially executory, that is, where Tizio 
performs and the question then is whether Caio is to be held to his promise (or 
vice versa). The case of wholly executory contracts does not fit easily into a 
prisoner’s dilemma situation. If Tizio and Caio exchange promises but Caio then 
wishes to withdraw before Tizio has performed we may ask why the rule of 
contract should enable Tizio to enforce Caio’s promises. The usual answer 
would be that the main function of executory contracts is to allocate the risks of, 
changes in events before the date for performance arrives. This shifting of risk 
means a gain for both parties. If however anyone is free to renege on his 
engagement this utility-increasing reallocation of risk would become impossible 
for the prisoner’s dilemma reasons illustrated above.

It has been suggested however that there may well be executory contracts 
whose function is not to allocate risk. Atiyah, for instance in a recent review 
article (1981), offers a simple example
where A contracts to sell an orange to B for lOp, and B contracts to buy it at that price. The 
agreement is that the contract is to be performed on both sides tomorrow: because this is a 
free and voluntary agreement we can assume that A values the orange at less than lOp, 
otherwise he would not sell it for that price. Let us assume that he values it at 8p. B, on the
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other hand, must obviously value it at more than lOp otherwise he would not pay lOp for 
it. Let us assume B values it at 12p. Clearly a simultaneous exchange now will improve the 
position of both parties.

But when the time for performance arrives, A changes his mind and now values 
the orange differently. Professor Atiyah considers two possibilities: the first is 
that A values the orange at l ip , the second that he values it at 13p. The principle 
of efficiency requires that the orange should go to the party who values the 
orange more i.e. to B when A values the orange at l ip  and to A when he values 
the orange at 13p. It is easy to show that without transaction costs, this is the 
result that would be reached either if the promise is binding or if it is not (it is a 
straightforward application of the Coase Theorem)2. However Professor Atiyah 
maintains that in the presence of transaction costs the solution is not so clear cut. 
He shows in fact that the only case in which the presence of transaction costs 
seems to make no difference is the case where there is no liability for the breach 
of the contract and A has revalued his good to 13p i.e. the case in which there is 
no liability rule, A breaches the contract and keeps the orange. The conclusion he 
draws from his example is that economic analysis has not yet provided reasons 
why it is efficient to enforce wholly executory contracts.

I do not think this conclusion is correct. What Professor Atiyah really proves 
with his examples is that in certain legal systems, there is the possibility that the 
expected costs of transactions may be higher than the expected gains of winning a 
case. It is clear that in a situation of this type if A does not perform B is not going 
to sue. But the examples of Atiyah depict a situation in which, from an economic 
point of view, the rule in operation is the absence of liability de facto for the 
party that does not perform. It is therefore a non sequitur to infer from the 
examples that the efficiency of the liability rule for the breach of an executory 
contract from an economic point of view has not been proved. What Atiyah 
shows is simply that it might be difficult (or even impossible) to implement a 
liability rule in practice. From an economic point of view the right question is tie  
following: if a liability rule could be implemented in practice is it preferable to a 
no liability rule? With such formulation of the question we are practically back 
to the Coase theorem. From an allocational point of view it should be a matter of 
indifference which rule is adopted.

From a distributional point of view of course there will be a difference. In the 
example chosen by Atiyah we are allowed, though, to consider some distribu
tional question. In fact, as Atiyah says, “parties who make contracts today for

2 The proof is very simple indeed. If A values the orange at lip , with a liability rule in 
operation which would force him to pay 2p to B in case he does not perform (12p-10p) it 
would be his interest to perform. If, however, A now values the good at 13p he would 
pay the 2p to B and not perform. In both cases the orange will go where it is most valued 
(the efficiency principle). In the case where there is a no-liability rule if A values the 
orange at 13p he will not perform and this is the efficient solution. If he values the orange 
at 1 lp he will not perform either. But now B will make a new offer at a price higher than 
l ip  and, assuming the absence of transaction cost, he will therefore and up with the 
orange. Therefore also in this case the efficient result is still insured.
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performance may not be doing so to allocate risks tomorrow at all: they may be 
doing so because they cannot perform today, although they would if they could. 
In my example perhaps A does not have his orange available, or B does not have 
his money available today” (Atiayh, 1981:205).

It seems that in Atiyah’s example the executory contract is made due to the 
unfortunate impossibility of making a simultanoues exchange immediately. 
Therefore a comparison should be made between a simultaneous exchange done 
today and a simultaneous exchange postponed to tomorrow (the executory 
contract has been made to make sure that what is impossible today will be done 
tomorrow). Suppose that the parties had nonetheless succeeded in making a 
simultaneous exchange today. When tomorrow arrives A may have changed his 
mind and may value the orange either l ip  or 13p. O f course in both cases he 
regrets having made the exchange. Should he value the orange at 13p he can buy 
it back again: the good will then go where it is most valued, and efficiency is 
insured. But this from a distributional point of view is exactly the situation in 
which the parties would have found themselves if they had signed an executory 
contract with a rule of liability effectively implemented.

Following Atiyah’s reasoning through, therefore, we should conclude that 
any exchange is inefficient insofar as a party may subsequently change his mind. 
This is a step that as a dull, mainstream economist, I am not yet ready to take 
without further analysis.

To sum up the argument, I believe that executory contracts are usually made 
for shifting risks (they are mainly a form of insurance) and this is an economic 
activity which legal rules should encourage in order to avoid prisoner’s dilemma 
situations. There may well be a few cases in which this is not true but there are no 
reasons from an economic point of view why in these cases we should change the 
legal rules. From the efficiency point of view both types of rules (liability and 
non-liability) are more or less equal, but from a fairness point of view, it is better 
to have a liability rule for the breach of contract. Moreover, to have the same rule 
for all cases saves the costs, for the courts, of finding out whether an executory 
contract is or is not a way for allocating the risks.

3. Binding Promises

Viewing the contract as an attempt to deal with a prisoner’s dilemma may help in 
understanding the structure and the development of the contract law. It explains, 
first of all, the emphasis of the traditional theory on looking at the will of the 
parties. This is a way of seeing, through the eyes of the parties themselves, what 
is the original matrix of the pay-offs on the basis of which they entered into a 
contract. A legal system should never allow that a party be damaged for having 
believed that a promise was binding. To ensure that this is not happening one 
needs to know what the parties intended. Flowever the need to maintain trust in 
the institution of contract does not imply that promises should be absolutely 
binding. For instance, the unfolding of time may change the matrix of pay-offs 
(in our example Tizio and Caio change their valuation of the goods) and 
therefore the exchange could cease to be value maximising. In this case it could
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be sensible and economically efficient to allow a promise to be broken. To keep 
the trust in the institution of contract, this should be allowed, however, only if:

a) the party who breaks the promise is not going to benefit by the behaviour 
of the other party while executing his part of the obligation (there should be 
restitution). It is obvious that if this were not so there would be built into tlje 
system an incentive to break promises;

b) the party who has not broken the promise should be as well off as he 
would have been if the promise had not been broken; and in any case he should 
never be damaged for having relied on the contract.

O f cource to insure that, when a promise is broken, these two conditions are 
respected we need an independent third party (the court). This need also arises 
because the parties, when making a contract, are not able (either because it is too 
costly or just for sheer lack of imagination) to foresee all the possible contingen
cies that could appear in time. In this case they trust that should unexpected 
contingencies emerge there are rules and an independent third party that would 
provide a fair solution. As a matter of fact, as has been said (Kronman and 
Posner, 1979:4):

many substantive rules of contract law are simply specifications of the consequences of 
some contingency for which the contract makes no express provision. If the parties are 
satisfied with the way in which the rule allocates the risk of that contingency, they have no 
need to incur the expense of writing their own risk allocation rule into the contract.

In general we can say that, when, for whatever reason, it appears that on a 
particular contingency there has not been a specific promise and there is not a 
specific substantive rule implicitly accepted by the parties, it is not surprising 
that a court will decide the case according to the residual general principles of 
law, such as the tort principle of compensation for harm done, the restitution 
principle for benefits conferred and so on. This may be the reason why even 
some shrewd observers of legal reality may have got the impression that, in 
practice, the will of the parties is not really the basis of the contract and that the 
emphasis given to this element is just a transitory and soon-to-disappear episode 
of liberal ideology. I do not feel, however, that this impression is correct. If the 
interpretation of the contract as a solution to a prisoner’^dilemma is sound, the 
main function of contract law is and remains to insure that ex ante, and not ex 
post all parties gain from the fact that the institution of contract exists. But the 
main way of seeing what was the situation ex ante is to look at the valuations and 
expectations of the parties themselves at the moment the contract was made. This 
interpretation offers a good explanation of (or is warranted by?) the rationale 
behind the common law doctrine of consideration, which sometimes is taken as 
an indication of the relative relevance of the will of the parties in making a 
promise binding.

In fact if, when the contract is made, there is not an exchange of something for 
something and thus, a gain for all the parties concerned, the possibility of a 
situation of the prisoner’s dilemma’s type does not emerge and therefore there is 
no need to look at the will of the parties. To mal^gratuitous promise binding, 
therefore, would be purely a waste of time and resources, that is economically
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inefficient. The parties are themselves quite capable of giving force to their wills 
if they want.

In an influential article Richard Posner (1977), has put forward some interest
ing ideas on the problem of gratuitous promises which are worth discussing in 
the present context. The problem of these promises is why they are made. The 
purpose of a promise in an ordinary exchange is to induce performance, but if 
reciprocal performance is not desired, why promise at all? Why promise to make 
a gift, rather then waiting until one is ready to make the transfer and then just 
making it? According to Posner:

a gratuitous promise, to the extent it actually commits the promisor to the promised course 
of action, creates utility for the promisor over and above the utility to him of the promised 
performance. At on level this proposition is a tautology: a promise would not be made 
unless it conferred utility on the promisor. The interesting question is how it does so 
(Posner, 1977:412).

Richard Posner argues

| that it does so by increasing the present value of an uncertain future stream of transfer
I payments (Posner, 1977:412).

To give a simple example: A promises to give one hundred and ten dollars to B 
next year. Suppose the current rate of interest is ten per cent. If the promise is 
binding, B could today borrow one hundred dollars and use the money sure in 
the knowledge that he will be able, next year, to pay with the gift principal and 
the interest (i.e. at a rate of interest of ten per cent the present value of one 
hundred and ten dollars next year is one hundred). However, Posner maintains 
that a non-binding promise of one hundred and ten dollars has a lesser value for 
the promisee (therefore for the promisor it is as if his gift were reduced in size). 
Suppose he calculates that the promisor will just give half of what he promised
i.e. fifty-five dollars. In this case the promisee, if he wants to play safe, could 
only borrow fifty dollars, the present value of the promise. Therefore Posner 
argues, the difference between the two present values (fifty dollars) represents 
the social cost of not having the institution of a binding promise. More precisely 
the promisor who intends to keep the promise will, if the promise is legally 
binding see the size of his gift increased at no cost to him and “here is a clear case 
where the enforcement of gratuitous promise would increase net social welfare” 
(Posner, 1977:412). The suggestion is clever but not quite right.

In fact if A keeps his promise, although not binding, next year B will find 
himself with fifty-five dollars that he did not expect, i.e. he will find himself in a 
situation as if he had last year saved fifty dollars and invested them at the rate of 
interest of ten per cent. And this is clearly a benefit to B and by consequence, 
according to the premise of Posner, an increase of utility for the promisor.

There is however a grain of truth in what Posner says. O f course, if B had 
relied on the promise he would probably have planned his expenditure diffe
rently (there is no reason for him to choose to save fifty dollars) and therefore 
there is a loss of utility for the promisee for the reason that the promise was not 
legally binding. But this loss is not at all represented by the difference in the
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present values of gifts in the alternative systems of liability. So the point made by 
Posner is really much less weighty than it may seem at first sight.

Probably one of the purposes of making a purely gratuitous promise is to give, 
out of benevolence, information to the promisee in order that he may plan his 
activities better. It is not logically impossible for the promisor not to care 
whether the promise is believed or not. The benefit for him is of having given the 
information. If, however, we think that not the gift, but the change „in planning is 
really what the promisor cares about we are in a sense abandoning the idea of a 
purely gratuitous promise and we begin to see the promise as a way of inducing 
the promisee to do something in which the promisor is interested. The greater his 
interest, the closer we are to a prisoner’s dilemma situation. This then becomes 
the reason why we may wish to make the promise binding.

This discussion on the enforceability of promises may serve as an example of 
how an economist’s mind may work when faced with a legal problem. I am not 
suggesting that this is the correct, or best approach to such contractual questions: 
only that this is a creditable approach which, for certain purposes, may be the 
most useful.
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Neo-Institutional Economic Theory: Issues of Landlord and
Tenant Law
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Introduction

Neo-institutional economic theory has as its purpose to formulate testable 
hypotheses predicting the impact and substantive consequences of alternative 
property rights. Its practice should also serve the client who specifies an 
economic performance and asks what law would help achieve it. Classical 
institutional economics, brought to its apex by John R. Commons, focused on 
the transaction as the unit of analysis. People are interdependent and their 
actions create conflict as well as opportunities for accomplishment beyond that 
reachable by the individual. They have at their disposal physical, emotional and 
perceptive capacities. Their access to resources and the use of their potential 
capacities are shaped by property rights.

Property rights are used here in a broad sense to refer to the understandings 
we carry in our heads of the relationships of one person to another with respect 
to a resource or any line of action. Rights are the instrumentality by which any 
society controls and orders human interdependence and resolves the question of 
who gets what. The terms institutions, rights, and rules of the game are used here 
interchangeably. In the words of Commons (1950:21) “ an institution is collec
tive action in control, liberation and expansion of individual action” or as 
Kenneth Parsons (1942) says “Property is a set of social relationships which ties 
the future to the present through expectations of stabilized behavior regarding 
other persons and things” .

In an interdependent world, the opportunities of one person are shaped by the 
opportunities of others (Samuels, 1981). And it is rights that define the potential 
for these interacting opportunities. One person’s duty that must or must not be 
performed is anothers’s right and that person can ask for the collective’s help in 
achieving the desired acts of others. If one person has a liberty and may choose 
an opportunity, the other person is exposed and cannot interfere (Hohfeld, 
1913).

*  Research funded by the Michigan Agricultural Experiment Station and referenced there 
as Journal Article Number 10795.
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A key concept for neo-institutional economic theory is the classification of the 
characteristics of goods which are sources of interdependence. It is the inherent 
features of goods which influence how one person’s acts can potentially affect 
another. The instrumentality of law depends on the source of the interdepend
ence. If you do not know where the ability of one person to affect another is 
coming from, you cannot control the opportunities of the parties to potential 
transactions. The section headings of this chapter illustrate this goods classifica
tion which is referred to as the “ situation” .

Thus the first component of the neo-institutional economic theory is classifi
cation of the situations of interdependence. The next component is the structural 
or institutional alternatives. Most institutional economists begin with contrasting 
bargained (market), administrative, and status/grant transactions (Heilbronner, 
1962:chap. 1 and Polanyi, 1957:250). This is a good place to start, but more 
complex and necessarily ad hoc variations must be added for the case at hand. 
The final component of the neo-institutional paradigm is performance. The 
performance variables chosen depend on the analyst’s perception of the concerns 
of the groups in society (or the analyst’s clients). A positive theory limits these to 
substantive and observable measures of who gets what rather than the abstrac
tions of efficiency, productivity, justice or freedom which are often value 
implicit and presumptive.

A scientific theory must identify variables and specify the relationships among 
them, and formulate hypotheses which are potentially falsifiable. In social 
science experimentation, it is particularly important that theory can identify 
problem situations as to their essences and instruments as to their functional 
equivalents. When a legal change is proposed, it may never have been tried 
before. There is nothing extant to observe. In that case we need a theory to 
organize our previous experience in situations which had the same functional 
ingredients, even though they were wrapped in different exteriors.

In the balance of this chapter a neo-institutional theory will be described. 
Rather than simply being an abstract theoretical statement, the treatment here 
will outline the theory with reference to a particular set of interdependencies 
growing out of landlord-tenant transactions in rented housing. The specific 
references to law are to the Michigan Compiled Laws Annotated (M .C .L.A .) 
section 544.601, referred to as the Security Deposit Law, and M .C .L.A . section 
544.631, known as the Truth in Renting Act. The 1972 Security Deposit Law 
provides that a deposit to cover damages to the premises may be required and 
held by the landlord, but it is the property of the tenant. An inventory checklist 
of the condition of items on the premises is signed by both parties at the 
beginning of the tenancy. If the landlord claims any part of the deposit for 
damages after the tenant departs, and the tenant disputes the claim, the landlord 
must commence a court action to obtain possession of the money. If the landlord 
keeps the deposit without court action, he is liable to the tenant for double the 
amount of the deposit retained. Any contract provision waiving these rights is 
unenforceable at law. The framers of the Act hoped for a performance whereby 
tenants paid only for damage done and thereby had a larger proportion of their 
deposit money returned to them than had been common in the past.
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The 1972 Act did not achieve its hypothesized performance, so in 1978 an 
additional law was passed, referred to as the Truth in Renting Act. Among other 
things it not only made contract provisions waiving tenant rights to security 
deposits unenforceable, but made their inclusion in a contract illegal and subject 
to recovery of damages resulting therefrom.

The discussion is aimed at explaining why the first law failed to perform and 
to suggest that an adequate theory should have been able to organize experience 
to have designed a law sufficient to the purpose. While the case is of interest in 
itself, it is chosen primarily to illustrate the potential of a theory with general 
application1.

The commonest class of ways that one person can affect another is when one 
person’s use of a resource is incompatible with another’s. With respect to the 
apartment the first question we ask the law to answer is: who has the rights to 
use it and decide conditions for others to use it. Persons A and B cannot make 
full use of it at the same time. So the first question of legal structure is, who is the 
landlord, i.e. who is able to receive bids form others; and who must make a bid if 
they want a place to live. The law in question did not do anything to redistribute 
factor ownership. Use of the property in a manner unauthorized by the owner is 
a legal wrong. It might be a matter of criminal law if the unauthorized use is 
arson, or civil law if the unauthorized use damages the apartment or its contents.

While landlords are entitled to sue for damages, they have found that the right 
is of little value if the damaging tenant has moved away quickly and is costly to 
trace. Also even if found, the tenant may not have the capacity to pay for the 
damage done. With this experience, landlords have exercised their right of 
contract to collect a damage deposit prior to occupancy. So in a sense the exercise 
of one’s right to be free of damage is itself a type of good whose salient feature is 
its high transaction (information) cost -  more on this below. The damage deposit 
as a sum of money is an incompatible use good. Both before and after these Acts, 
landlords used the deposit money to earn interest for themselves until it was time 
to return it. Some law reformers contemplated declaring that the deposit and its 
interest earning power remained to the benefit of the tenant and its only function 
could be to guarantee the capacity to repay damages, but this was not enacted. 
The money was freely tradeable and if the landlord could bargain for use of it as a 
term of the lease, the law did not prevent its alienation for the purpose of earning 
interest. The issue of use as opposed to exchange rights is fundamental to 
definition of the prevailing structure. The ownership of the deposit was fractured 
into several complex parts.

O f major interest to economists is the relative bargaining power of the parties 
to a transaction (i.e., the ability of any one person to affect price). The 
interdependence created by bargaining power is controlled by rights related to 
the degree of competition. Under conditions of fewness, one party can exact a 
one-sided bargained exchange. The legal variables suggested by neo-classical 
economics are those related to antitrust law and illegal restraint of trade, which

1 For more detailed exposition of the theory and further applications see Schmid (1978 and 
1981) and Samuels and Schmid (1981).
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prevent suppliers (or buyers) from setting prices above the cost of production 
where unusual profits are earned. This does not seem to be a major issue here. 
There is no apparent collusion among landlords to restrict the supply of housing. 
Nor are tenants forming collective bargaining associations and preventing other 
would-be tenants from framing bids at market prices.

So far the two main property right alternatives identified by neo-classical 
economics have been discussed -  namely factor ownership controlling incompat
ible use and rules of competition controlling bargaining power. In the discussion 
to follow it will be seen that instrumental as these two types of rules may be, they 
do not begin to control all sources of interdependence. Knowledge of these other 
sources will help to suggest additional institutional alternatives and to interpret 
the results of new experiments.

1. Transaction and Information Costs

To make a good transaction, each party needs good information and access to the 
relevant parties. Thus, the making of agreements must not be too costly: if it is, 
nothing happens. The party which faces higher information costs will be at a 
disadvantage in making the transaction. The kinds of information needed are 
varied and complex. First, there is the matter of knowledge of price and quality 
of apartments available. This is very much related to the classical interest in the 
functioning of markets, but did not seem to be much of a problem in the present 
case.

Very much at the heart of the landlord-tenant transaction is the matter of the 
cost of establishing the extent of damage if it occurs. The original condition and 
value of the apartment and its contents are at issue. The landlord says everything 
was perfect and of the highest quality while the tenants say the table was already 
scratched and the leg already broken when they moved in. If this must be proven 
in a court of law, there are information and transaction costs to bear. If a damage 
deposit is in the hands of the landlord, then he makes the appraisal and returns 
the remainder after deducting any damages as he sees it. If the tenant disagrees, 
he must bear the costs of initiating court action to recover the excessive 
deductions. Since court actions of even a minor sort are not free, the tenant may 
accept a damage deduction when the cost of the transaction is greater than the 
value of the loss. If the tenant has the right to refuse the claim, then the landlord 
must bear the transaction costs to pursue relief in the courts. The result is the 
same, only the shoe is on the other foot. The landlord accepts damages when the 
transactions costs of collection are greater than the damage. Depending on the 
bargaining strength of the parties, the landlord may include the average of these 
small losses into the rental charge to the disadvantage of the tenant who is truly 
careful and causes no damages at all.

The bargained outcome of this when money for deposits was freely exchange
able (prior to the 1972 Security Deposit Law) was that landlords contracted for 
damage deposits paid in advance and from which they made deductions at will. 
The performance results of this right (liberty) in the context of high information 
and transaction costs were judged unacceptable by the government. A law was

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



136 A. Allan Schmid

passed which changed factor ownership of the deposit with reference to who 
must initiate court action to alter any division of the deposit not agreed to 
mutually. The deposit was declared the property of the tenant (but not the 
interest thereon). If the landlord claimed any part of it, he had to bear the 
transaction costs of getting a judge’s consent. Further this right was declared 
non-exchangeable, even if the tenants thought they might receive fair value by 
giving up this right (perhaps a reduction in rent), no such contract provision 
waiving the right was enforceable at law. The rationale might have been that 
because of unequal bargaining power or information costs, the tenants would not 
be able to make fair bargains and would exchange rights to their deposit money 
too cheaply.

The framers of the legislation must have hypothesized that they were dealing 
strictly with an incompatible use good controlled by factor ownership. When 
they changed the factor ownership and made it non-exchangeable they predicted 
that tenants would be able to retain more of their deposits unless substantial and 
clear damage had occured. But in fact, the hypothesis proved incorrect. Many 
landlords still included provisions in their contracts giving them the right to 
make deductions at will. While these would have been unenforceable in court, 
uninformed tenants accepted them. Property rights are themselves a type of 
good. Landlords may be able to take advantage of tenants for whom the costs of 
information about their rights are high. Misinformation would have little effect if 
information were cheap.

To off-set the information costs, a new law was passed which made waiver of 
ownership of deposits not only unenforceable but illegal. Further, a duty was 
placed on the landlord to inform the tenant that the tenant had some unspecified 
rights in such things as deposits.

Each rental contract must contain the following notice:

Michigan law establishes rights and obligations for parties to rental agreements. This 
agreement is required to comply with the Truth in Renting Act. If you have a question 
about the interpretation or legality of a provision of this agreement, you may want to seek 
assistance from a lawyer or other qualified persons.

It might be thought that the law might have required that a copy of the law itself 
be distributed to tenants. This, however, may not have solved the problem of 
information cost. Too much information can be as bad as too little and confused 
tenants might still not understand their opportunities under the law.

The new law went even further in recognizing interdependence created by 
high information costs. An unscrupulous landlord might still be tempted to 
include a prohibited clause in the rental contract hoping that if a few knowledge
able tenants overcame the transaction costs of seeking court removal and fines 
for the offending clause, others would still be misled by its provisions.

First, the law requires the tenant to give written notice of the offending clause 
to the landlord who then has 20 days to give notice to all other tenants that the 
clause is void and unenforceable. If notice of the prohibited clause is not given by 
the landlord, a single tenant may enjoin the landlord to exclude it from future 
contracts and the court will order the landlord to give the required notice. This
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applies to all leases to which the landlord is a party at all housing sites. The law 
recognizes the role that court transaction costs might play in deterring a tenant 
from seeking the removal of the offending clause. After all the tenant taking the 
initiative might find that transaction costs exceeded the amount of any loss 
resulting from the illegal clause. All of the rest of the tenants benefit, but the 
person bringing the suit would bear all costs of the proceeding. Thus the law 
provides that the plaintiff can recover damages of $ 500 or actual damages, 
whichever is greater. The winning plaintiff may also recover attorneys’ fees. This 
reward may be sufficient to prompt an enterprising person to examine systemat
ically rental contracts and sponsor one of the affected tenants to give notice in the 
hope that the landlord would not comply and that the $ 500 could then be 
collected.

Second, in case the above is not sufficient, the law also makes publishers of 
lease forms liable for any damages suffered by a landlord as a result of including 
an illegal provision. The leverage provided by the $ 500 and the publisher’s 
liability are very relevant to the high information cost situation. It would be very 
costly to educate every tenant to be aware of the illegal clauses. But if leverage 
can be given to the few who become informed, all can benefit even though they 
remain ignorant of the law. This saves a lot of education costs. The key is to 
increase the ratio of gain to the individual to the cost of acting for the individual 
but to have the result of the action apply to all similar members of the group.

Another aspect of information costs is that of uncertainty. The problem is not 
necessarily unequal cost of acquiring information, but that it is inherently 
uncertain. The landlord may make a mistake in projecting costs for the lease 
period and thus find profit margins squeezed or eliminated. Thus some landlords 
included contract provisions allowing them to alter the lease unilaterally, the 
tenant’s only recourse if the alteration were unsatifactory to him being to move. 
The new law prohibited clauses permitting such unilateral alteration, except for 
providing that rents could be increased to cover additional costs in operating the 
premises such as increases in property taxes, electricity, heating, insurance and 
the like. In effect, the profit margin may not be altered, but the tenant is exposed 
to correction of any mistaken predictions of operating costs over the life of the 
lease. In such cases, the legal issue is not whether to require a party with superior 
information to share it with those with higher information costs, but whether to 
alter the distribution of gains and losses arising from incorrect prediction of 
costs.

2. Exclusion Costs

To illustrate this type of interdependence with the case at hand, consider passage 
of the law itself as the good. It has the characteristic that if the law exists to 
benefit one member of the class of tenants, it benefits all. It is costly even 
impossible, to exclude those who did not contribute to passage of the law. 
Knowing this, tenants may not contribute to the expenses of lobbying for such a 
bill before the legislature. Even those who agree that their benefits would exceed

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



138 A. Allan Schmid

their share of the costs may be opportunistic free riders. The lobbying effort may 
fail from lack of contributions.

Various approaches to unseat the free rider are possible. One is that a leader 
may emerge and bear the organizational costs at great personal hardship in the 
short run in hopes that the effort may be recognized by the electorate if the 
leader runs for office in a future election. Sometimes lobby groups are formed as 
an adjunct of another organization which makes a profit selling low exclusion 
cost goods. Such is common in agriculture where a farm organization sells farm 
supplies and memberships in the political pressure group at the same time. Or, a 
medical association sells advertising in its journal and uses the profits for 
lobbying (see Olson, 1965:chap. 6).

Sometimes there is enough sense of community solidarity and of something 
approaching patriotism that people do not act opportunistically. When people 
are related to each other in terms of learned status transactions, there is little 
opportunistic behavior, as people act habitually. In the present case, one of the 
major lobbying groups was a public interest lobbying group largely paid for by 
funds collected from university students, who are mostly renters. There are 
transaction costs in any voluntary fund raising just in contacting the possible 
donors. In this case, the university administration lowered the transaction costs 
by including on the tuition payment cards issued to each student a reminder that 
such lobbying groups existed and that money for them could be included in the 
tuition payment and would be remitted to the groups. This is becoming more 
common on government tax forms with an optional check-off advising the 
government to spend money for certain designated purposes. If too many groups 
were listed the reminder would lose its attention-raising effect, so the right to be 
so included is very valuable in overcoming collection transaction costs.

Sometimes the government allows groups to place what is in effect a private 
tax on certain activities. By law there might be a charge for each rental contract, 
which the landlord collects and remits to some private tenants’ association to use 
for tenant education. Such checkoffs are common for promotion of U.S. generic 
agricultural products (Ward, et al., 1983). To maintain the appearance of volun
tarism, the fee is refundable. But again, transaction costs become a factor and few 
will bother to ask for a refund of an individually small amount which neverthe
less in sum may finance major group activities. Many methods to overcome the 
free rider create unwilling riders who are forced to contribute to something they 
actually do not consider worth the cost. But since the opportunistic free rider 
cannot be distinguished from the unwilling rider, property rights must decide 
whose interests count. Appeals to freedom do not help solve the issue since one 
person’s freedom (liberty) is another person’s exposure to free riders or group 
failure.

3. Joint-Impact Goods

Some goods have the characteristic that whatever physical quantity of good is 
available, an additional user can be added at zero marginal cost. This situation is 
the polar opposite of the incompatible use good. A new user can be added
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without subtracting from the utility of the previous user. This creates an 
interdependence over cost sharing. Everyone wants to be the marginal user and 
pay only the zero marginal cost, letting the intra-marginal users pay the original 
costs of producing the good. The passage of the law is a high exclusion cost good 
as previously discussed, and also a joint-impact good. It applies to one tenant or 
all at no extra cost in terms of lobbying.

Even if there were no problem with free riders there would be an argument 
over cost shares. Even if non-payers could be excluded, should they be excluded 
if they can use the good without adding to the costs? The law often leaves it up to 
the entrepreneur to formulate any price structure he or she wishes. Persons with 
a few options who do not vary their use much in response to price (inelastic 
demand) are charged a higher price than their opposities. Some may regard this 
price differentiation as fair while others may not. Perhaps the renters’ lobbying 
association check-off is less for old and college age renters than for middle aged 
(presumably higher income) renters. The position derived from pricing policy is 
part of a tenants’ opportunity set, for one’s real wealth is a function of what 
prices one faces.

4. Peak Loads
The time pattern of consumption for many goods is uneven. This means that 
capacity built for the period of high demand is unused during slack periods. This 
capacity must be paid for. Are the users of the extra physical units to pay the full 
extra cost of the capacity or is the total cost to be spread equally as average cost 
for all users? In the case of housing in university towns there is a peak demand 
during the nine months of the regular school year and excess capacity during the 
summer. Leases might be offered only for a certain rate for the whole year in 
which case the peak users pay the average cost of providing the apartment and 
can rent out the space for whatever they can get during the summer. Or, the 
landlord may rent for a high rate for the regular term and a much reduced rate 
during the summer. The right to take the initiative on relative prices affects the 
prices facing different groups of renters. The law does not speak to the issue and 
the landlords tend to choose the latter alternative. They pick a pricing structure 
to maximize their profits, though an alternative set of prices might raise the same 
total revenues, but affect the welfare of regular and summer students in quite 
different ways.

5. Surpluses

Different units of a productive factor may have different productivity. As 
demand forces use of less productive inputs, any price covering the last used 
input will mean an extra surplus of return to the intra-marginal units. In the case 
of land as space, land near centres of economic activity is more productive than 
more distant sites. The more distant sites are more costly to utilize because of 
transportation costs. This means that if the same total expenditure is paid for the 
close-in site, it earns a surplus or an economic rent. Rent is earned in a market
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transaction since the price of the close-in site is bid up by people trying to avoid 
the transportation costs and there is not enough of it to go around.

The issue is one of pricing and allocation rights. If the market is used to 
allocate apartments close to centres of economic activity, their owners capture 
the surplus. The surplus could later be taxed away by the government after price 
has performed its allocation role. Or, if it is public housing, where administrative 
transactions are used, the most desired sites could be rented for the same price as 
the more distant. Some non-price rationing system could be used such as age, 
length of time on the waiting list, or who is a friend or pays a bribe to the 
housing official. Some American cities have tried to prevent rents from rising but 
none has ever tried to remove rental differences based on location for apartments 
which are otherwise of similar quality.

6. Conclusion
While hindsight is always better, a good institutional theory should have warned 
the writers of the Security Deposit Law that changing factor ownership of the 
deposit would not be enough to alter performance and return more of the 
deposit money to the tenant. If the only type of interdependence situation were 
created by incompatible use and bargaining power, then changing resource 
(factor) ownership and maintaining competition would have been sufficient. In 
the transaction over the deposit, bargaining inequality was hopefully rendered 
inoperative by prohibition of exchange. But when interdependence was also 
created by information and other transaction costs, additional legal structural 
variables became instrumental.

The provisions of the Truth in Renting Act reduced the ability of landlords to 
provide misinformation which was effective because of high information costs. 
Further, by reducing transaction costs for winning tenants, the law gave leverage 
to a few informed tenants to get rid of misinformation for all tenants.

Theory suggests what variables need to be controlled and what kinds of rights 
are relevant. But was the law successful? The Truth in Renting Act has greatly 
reduced the number of illegal clauses in rental contracts in multiple unit housing. 
Nevertheless, some landlords probably withhold deposits by bluff from un- 
knowledgeable tenants. Even the right to be told that tenants have rights which 
should be investigated will not keep unaware tenants from exploitation. It is not 
in the power of law to solve all problems.

Theory provides no guarantees. It does allow experimentation to proceed less 
blindly. For example, in the case of a high exclusion cost good like the results of 
lobbying the government the theory-organized experience can suggest alterna
tives to try. Even if an institutional alternative has never been tried with tenant 
lobbying, experience suggests ways to control free riders. If one way is blocked 
for political or ideological reasons, it is helpful to have a theory to suggest other 
alternatives which serve the same function. The relevant experience need not 
even be as similar as another type of lobbying. Any type of high exclusion cost 
good such as benefits won from trade union bargaining may provide useful clues 
for new institutions to try. We may hope that institutional theory will continue
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to evolve so as to make available hypotheses relating situation, structure and 
performance.
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Quality Regulation in Consumer Goods Markets: Theoretical 
Concepts and Practical Examples

C h r is t ia n  J o e r g e s *  

Brem en

Introduction
The theme of this paper no doubt calls for some material explanations, and 
presumably also for some information on the author’s motives and interests. The 
objective context is complicated. Lawyers cannot associate any systematic legal 
field with “law of quality regulation” , but rather perceive it in terms of a 
multiplicity of relevant subjects: guarantees in the law of contract, liability in 
competition and anti-trust law, public law permit procedures and other forms of 
product regulation1. This mixed situation, with all its legal difficulties, is very 
inaccessible for foreign lawyers, and is no doubt of only secondary interest in the 
context of a volume dealing with the relevance of economic theories for legal 
analyses. I shall therefore not make even a rudimentary attempt to provide 
systematic information on the German law of quality regulation. Instead, I shall 
concentrate on particular implications of my subject for legal theory. This leads 
me to the more personal context of the paper. The law of quality regulation 
seems to me to be a suitable field in which to discuss the theoretical attempts at 
identifying rationality structures of “post-modern” law. That such a discussion 
is on the agenda for intrinsic theoretical reasons has been shown by Gunther 
Teubner in his analysis of the changing structures of modern law (Teubner, 
1982). What I want to show in this paper is that this discussion is dependent on 
the closest possible observation of concrete developments, that not only is 
Teubner’s scepticism regarding interventionist law and materialised concepts of 
law confirmed but also that scepticism must sometimes be accompanied by 
theoretical endeavours towards new rationality structures.

The structure of the paper is intended to correspond to the approaches

*  This article takes account of suggestions made in Florence and criticisms by Gert 
Brüggemeier, Reinhard Damm, Dieter Hart, Hans-W. Michlitz, Norbert Reich and Eike 
Schmidt in Bremen. This article remains, however, extremely imperfect and is meant as a 
discussion paper.
1 BrendePs underregarded work (1976) concentrates on the law of product liability and, as 

far as economic theory goes, on traditional price theory and welfare economics ap
proaches.
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sketched out above. An introductory section compares the treatment by eco
nomic theories of the quality problem to various regulatory approaches (I). On 
the basis of these insights into the problems of quality regulation, we proceed to 
a discussion of the rival legal conceptions of quality regulation. This discussion 
deals with the German debate, and thus distinguishes between competition law, 
interventionist and oppositional approaches (II—IV). The last section (V) does 
not present a final conclusion, but rather observations, theses and approaches 
which are intended as tentative.

1. Economic Theory and Legal Instruments of Quality Regulation

The quality regulation of consumer goods is an attractive field of study for 
lawyers with interdisciplinary interests. This interest lies above all in the fact that 
economic analyses themselves often suggest institutional measures for guarante
eing quality -  economic theory and legal science thus meet in an area that 
overlaps both disciplines.

1.1. Quality and Economic Theory

(a) The whole difficulty surrounding quality regulation immediately becomes 
apparent when one considers the attempts at defining the concept of quality. As 
is often stated in marketing text-books, quality constitutes “a bundle of elements 
providing satisfaction. . . incorporating certain properties which contribute to 
the satisfaction of wants (in the broadest sense)” . Quality is then a “multidimen
sional concept” providing the link between “production and the structure of 
individual wants” (Kupsch and Mathes, 1977:23). Such attempts at definition 
will be better understood if we first look at the miscellaneous nature of the cited 
“dimensions” of quality:

(1) One aspect of quality is the performance of products -  their technical 
composition and usefulness. Obviously the conceptualisation of this aspect may 
present difficulty. One can read in the German Standard Specifications (DIN 
Norm) 55.350, which is a surprisingly similar formulation to § 459 (1) of the 
German Civil Code, that quality constitutes “the sum-total of the elements and 
characteristics of a product or of an activity contributing to the fulfillment of 
particular requirements” .

(2) . Such an objectivist concept of quality is, though, partially rejected by 
marketing theorists because of its inability to incorporate the combined efforts of 
marketing policy: advertising, sales methods, service, product range, information 
supplied, and so forth. Those who consider this whole performance of the 
producers’ side tend to speak of an “economic” concept of quality and it is then 
only a short step before the price is also included as an integral part of the 
producers’ performance: economic quality is synonymous with the relationship 
between price and total performance (Engelhardt, 1974:1801).

(3) The question of what constitutes a favourable relation between price and 
performance (i.e. high economic quality) leads us to the third dimension of the 
quality “phenomenon” : what may appear to one person to constitute a favour
able performance bundle, is to another merely an unnecessary luxury. This
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subjective dimension is deeply rooted in economic theory. The quality of a 
product is determined by the measure of utility it provides. Utility, though, is an 
individualistic-subjectivistic concept which, taken to its logical conclusion, 
makes the comparability of goods an impossible task, since intersubjective 
criteria for quality are excluded a priori: a generally applicable gauge of individ
ual preferences does not exist (Frank, 1976:142).

(4) Certainly, everyone is searching for a way out of this subjectivisation 
impasse. For economists, i.e. the marketing theorists, it is a matter of course that 
they propound the necessity of standardising production with a view to achiev
ing economies of scale and that they suggest aligning quality performance to 
what the market demands (Klatt, 1961:19). In this context one speaks of a 
“socialisation of goals” (Klatt; 1965:16) -  but would it not then be logical to 
extend this aspect of “socialisation” in order to include other factors, like 
environment protection, or energy consumption, for instance? Even though such 
societal factors have as yet not been systematised by economists in the various 
concepts, this in no way detracts from their actual relevance -  by 1976 approxi
mately 10 per cent of all new norms were based on their societal relevance, and 
by 1981 the proportion of socio-politically relevant standards had already 
reached approximately 50 (Kypke, 1982: Chap. 2.2 and 4.1).

(b) The social and political implications of quality regulation should already 
have made it clear that there can be no universally binding conceptual definitions 
of quality. Instead, all endeavours at definition must always have recourse to a 
theoretical framework and thus take preliminary decisions on the “appropriate” 
regulation of quality. Here it is sufficient to broadly characterise these tendencies 
and approaches in legal science which may be taken as starting points.

(1) The economists’ propensity to employ a “broad” concept of quality, 
embracing both the technical and the economic performance on the producers’ 
side and their taking into account consumer subjectivity in ideas of utility, points 
to the interpretation of quality as an optimisation problem. In this context, 
quality would be controlled by firms’ quality policies on the one hand and 
external market forces on the other. The question of how competition based on 
quality differences is to be explained and to be evaluated from the point of view 
of competition policy is, however, not given a uniform answer. In other words, 
the respective concept of competition taken as a basis determines the extent to 
which competition is accepted as a control mechanism or otherwise governmen
tal competition policy is expected to provide control over quality competition.

(2) Competition policy concepts tend in analysing market processes to con
centrate on the behaviour of the producer’s side. By contrast, the economics 
of information draw attention to a fact of central importance to the functionality 
of quality competition -  the asymmetric distribution of discriminatory quality 
information. Producers possess far more information than even the best in
formed consumer especially, with regard to so-called “experience,” “search” or 
“credence” goods. This seemingly trivial insight has far-reaching implications 
for competition policy and other forms of quality regulation (cf. for the 
following, Hauser 1979:756). With experience goods, whose quality the con-
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sumer learns to judge in the course of using them, the “monopolistic” competi
tion of brand-name producers is in turn dependent on repeat purchases and this 
certainly means an implicit quality guarantee for the purchases -  and it would be 
questionable to fight the market power of such producers in the name of the icon 
of perfect competition. Where, however, product differentiation by brand offers 
no adequate quality guarantee, or where the market power of producers ought to 
be fought for competition policy reasons (for instance in the interest of newcom
ers’ market chances), then quality guarantees can be provided only through other 
governmental or private institutions. The economics of information thus proves 
to be an instrument for the explanation and justification of regulatory measures.
(3) Phenomena of failure, as diagnosed by the economics of information, are 
also frequently used to justify preventive protective measures against health risks 
or strict liability norms against safety risks. The same is true of other external 
effects, for example the controversies in the environmental debate and attempts 
at a social evaluation of technology. Here we can not enter into a discussion 
about market failures (for the neo-classical tradition cf. Bator 1958:351), nor into 
a critique of the more recent attempts at replacing theories of market failure by 
economic analyses of regulatory failure (cf. Schueller, 1983:151). In the real 
world, at any rate, measures to protect health, safety and the environment appear 
as a rule to be the outcome of political processes, and the implementation of each 
individual measure comes into being from the various conflicts of goals between 
competing protective aims. It might be said that the discrepancies which become 
apparent here between economic theory and political process are essentially 
responsible for the continuing marginality, on the whole, of economic theory 
within administrative and judicial decision-making processes.

1.2. Quality and Legal System

The “ law of quality regulation” does not yet exist as an established subject in 
legal study, though it performs a regulatory task that involves the legal system in 
many ways. Accordingly, any systematic description and analysis of quality law 
must inevitably have recourse to some new theoretical framework and accord
ingly neither legal science nor the economic theory contributions to the quality 
issue can reach consensus on the tasks of quality regulation. Here it is sufficient 
for us to begin by indicating a few parallels between the economic and the legal 
system.

(a) The market process continues to be the central institution of quality regula
tion; anti-trust and competition law, and other like measures serve to guarantee 
the functional conditions of markets, and count as the most important contribu
tion of the law to the guaranteeing of quality interests. But in economic theory 
there are differing perspectives on competition which correspond to the variety 
of concepts of competition law and divergent interpretations of those fields of 
the civil law which concern the “economic quality” of the exchange of goods and 
services.

(b) There is also an extremely tight and unsystematic regulatory web adminis
tered by governmental, private and semi-governmental bodies:
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-  the legal system accepts and promotes much self-limitation on the producer 
side in labelling, guarantees, recommended contractual conditions and restric
tions on competition. In the area of technical safety law it transforms the 
standards of privately constituted organisations into state law and similarly 
deals with the self-regulation of services by professional associations.

-  with many experience and credence goods the role of the state has increased, 
e.g. the 1976 law on drugs (§§ 21 seq. AMG) replaced the earlier registration 
procedure by a licensing system; and in the area of auto safety regulation the 
law requires a road permit, which can also be issued separately for vehicle 
parts (§§ 18 seq., 22a StVZO). Another example is the correspondence course 
supervisory law of 1976 which introduced preventive controls in a service 
sector (and thereby evidently ruined a particular type of offer). In insurance 
law supervisory measures have been adopted over a long period of time and 
these in effect amount to nothing less than quality control. In other areas, 
product control has been limited to prohibitory arrangements in the nature of 
general clauses and authorisations banning the use of particular materials. 
Foodstuffs law in particular (§§ 8 seq. LM BG) follows this pattern.

(c) The multiplicity of quality regulations located at different levels has a 
disintegrating effect on the traditional approach to quality control. The regulat
ory influences have to be adjusted to each other thereby producing new, as it 
were, vertical, internal differentiations in the legal system oriented towards the 
various areas covered (Joerges, 1981:125; 1983:57) The legal assumption of 
control over quality regulation is further impeded because both in legislation and 
in the implementation of legislative programmes social and political actors, 
administrative authorities, and other institutions introduce conflicting goals into 
the process of law-making. The discrepancies between economic theory and 
political process have a parallel in the discrepancies between the regulatory 
models employed and the actual decisional processes.

1.3. Economic Theory and Law

(a) Quality regulation law opens up a wide area for interdisciplinary cooperation 
between economics and legal science. In all the contributions of economic theory 
to the functionality of the market, the phenomena of market failure and the 
possibilities of correcting it, one will find striking parallels in legal arrangements 
and institutions. It is therefore tempting to analyse the way legal science deals 
with these norms and institutions based on explicit or implicit economic 
premises, and ask what benefits the law and legal science might derive from 
intensified application of economic theories. With this in mind, three tendencies 
in the German legal debate will be discussed below. However a number of 
difficulties arising from the nature of the subject matter and from the state of 
debate in the literature will have to be accepted in the context of this discussion.

There has, to date, been practically no attempt to summarize systematically 
the complex network of quality regulations. Our recourse to approaches, that 
merely prescribe particular general orientations is therefore to be understood 
only as an expedient starting point, but one which is difficult to avoid.
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The possibilities for cooperation between economic theory and legal science are 
largely determined by the premises on which an economic approach rests and the 
way in which legal concepts take up corresponding assumptions. The neo
classical competition theory of the Hayek type and the individualism of eco
nomic analysis of law clearly have a greater chance of being adopted than 
functionalist competition theories, information economy approaches or empiri
cally weightier approaches of consumer sociology. It is an urgent task for 
interdisciplinary research to study these “distortions of competition” between 
rival approaches and where possible remove them. The argument followed below 
will however only deal in a cursory manner with the intrinsic theoretical 
difficulties of interdisciplinary efforts, and instead concentrate on the discrepan
cies between theoretical approaches and actual decision-making processes. This 
may explain the structure of the individual sections, each of which first sketches a 
particular approach, then points to some theoretical difficulties, and finally 
shows by examples how these difficulties are dealt with in practice. This 
procedure of confrontation between theory and practice rests in turn on prior 
theoretical considerations. These can only be presented as theses here. The theses 
are:

(1) The transformation of theoretically grounded concepts into legal decisions 
must itself be made the object of interdisciplinary research,

(2) One of the reasons for the discrepancies between theory and practice is the 
remoteness from reality of economic theories. “Practice as a discovery proce
dure” , in which complex conflict situations are mastered in reality, cannot be 
discredited in the name of such theories.

(3) A reflective “ legalisation” of such “practice as a discovery procedure” can 
avoid the impasses of materialisation concepts, without being limited merely to 
the elimination of functional disruptions.

2. Market Compatible Quality Control

In German legal debate the theoretical perspectives on the measures which are 
given the task of controlling the “economic quality” of goods and services, that 
dominate are those which supposedly embrace both the goals and the methods of 
legal regulation. According to such models the legal influence should remain as 
compatible with “the system” as possible. System congruency is defined as 
“market conformity” , and we are thereby supplied with the explanation of why 
it is information and anti-trust policies which form the core of generally accepted 
interventions in the market process.

2.1. Competition and Information Policies

Just how fragile this conceptual unity of quality control measures based on 
market compatibility really is becomes readily apparent when a closer look at the 
theoretical premises and the concepts of competition and information policy is 
taken.

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



148 Christian Joerges

(a) We know that the dominant orientation of competition theory in Germany 
does not treat competition as a means for attaining policy objectives, but rather 
as a coordination mechanism whose effectiveness (workability) is evaluated by 
the behaviour of private actors on the market. The regulation of competition is 
dedicated to an abstract goal: its task is to open the way to “better” solutions, it 
is quite irrelevant whether this refers to better quality, a more favourable price, 
product innovation, or more favourable conditions of purchase etc. (Hoppmann, 
1978:15). It is, though, precisely due to this abandoning of result-oriented goals 
that information policy, in isolating just one specific parameter of competitive 
behaviour, namely the quality of goods, is bound to conflict with the goals of 
anti-trust policy. But this main rival to the concept of free competition also 
inevitably runs into corresponding difficulties. When, in an appraisal of the 
workability of competition the criteria of structure, behaviour and result are 
employed, diverse aspects being attributed to each, it may just happen that 
competition and information policies are working to the same end; but this is 
purely coincidental, and there is no overriding conceptual orientation which can 
vouch for this conformity of aims.

(b) These insights also become apparent on a brief examination of the theoretical 
foundations of information policy and connected empirical research (cf. Ass- 
mann and Kiibler, 1981:23). This can be demonstrated by two interrelated 
subjects. The first concerns the chances of consumers to arrive at an economi
cally rational choice of quality. Much has been written about whether the price 
of a consumer product can serve as an indicator for quality. The findings have 
been disappointing all down the line (Diller, 1977; Dardis and Gieser, 1980) and 
the misallocations caused by “misguided consumer decisions” are immense 
(Beier, 1978). Such results are hardly surprising. They simply underline the fact 
that the freedoms to maneouvre on “ imperfect markets” postulated by competi
tion theory really do exist and that this scope in quality competition is exploited 
by individual firms in accordance with their view of economic rationality. The 
resulting question of which configuration of quality information actually would 
enable rational purchase decisions has proven to be an extraordinarily complex 
one. We know that consumers do heed test information, but it is certainly not 
possible to simply construct a positive correlation between the amount of 
information and a corresponding rationality in buying behaviour, nor is it 
possible to assume any congruence between individual preferences and the 
criteria used by “neutral” test institutes (Kaas and Toelle, 1981, Silberer et al., 
1981).

(c) Here we are dealing with the paradoxical situation in which information 
policy increasingly clashes with the goals of anti-trust policy when it is more 
concerned with its own efficiency and as it becomes conscious of its effects -  and 
this applies in principle to all measures aimed at facilitating the consumer’s 
buying behaviour. Using as their example the tests conducted by the Product 
Testing Foundation “Warentest” , Silberer et al. (1981) have attempted to clarify 
this aspect with empirical evidence and Czerwonka/Schoeppe (1981) have en
deavoured to systematise the possible areas of conflict:
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-  quality information leads necessarily to a degree of standardisation -  the 
rapporteur substitutes his own for the individual preferences of consumers;

-  quality information is a “public good” . Among the “free riders” of informa
tion policy measures is the producer, who can orient his production and sales 
policy to the criteria and findings of neutral quality tests;

-  quality information has not only non-use benefits but also non-use costs: it 
can produce the effect of impeding innovation and favour enterprises with 
high turnover, thus tending to foster concentration. It can, indeed, even lead to 
the existence of “lemon” markets in the event that the test results are heeded 
only by the already quality-conscious and critical consumer groups who 
respond by “exit” rather than “voice” ;

-  the independent status of information policy, moreover, makes it suitable for 
pursuing more far-reaching goals. Why should the power of information 
policy not, for instance, be employed in the service of environment policy 
(Silberer et al., 1981:16)?

If then, in view of all these problems empirical research and economic theory 
merely reveal a diversity of competing goals, but no coherent criteria of 
evaluation, what can be done by those interdisciplinarily committed lawyers 
who are so keen to avail themselves of the decision-making guidance proffered 
by economic theory?

2.2. Functions of Law

The most obvious way out is, of course, to seek theoretical approaches that 
promise to clear up the above-mentioned conflict of objectives. I have a 
suspicion that some of the trends in the economic analysis of law consistently 
oriented to the efficiency of production and allocation hold such a great appeal 
for lawyers not least because they apparently avoid the disputes over incommen
surable conceptual aims and also because of the attractiveness of neo-classical 
competition theory of the Hayek type in Germany, an approach which offers the 
expectation that it will deliver a “unity” of the legal system overriding all 
disparities encountered in the individual fields. Be that as it may: the main 
burden of dealing with conflicting policies is currently borne by the judiciary -  
albeit only in the sense that vindication of judgment is drawn not from science, 
but from the realm of practice. The Warentest case serves to illustrate this 
problem-resolving strategy.

In its famous “Warentest II” decision of 9 December 1975 (BGHZ 65:325) the 
German Federal High Court rejected the firm’s claim for damages against the 
Warentest Foundation on the grounds that its product had been wrongly 
assessed. The Court held that the test results could not to be controlled in 
relation of their objective correctness, but rather with regard to the seriousness 
of their intent. As a consequence of this ruling a quality assessment is to be 
viewed as a critique expressed by an especially accredited institution, which -  
even if a bitter pill -  must be swallowed without complaining. The ruling of the 
High Court of March 11, 1982 (NJW 1982:1596) on the limitations placed on 
commercial advertising using test results is quite consistent with this. If within a
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test-batch of 22 cameras 10 are awarded the classification “very good” and 11 
“good” , then all advertising referring to the classification “good” must also 
include an indication of the relative quality rank termed “good” (§ 3 UWG). 
This ruling can be seen as being consistent particularly because it places the 
competitive use of test results in a specifically competitive context, thereby 
subjecting this use to more rigorous criteria than the testing procedure itself. By 
this differentiation the tests of the Foundation “Warentest” are shielded from 
being abused and thus the non-use costs of published results are lowered. To be 
sure, the cited case was a comparatively clear-cut one. A second issue raised in 
“Warentest II” was more complex: the plaintiff also complained that he had 
suffered damages as result of unduly positive assessments of competitor prod
ucts.2 Understandably we would be interested to hear how the High Court 
would rule on the complaint of a medium-sized firm whose own products were 
not included in a test at all and subsequently contended that the use of test results 
in advertising constitutes unfair advantage, since such advertising is only feasible 
for large companies thus giving them a competitive edge. I certainly do not want 
to speculate on the outcome of such a case, but simply to point out the way in 
which the judiciary justifies its approach in such matters. In the case of the 
“Warentest II” judgment, the High Court reminded the plaintiff that the 
programme applied in the testing of his product had been laid before a “pro
gramming committee” on which the manufacturer concerned had been re
presented, and that the plaintiff himself had attested that the programme had 
“clearly been thought out with great care and expertise” (BGHZ 65:326). In the 
ruling on advertising with test results, the High Court made explicit reference to 
the “recommendations of advertising with test results” issued on May 20, 1977 
by none other than the Foundation Warentest (Stiftung Warentest, 1977:7) -  and 
this reference may prove to be the key to a judicial solution of the problem. The 
background of these recommendations is illuminating. The Foundation was 
obliged under Article 14 of its statute to take action against firms incorporating 
test results in their advertising (Voigt, 1965), pursuant to the principles laid down 
on May 6, 1965 by the Central Committee of the Advertising Industry. 
However, interest in such advertising proved to be considerable. The Founda
tion “Warentest” perceived no legal means to counteract this growing trend and 
so it annulled the corresponding section of its statutes (Stiftung Warentest, 
1975:51; 1977:7). Parallel to this there was an “official” modification of the 
standpoint of the Central Committee for the Advertising Industry (cf. Schon- 
leber, 1982:39). At any rate, the recommendations of 1977 which replaced the 
ban on test advertising by a regulation on advertising practice drew only mild 
criticism from this body and met with the approval of consumer organisations 
(cf. Schonleber, 1982:44). My interpretation of this: the courts do not adjudicate 
by dint of their own juridical competency, but rather by means of ratifying the 
results of compromises negotiated or tolerated by pressure groups. Credence is 
given to this view by the fact that in instances where no such facilitation for

2 From the reasoning in the decision on “good” tests it seems very likely that this would be 
an infringement of § 823 BGB (Cf. Brinkmann, 1983:94).
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decision-making is available the courts have tended to remain non-committal. 
Consequently, firms whose advertising is hampered through their products not 
being included in tests must first endeavour to claim the non-use costs involved 
in direct negotiations with the “Warentest” foundation3; direct recourse to the 
courts seems to be of little use.

3. Market Failures, Interventionism, and the Substantive 
Rationality of Law

Due to its supposed compatibility with our economic order, the policy of 
consumer information enjoys widespread acclaim and support. However, at the 
same time -  as was shown by the Warentest and test advertising cases -  it 
generates conflicts of goals which are in effect resolved through bargaining 
processes: the only thing to be said in favour of this is that there would appear to 
be no other way. O f course, alternatives to these crude mitigation strategies have 
been propounded. The major one is the age-old means of state intervention. 
Even if we are to restrict ourselves to the realm of economic and legal theory it is 
not easy to incorporate the notion of intervention within a relatively representa
tive and at the same time conceptually consistent approach. One can, however, 
identify three facets as being characteristic of the interventionist strategy: at the 
outset there is the detection of a “market failure” ; arising from this, the plea for 
regulation by the state and the notion of the substantive rationality of regulatory 
intervention. All three of these facets can, of course, assume different forms. The 
very discovery of a market failure in the first place is dependent on the analytical 
tools which are applied to markets. The act of regulatory intervention can be 
either the domain of the law and the courts, or be placed within the realm of 
competence of special preventive or reactive administrative authorities; it can be 
concerned either directly with the sphere of production or with drawing up the 
conditions for services. The “substantive rationality” of legal norms can en
deavour either to retain the form  of conditional programmes, or it can act openly 
as politico-legal purposive programming (as “political administration”). The 
prerequisites for the success for substantive rationality would appear to favour 
the latter alternative; the realities of the political process usually end up in the 
establishment of the former one (on all this see Teubner, 1982:24, 28, 40, 51; 
Hart, 1984).

3.1. The Example of Planned Obsolescene

The interventionists in jurisprudence have never played a very significant role 
and it is quite difficult to find an example in which the characteristic elements of 
interventionism have either received theoretical scrutiny or have been worked 
out in any theoretical detail.4 All this justifies a contribution concerned directly

3 Cf. the report in the periodical impulse (1981: vol. 4, 34) according to which Warentest 
has stated its readiness to retest non-included products and give them a grading.

4 For an informative survey of the German debate cf. Meier (1982:272, 292).
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with the quality issue which illustrates concurrently not only the normative 
merits but also the practical drawbacks of interventionist strategies. I am 
referring to Ingo Schmidt’s advocacy of a control of the “planned obsolescence” 
of consumer goods through the German Federal Cartel Agency (Bundeskar- 
tellamt) on the basis of § 22 GWB (Schmidt, 1971, 1976).

(a) The term “planned obsolescence” describes product strategies which aim at 
shortening the effective life of consumer durables by inducing the premature 
substitution of a product. Together with many other marketing theorists (Raffee 
and Wiedemann, 1980), Ingo Schmidt distinguishes between three configurations 
of this strategy: qualitative obsolescence entails the deliberate shortening of 
product life through the omission of known technological improvements; one 
speaks of psychological obsolescence when merely the appearance of a product 
and not its technical usefulness is altered to such an extent that consumers are 
enticed to purchase the new product; finally functional-technical utility decline is 
present when products which are still usable are made obsolete by innovations.

O f course, it is a matter of controversy whether such production policies exist 
at all (Roeper, 1976:72). On the one hand the weight of empirical evidence is 
great; on the other the theory of competition itself demonstrates that under 
certain conditions obsolescence strategies are perfectly compatible with the 
economic strategy to be expected of a rational producer (Stuyck, 1983:Chap. 2). 
This is then the core idea of Ingo Schmidt’s thesis: the phenomenon of planned 
obsolescence indicates that the producers can unilaterally exploit opportunities 
which are insufficiently controlled by competition (Schmidt, 1971:870). This 
analysis then gives rise to policy proposals, two of which are worthy of 
particular mention. De lege lata, Ingo Schmidt, proposes that the Federal Cartel 
Agency should take action against dominant firms employing qualitative and 
psychological obsolescence strategies by means of both judicial writ and positive 
fiat on the basis of § 22 GWB; de lege ferenda, the protective purpose of anti
trust regulations (§ 28 Abs. 2 GWB) should be expanded by empowering the 
Bundeskartellamt to prescribe minimum standards ex officio (Schmidt, 1971:875; 
Rz. 36, 38).

(b) To anyone who has followed the long but vain efforts of the Bundeskar
tellamt to combat the most blatant instances of price abuse with even modest 
sanctions (cf. Hart and Joerges, 1980:196 seq.), it will hardly come as a surprise 
to hear that the Kartellamt is not exactly over-enthusiastic about becoming 
involved in disputes on obsolescence strategies and that Ingo Schmidt’s propos
als have found no echo in the amendments to the cartel law. The whole 
theoretical debate on anti-trust policy which the neo-classical school brought to 
bear against the discretionary functionalistic concept of competition applies 
equally well to Ingo Schmidt’s quality control, and the practical difficulty in 
“applying” § 22 of the GWB with regard to the quality parameter would most 
certainly be even greater than in the case of price control. But here I do not want 
to return to such widely discussed objections which arise from competition 
theory and rule of law considerations. It is my view that two other more relevant 
points explain the reasons for Ingo Schmidt’s lack of success. The first has to do

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



Quality Regulation in Consumer Goods Markets 153

with the conflict of policy goals that any attempt at the control of firms’ quality 
policy must overcome. For instance, Ingo Schmidt himself mentions anticyclical 
considerations in favour of built-in obsolescence, but then hurriedly withdraws 
them in order to deal with possible conflicts of goals within the context of a 
functionalistic competition policy (Schmidt, 1971:871; 1976:Rz9). This is much 
too simple. Certainly, one has to pose the question whether objectivised and 
normatively justifiable quality demands may not compete with environmental 
policy goals, and likewise bear in mind that the rationality criteria of anti-trust 
policy cannot easily be brought into line with normative political demands for 
the minimisation of safety hazards. The second point concerns the regulatory 
capacity which Ingo Schmidt wishes to assign to the Bundeskartellamt. This 
authority would already be overburdened with the interventionist provision of 
quality standards based on rationality criteria of competition policy; and it 
would be even more so if it had to coordinate competition policy standards with 
conflicting policy objectives.

3.2. The Transformation of Interventionist Law in “ Practice as a Discovery 
Procedure”

The example of planned obsolescence is of exemplary importance. It fits per
fectly into a whole series of decisions surrounding the efforts at an intervention
ist anti-trust law5 in which the protection of entrepreneurial freedom and trust in 
ungoverned competition prevailed over performance-oriented concepts. It 
should be noted that this preference for a specific economic approach by no 
means rests upon some comparative evaluation of rival economic theories. I do 
not want to suggest, however, that the rejection of performance standards can be 
attributed either to the influence of pressure groups or to less visible power 
structures. Instead, responsibility for the failure of interventionist concepts of 
competition is more likely to lie with the excess strain put on them by the 
administration and the legal system. It is to be noted that the central area of 
product standardisation, namely the so-called technical safety law, has long had 
an established regulatory structure which takes account of this state of affairs.

Significantly, this regulation structure accomplishes its task even where legis
lation formally provides for more intensive state intervention (Schefold, 1983). 
The reference to such partly open, partly concealed mediations between govern
mental regulatory claims and private actors should not be misunderstood as a 
pure apology for this practice. It would equally be premature on the other hand 
to oppose the criticisms of interventionism purely on grounds of its legitimate 
goals. A critical discussion of the transformation outlined above of intervention
ist regulations should instead begin with their specific structures -  which means 
developing rationality criteria for the procedures of cooperative law making. In 
the area of technical safety law such approaches can be found not only in the

5 Cf. on § 22 GWB Hart and Joerges (1980:196); Spiefi (1980); on § 26 (2) GWB cf. Joerges 
(1981:97), and IV 2 c below.
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literature but also in case law. Product standardisation, in the Federal Republic is 
handled in practice by the ‘Deutsches Institut für Normung’ (DIN), a type of 
private quasi-agency, which is becoming increasingly involved in public debate, 
calling for standardisation work to be related to the economic and social 
consequences of technical development by seeking the institutional measures to 
take such decision-making criteria into account (Kypke, 1982:Chap. 10). In the 
most politically sensitive area of technical safety law, even “expertise” has in 
view of these developments plainly abandoned its neutrality. The Federal 
Constitutional Court has, at any rate, found in its Kalkar-decision that the 
reference in § 27 (2) (3) of the Atom act to the “latest state of science and 
technology” can empower the Court to request an opinion on scientifically 
disputed questions and therefore refer the responsibility for decision back to the 
legislature and his practical reason” (BVerfGE 49:89). We may not generalise 
from this example, since, as in the case of planned obsolescence, the economic 
and social implications of technical developments are in general of more modest 
dimensions. This area ought to contain unexploited opportunities for legal 
arrangements in the nature of “practice as a discovery procedure” , as a decentral
ised procedure incorporating independent expertise and promoting participation 
opportunities for the institutions and social actors involved in this field.

4. Self-organised Interest Aggregation and Corporative Interest 
Bargaining

4.1. Consumer Self-Organisation as a Legal Policy Concept

Reservations regarding the abstract regulatory performance of the market and 
regarding specific interventions of the state and its bureaucracy inevitably lead to 
participatory approaches. The question is asked how consumers affected by 
quality standardisation can and should become involved in the process of 
establishing norms, in order to maintain their interests. Udo Reifner has formu
lated such approaches in the most decisive way as legal policy prospects. His 
theory of the “collective use of law” takes as its basis that the basic social conflict 
between capital and labour has shifted so much into the reproduction sector that 
the time has come for a collective implementation of “consumer value interests” 
by the consumers themselves. (For a brief description, cf. Reifner and Adler, 
1981:346). We can merely allude here to the theoretical and practical weaknesses 
of these perspectives (in detail Joerges, 1981:24, 37, 46, 52). Can the problem of 
quality be reduced to a bipolarity of conflict of interests between producers and 
consumers, or is there not a much more complex conflict situation? Have 
Olson’s theorems not so far withstood all objections to his methodological 
individualism and demonstrated the irresolvability of the “organisation ques
tion” (Olson, 1968)? If, then, one must expect a more or less “natural” 
organisational advantage for producer interests, and if selective incentives can at 
best contribute to the introduction of a further voice into the bargaining
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processes of organized interests: what consequences would the demand for 
consumer self-organisation and their incorporation in the process of law making 
and law implementation then have?6

4.2. The Example of C ar Sales

Instead of systematically developing this approach, I should like to demonstrate 
their relevance by one example: the legal treatment of automobile sales systems. 
This is a quality regulation problem only in an extremely conventional sense. 
Legal measures in which the ultimate purchaser of a new car directly or 
indirectly is interested are concerned at once with the “economic quality” of the 
products offered, i.e. the contractual conditions of the ultimate purchaser (see a), 
with the position of his immediate contractual partner, i.e. the dealer (see b), and 
with the sales strategies of the manufacturers (see c). Three aspects of the current 
debate on the influence of law on the positions of the consumer, dealer and 
manufacturer should be particularly mentioned: i.e. the limited chances of a legal 
policy concept starting from the interests of ultimate consumers; the way the 
legal system deals with what economic theory offers; the factual significance of 
conflicts of goals arising from the relative independence of legal influence, 
according to specific criteria in each case (see d).

(a) The terms of sales for new cars are the outcome of partly successful and 
partly unsuccessful corporativist and interventionist influences. The corporativ- 
ist elements are constituted by the negotiations between the Car-Repairers 
Central Association (ZdK), the Automobile Industry Association (VdA) and the 
Vehicle Importers Association (VdIK) with the German Automobile Club 
(ADAC).

The agreement reached between the dealers, manufacturers and driver associa
tions was, as expected, ratified by the Bundeskartellamt7. Through this ratifica
tion the Bundeskartellamt gave up its powers under § 38 (1) No. 3 GWB of 
verifying the proposed recommended conditions on the basis of the criteria of 
the Standard Terms Act (AGBG) -  a verification which following the state of 
case law and legal doctrine at the time of registration ought to have suggested a 
large number of changes (cf. only Schmitz, 1975). The task of further improve
ment of the outcome of negotiations between the associations involved, in the 
sense of improved consumer protection, therefore fell to the judiciary. Its 
reactions admittedly do not fall into a single interpretive scheme. In a highly 
regarded decision, the Federal High Court declared the so-called daily price 
clause (whereby the seller could change the selling price where the delivery times 
were over four months) to be invalid, and proposed that the producer allow 
purchasers a right to withdraw in the event of price changes (BGHZ 82:21). 
Among the points remaining open is the admissibility of the AGB provisions 
whereby the seller reserves the right to make “ slight” , “acceptable” model

For a survey of the state of the debate in political sociology cf. Heinze (1981:41, 64).
The recommended terms are reproduced in BAnz. Nr. 108/77 v. 14. 7. 1977. (1980).
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changes (No. IV 5). According to the High Court decision of February 6, 1980 
(NJW 1980:1097) a vehicle may at any rate be termed “factory new” only “ if and 
insofar as the model of the vehicle continues to be produced unchanged” (so 
therefore they can be done if it is not manufactured in the current year!) Another 
unclear point is the effectiveness of the guarantee provisions (point VII of the 
recommended terms). (For a critique see Jung 1980; v. Westfalen, 1982). 
According to the BGH-decision of November 12, 1980 (BGHZ 78:369) it is 
established that the manufacture is contractually obliged to the client through the 
guarantee card -  though whether this is clearly expressed in AGB (point VII. 20) 
is open to doubt. The High Court has now decided further that the purchaser 
may proceed against the manufacturer under § 823 Abs. 1 BGB, where a car is 
damaged because of defects in individual parts (BB 1983:462).

This state of the law is hard to interpret. Through the recommended terms on 
the part of the producer, competition through terms of offer is practically 
abolished -  without thereby becoming transferred to the price (so at least the 
Bundeskartellamt found in WuW/E:1781 -  “Original-VW-Ersatzteile II”). The 
recommended conditions have on the other hand already strengthened the 
consumers’ legal position in the version accepted by the Bundeskartellamt, and 
their further piecemeal improvement through judicial intervention on the basis 
of A G BG  has had wide-spread effect precisely because the terms of sale are 
uniform -  judicial control can really achieve this (Micklitz, 1983:Chap. 1 III). 
But what rationality can this mixture of prior negotiations between associations 
and subsequent judicial correction claim?

(b) Judicial interventions whereby the contractual position of the final purchaser 
is improved by comparison with the corporatively negotiated recommended 
conditions have become biased against one negotiating partner. They have 
impaired the position of the dealers without at the same time being able to 
examine the relationship between the dealers and producers. This situation is 
unsatisfactory, if only because the dealers’ behaviour towards the final purchaser 
is essentially determined by the dealer-manufacturer relationship. Thus, attempts 
by the trade to sell off out-of-date models as “new cars” will be seen in a kinder 
light when the trade in turn is obliged to meet corresponding purchase obliga
tions. It is also clear that dealers will be more willing to do guarantee work the 
more generous is their compensation from the manufacturer (for an analysis of 
the corresponding conflict situation in American law cf. Macaulay, 1973:21).

The legal basis for control over the relationships between dealers and man
ufacturers is provided by the AGBG. The control task is formidable: the 
contract dealer agreement is a typical one for car sales, each consist of a network 
of regulations sometimes fifty pages long, on which the legal sections of the firms 
have been continually working for decades. One of these contractual creations, 
the one of Adam Opel AG, is at present the object of a suit brought by the 
association of German Opel-dealers. In this suit the dealers have attacked a 
number of one-sided rights which protect the manufacturer: the right to change 
the sales programme, the right to decide on the acceptance and execution of
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orders and on changes in the guarantee conditions, and the right to engage 
further contract dealers. The basis of interpretation, whereby Opel is to take its 
decisions by “fair judgment” , was attacked as inadequate self-regulation. Further 
points of conflict arise in the context of the dealers’ personal obligations to 
management and -  of course -  in relation to the provisions on termination and 
entitlement to compensation in the event of termination. In the first instance, 
dealers were successful on 14 out of a total of 17 complaints (LG Frankfurt a. M., 
judgment of April 27, 1982, ZIP 1982: 1224). Here we shall not go into details 
on the District-Court’s grounds nor forecast the ultimate outcome of the suit, 
but consider in principle the difficulties of a legal solution of the conflict. These 
difficulties result first from the fact that the legal basis, § 9 AGBG, offers only a 
very vague basis for taking a decision. The concrétisation of this general clause is, 
moreover, particularly difficult with a contract dealer agreement, because it is 
not a case of a “discrete transaction”, but a “relational exchange” , to use the 
terminology of Macneil (1981). It is a long term relationship which has to be 
adapted to changing contextual conditions. Control over such “general condi
tions of business” must therefore also be considered as control of a process of 
adjustment -  the usual prescription of rights and duties is not enough. The 
difficulty of arriving at control criteria results also from the peculiar interest 
situation of the contract dealers themselves. From a legal point of view contract 
dealers are themselves entrepreneurs. But these firms are in fact integrated into 
the sales plans of their contractual partners -  the binding relationships between 
dealers and manufacturers, controversial from the viewpoint of competition 
policy, are not an object of dispute in the Opel-suit. The issue in the control of 
contract dealer agreements in accordance with the AGBG is the status of an 
“entrepreneur-worker” that arises out of legal autonomy on the one hand and 
economic integration and dependency on the other.

(c) The incorporation of contract dealers into the sales strategies of manufactur
ers is controversial not only from point of view of fairness of contract terms, but 
also because of reasons of anti-trust law. The contract dealer systems in the 
automobile sector contain exclusive supply and purchasing obligations. They 
regulate in detail the image and the business practice of the authorised dealer -  
and not only the sale of new cars but also the provision of customer’s service and 
repairs. From the anti-trust law point of view these contract dealer systems have 
long been regarded as essentially unimpeachable. In particular, there has been no 
serious attempt to break up the selective distribution of automobiles by use of 
§ 26 Abs. 2 GWB, in the same way as was done against the specialist dealer links 
with the introduction of new forms of distribution in the retail trade. Neverthe
less, the Bundeskartellamt has made an attempt to loosen up the contract dealers’ 
rights as far as their spare parts go. The Kartellamt prohibited the Volkswagen- 
Werk AG from “compelling their contract dealers and contract workshops 
(VAG-Betriebe) to use only original spare parts of the VAG-Konzern for repairs 
to VW cars, to the extent that the VAG-Betriebe are thereby prevented from 
using spare parts manufactured by supplier firms of the VW-Konzern which 
have the same design as the parts used by the VW-Konzern under contractual
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supplier relationships in producing new vehicles and as original spare parts 
(‘Identteile’) . . (ruling of 21. 3. 1979, BKartA WuW/E:1781). This move by the 
Kartellamt has since failed. The trust panel of the Federal High Court found that 
the VW-Konzern marketing arrangements were worth protecting. There was a 
technical and economic connection between the new car, spare-part and repair 
business; VW must be in a position to take account of this connection in its sale 
systems and ought therefore to be able to exclude the use of spare parts that it has 
not checked on, at least on a random sample basis (ruling of November 11, 1981, 
BG H Z 81:322 -  “Original-VW-Ersatzteile II”).

The importance of this decision arises from the fact that the contractual 
provisions opposed by the Bundeskartellamt were the easiest points of attack 
from among all the restraints on competition in the contract dealer agreements. 
Accordingly, the High Court ruling has presumably taken the car industry 
contract dealer system out of range of competition policy at least until further 
notice. That makes the justification of the High Court position in the context of 
competition theory all the more interesting. One commentator (Kohler, 1982) 
identified the basis of the High Court decision as the theory of so-called group 
competition. According to this theory, the accustomed orientations of competi
tion policy should be abandonend in favour of a new “structure oriented” policy 
accepting contractual cooperation within the economic system; in particular, 
cooperation within more or less thoroughly organised groups ought to be free 
from competition policy interventions (Tietz, 1981:101, see also Joerges etal. 
1986: Ch. 5).

The philosophy of group competition in fact corresponds exactly to the car 
industry’s self-perceptions, and the High Court decision may therefore be 
interpreted as the adoption of this concept. Meanwhile, competition theory has 
many other grounds for justifying this concept -  these vary from the “coordina
tion approach” of the von Hayek/Hoppman-School to Posner’s laissez-faire 
approach to vertical restrictions (Heidrich, 1981; Posner, 1977; 1981). These 
possible justifications have received just as little attention by the High Court as 
have the competition policy critiques of vertical restraints in theory and practice 
(e.g. Swiss Monopoly Commission, 1978; Monopolies and Mergers Commis
sion, 1982).

(d) This brings us back to three questions which were asked at the beginning of 
this section. The chances of a legal policy concept based directly on the interests 
of the ultimate consumer are evidently slight; these interests are taken into 
account in subsequent judicial correction of recommended conditions, but they 
cannot have any direct influence in the control of contract dealer agreements 
under the Standard Terms Act of 1976 or in competition policy. The influence of 
economic theory on the decisions taken is also arguable; there can in any case be 
no question of a search for such bases or for reflective handling of competing 
concepts in case law. Equally inadequate is the treatment of conflicts of goals 
between legal interventions in the various relationships. The pro-consumer 
decisions of the High Court do not include protective measures for the dealers 
against the manufacturers; the protection of authorised dealers against manufac-
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turers is in turn not coordinated with the competition policy blessing given to 
the manufacturers’ marketing conceptions.

In view of this situation, solutions should evidently be sought at two levels. 
What is required is analysis of the interdependence between the various legal 
influences and procedures for coordinating these measures. The difficulties 
posed by such a solution strategy are by no means insuperable. “Justified” aims 
of contract-law consumer protection might, where the trade is “ excessively” 
burdened by them, lead to rights of redress against the manufacturer. The 
“appropriate” protection of the dealers’ entrepreneurial independence might be 
given the form of a defence against “overdrawn” restraints on competition and 
coordinated with the anti-trust measures. The procedure for registering recom
mended conditions might offer an approach to early harmonisation of the 
interests of all groups concerned, and the relatively weak negotiating position of 
the consumers might be compensated for through the Bundeskartellamt’s con
trol powers (cf. Hart, 1983: section 4). Admittedly, the problem of giving 
concrete form to the criteria here described as general clauses still exists. 
“Cognitive” assistance can by all means be expected from economic theory, as 
Goldberg (1979) shows by the example of the termination of contract dealer 
agreements. Such assistance does not solve the decision-making problem, and is 
certainly not enough to overcome the strategic behaviour of those concerned in 
“theory selection” and its legal manifestation. But how else might one conceive 
of the interpretation and arbitration of conflicts of interests by those concerned 
in situations where there can be no universally binding criteria or “neutral” 
solutions deriving from them?

5. Summary

A conception that would structure the subject of quality law, present well- 
founded pronouncements on regulatory requirements, assign these regulatory 
requirements to the appropriate legal programmes and institutions and derive 
from all this statements on the function of the law, has not been promised. In 
conclusion the reasons for this reticence, together with the insights and ap
proaches arising from the above arguments will be briefly summarised now.

5.1. Quality Law

Quality regulation constitutes a control problem, not only for economic theory 
but also for legal science and politics. It is a problem that is multidimensional in 
nature and burdened with incommensurable objectives. Quality expectations in 
exchange relationships deserve protection, safety requirements must be realised, 
and criteria of “ social evaluation of technology” must be integrated. None of the 
legal conceptions examined above seems up to these tasks. Re-formalisations are 
clearly no longer applicable on the scale of society; interventionist programmes 
put too much strain on the cognitive and political powers of government and 
administration; appeals to a collective self-organisation of those concerned prove 
helpless. Despite all these difficulties, practice as discovery, under the pressure of
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its needs to make decisions, points the way to solution where theory has got 
stuck in the search for concepts. How are these “solutions” to be considered?

5.2. The Lessons of the Examples

N o general statements can be justified by a few examples. Nevertheless it is 
noteworthy that in all the areas covered, structually similar solution patterns 
have prevailed over the legal conceptual notions.

(a) O f all the examples mentioned, the conflict between information and com
petition policy no doubt offers the greatest hope. In this context, the Stiftung 
Warentest constitutes a formally independent agency representing the interests 
of “ latent” groups; here the civil law has attuned its theories to the specific tasks 
of that institution, here also conflicts are negotiated and mediated upon with 
interest groups concerned. But the uncomfortable question of whether judicial 
restraint, which the courts for good reason display, is sufficient to protect the 
institution against influence strategies of organised interests remains.

(b) In the case of planned obsolescence it is correct but too simple to diagnose 
the failure of interventionist legalization, and it is clear that norms relating to 
technical safety standards cannot be arrived at without consulting the expertise 
of the industry concerned. But immediately there arise the consequential prob
lems of the referral techniques that take the burden off government and the law. 
The call for pluralisation or démocratisation of decentralised decision-making is 
attractive. But can any conceivable representatives of social interests transcend 
the cognitive advantage of organised expertise?

(c) The example of legal control over car sales is particularly disquieting because 
uncoordinated legal measures are there taken to protect consumer, dealer and 
manufacturer interests, which in the pursuit of the goals may obstruct each 
other, and may end up in practice favouring the most powerful economic actors.

5.3. Legalization of Practice as a Discovery Procedure

From all this, the delegation of decision-making powers to social actors, the 
adoption of solutions arrived at in bargaining processes between groups con
cerned and the abandoning of legal intervention in the event of failure to agree, 
all prove to be extremely ambivalent developments. Nevertheless, in view of the 
failures of re-formalisation and of interventionism, the point is to adjust legal 
concepts to the structures that are developing. I do not wish to take any position 
on the macro-theoretical debate, i.e. of whether it is post-modernity that is 
taking shape in these developments or instead whether modernity should be 
treated as an uncompleted project for the law too. My “parti pris” can be found 
in the brief comments on the individual examples. It amounts to the attempt to 
open up the procedures of law-making to competing problem definitions and 
solutions, and to proposals from those concerned, and nevertheless to place the 
latter under a compulsion to reach agreement. This is not, as yet a “concept” for 
the “ legalisation of practice as a discovery procedure” .
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The Design and Performance of Long-Term Contracts

T e r e n c e  D a in t it h  

Firenze

Introduction

Besides offering general rationales for the legal recognition and enforcement of 
agreements (Romani, above), and seeking to explain particular rules and concepts 
used in contract law (Harris and Veljanovski, above), economic and social 
studies in the field of contract have also offered information and explanations 
about the use of contracts, or of given types of contracts. This paper aims to be a 
contribution to this class of contract literature: it is based on a study of the 
incidence, design and performance of long-term contracts (“LT C s”) in the world 
iron ore market over the last 15-20 years.1

The paper should be seen as a by-product of the study, whose main purpose is 
to produce information about effects of employing long-term contracts which 
may have practical relevance for policy-making in the field of international trade 
in primary commodities. It starts from the assumption that instability in such 
trade, in terms of wide and rapid changes in prices or quantitites, has deleterious 
effects both for importers and exporters, and particularly for developing country 
exporters of such commodities. The acceptance of this view by policy-makers 
has since the Second World War led to the introduction of a variety of measures 
to stabilise markets or alleviate the effects of instability, requiring the interven
tion of governments or of international agencies in the operation of markets 
through such mechanisms as buffer stocks or schemes of compensatory finance. 
It may be, however, that governmental interventions could be reduced, or could 
operate more effectively, if parties were to contribute to the stabilisation of their 
own trading environment through appropriate contractual arrangements. What 
is appropriate may vary with the commodity: futures markets may help in the

1 This study has been conducted jointly with Christopher D. Rogers, Senior Lecturer in 
Economics at the University of Dundee, Scotland, and has been financed by the United 
Kingdom Economic and Social Research Council under grant no. HR 7907/1. Factual 
information in this paper about the iron ore market and industry is based on Christopher 
Rogers’ contributions to the study. Information on contracts and their performance is 
based on contracts communicated by participants in the market, on questionnaire 
responses, and on interviews.
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case of homogeneous products with unambiguous prices, but are unlikely to 
develop where these qualities are absent (Streit, 1980). The initial assumption of 
the study was that, in the absence of such qualities, long-term contracts could 
have this stabilising effect. Testing this assumption has involved the construction 
of indices of stability of iron ore prices and quantities for each major exporting 
and importing country over the study period and over sub-periods within that 
time, and relating the results to the extent to which the iron ore trade of different 
countries at different times was conducted under long-term contracts, as 
opposed to being carried out on a short-term or spot basis. Simultaneously it has 
involved examining the contents of as wide a range as possible as long-term 
contracts, in order to check for significant variations (for example in the degree 
of price or quantity flexibility offered) over time and space; and examining 
performance of these contracts. These detailed investigations of contract terms 
and behaviour are vital to the correct interpretation of the statistical data. To take 
an extreme case, if it appeared that long-term contracts did not in fact constrain 
party behaviour in such matters as prices or quantities to any significant extent, 
then the reasons for any correlation between use of such contracts and market 
stability would have to be sought among factors other than the legal relation 
installed.

Two lines of development in the contract literature already referred to are of 
particular relevance to this investigation and may, in turn, be furthered by its 
findings. The first is concerned with the use of long-term contract as a link in the 
production chain. It considers when and why enterprises rely on such contracts 
for the procurement of materials or semi-finished goods, in preference to other 
forms of economic organisation such as backward integration (ownership of 
supply facilities) or short-term contracts; and also considers what the results of 
such reliance might be. This kind of discussion has perhaps been furthest 
advanced in the writings of Williamson, whose work on employment (1975), 
inflation (1978) and firm structure (especially vertical integration) (1971; 1975) 
has more recently led him to attempt to identify relationships between certain 
forms of contract and a characterisation of economic relations in terms of 
uncertainty, recurrence of transactions, and specificity of related investment 
(1979).

Drawing on the work of Macneil (1974, 1978, and see also 1981), who has 
developed the notion of “ relational contracting” as counterweight and contrast 
to the “discrete single transaction” contract model of classical contract law and 
neoclassical economics, Williamson arranges contract forms along a spectrum 
ranging from the classical model at one end to what he calls “unified govern
ance” (i.e. vertical integration) at the other. He expects to find classical contract
ing, as an expression of market governance, efficiently associated with recurrent 
or occasional transactions where no buyer-specific supplier investments are 
involved; where, however, investment is, or becomes, highly specific to transac
tions between the supplier and a given buyer (“ idiosyncratic”), and these 
transactions are recurrent, Williamson expects to see “unified governance” 
occurring. As might be imagined, the area of greatest interest lies somewhere 
between these two extremes: here Williamson distinguishes a class of investment
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of mixed non-specific and idiosyncratic character (for example where the object 
of transaction is “customized” equipment or material) and suggests that occa
sional transactions of this type may be best subjected to “trilateral governance” 
contracts which make provision for third party determination of disputes, as by 
architects, arbitrators etc., while recurrent transactions may be the object of 
“bilateral governance” , that is to say, of contracts or sequences of contracts 
which the parties will themselves take pains to maintain and to adjust to changing 
circumstances.

While the transaction-specific character of the investment, leading to its 
greatly reduced value in other applications, is the main factor which explain these 
departures from a classical contract model in which significant breach of contract 
terms leads naturally to litigation, or termination, or both, Williamson also 
attaches importance to other elements such as economies in communication costs 
between the parties (in terms of both knowledge and trust) which steadily 
increase as the contractual relation continues. Finally, given our concern with 
market stability, we should notice Williamson’s view that within the framework 
of “bilateral governance” (which, I shall argue, is most relevant to the long-term 
contracts under examination), adjustments to contract quantities are normally 
much less problematic than adjustments to prices. He bases this both on the 
general observation that

price adjustments have an unfortunate zero-sum quality, whereas proposals to increase, 
decrease, or delay delivery do not (1979:251)

and on the idea that where the product is specialised, the costs involved in 
switching supplies mean that there is little risk of opportunistic quantity 
adjustments, by buyers who have found cheaper suppliers elsewhere or sellers 
who have found better sales opportunities.

The characteristics of the iron ore market make it an excellent arena in which 
to work over Williamson’s theories.2 Iron ore is an indispensable raw material 
for steel-making. You cannot make steel without it: at the same time there is 
virtually no other use for iron ore. Deposits of ore are distributed throughout the 
world. Broadly speaking, ore is sold in three broad categories: lumps, fines, and 
pellets. Lumps, as the name indicates, are lumps of ore, from pea-size up, which 
can be used directly in the iron furnace. Fines are smaller particles, which require 
to be sintered, that is, fused by heat, before they can be so used. By reason of the 
fragility of sinter, sintering normally takes place at the steelworks, though the 
Japanese mills have recently thought it worthwhile to construct sintering works 
in the Philippines to process Australian fines before onward carriage to Japan. 
Obviously lumps are a higher value product, but they can only be produced by 
mines with an ore body of sufficient purity. Pellets are a bonded form of ore, 
sometimes manufactured at the mine, which contains additives and generally 
reduces processing costs at the furnace stage. Pelletisation is one solution to the 
marketing of ore from a low-grade but large and easy-to-work body of ore; the 
construction of pelleting plant, however, involves substantial additional invest-

2 For another positive empirical test see Palay (1984).
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ment. It is quite possible for individual steel-makers to vary their inputs as 
between lumps, pellets and sintered fines, though process readjustment costs will 
be incurred in the substitution of one type of ore for another, and in particular, 
steel-makers will hesitate before closing down their own sintering plant in order 
to use lumps or pellets.

In addition to these differences in physical presentation, ores from different 
mines will vary widely in terms of chemical composition. A key factor is 
obviously the richness of the ore, that is, the percentage of iron (Fe), and prices 
will normally be expressed on the basis of minimum and normal percentages of 
Fe per ton, or at so many cents per Fe percentage unit per ton. The presence of 
other elements such as manganese, alumina and silica, and their relative quan
tities in the ore, and of impurities such as phosphorous and sulphur, will also be 
important. Each steelmaker’s facilities will operate best on a particular chemical 
“mix” ; he will therefore seek to balance ores of different provenance and 
composition in order to maintain this mix. Two steel-makers with similar 
quantitative needs may thus be prepared to pay significantly different prices for 
the same cargo of ore.

This pronounced physical and chemical differentiation of the product by 
reference to the needs of individual buyers has prevented the emergence of 
reference grades, standards or contracts on which a commodity exchange type of 
trading could be based. Also militating against this type of open trading (and 
hence against stabilisation through futures markets) are the low value per ton of 
the product, the high costs of storage and, due to the evolution of the market in 
terms of the location of buyers and sellers, the high proportion of prices 
represented by freights. In 1982, for example, the price of 65 per cent Fe 
Brazilian ore c.i.f. at North Sea ports was $ 25.90 per tonne, while spot freights 
per cargo tonne for this journey averaged $ 5.40, a relatively low figure.

The steel industry, as already noted, is the iron ore industry’s only signifcant 
customer. It grew up, first in Western Europe and later in the United States, 
round workable deposits of iron ore and coal. Steel mills controlled their own 
iron ore sources. There was little commercial trading in iron ore, and virtually 
none on an inter-regional basis. This situation continued until after the Second 
World War, from which time the depletion of US and West European ore 
reserves, and the emergence of Japan as a major steel-maker with inadequate 
domestic ore supplies, caused a rapid expansion of new sources of supply, with 
the exploitation of reserves in India, West Africa, Brazil and Australia. In 1955, 
85 per cent of iron ore production took place in Europe, the United States and 
Canada; by 1977 this proportion had fallen to under 55 per cent. Most of the 
growth in this period has been in Australia and Brazil. In 1955 these two 
countries together accounted for under 2 per cent of world production and 3 per 
cent of exports. By 1980 these figures had risen, respectively, to 20 and 40 per 
cent. Trade in ore from these new sources has very largely -  though not 
exclusively -  been conducted with the Western countries, Japan, and one or two 
“new” steel-making countries like Korea. Despite a large increase, over the 
period since 1955, in its steel production, both in absolute terms and as a 
proportion of world production, the Communist world has remained self-
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sufficient in iron ore, East Europe drawing on steadily expanding Russian 
supplies and China being self-sufficient.

To summarise, with a first attempt at relating these facts to Williamson’s 
transactions categories, we may say that this is a market of recurrent transactions 
in which there is a significant, but perhaps not determining, degree of investment 
specialisation. In such circumstances we might expect to find classical market 
contracting and relational contracting with bilateral governance as competing 
models for the industry. Also to be taken into account, however, is the virtually 
closed character of the market -  the product has no alternative uses, the buyer 
has no alternative product -  and the very small number of actual, and even 
potential, participants in that market. One of them has described the ore market 
as “intimate” , a term which captures the small number of participants, their long
term interdependence, the closeness of their relationship and the discretion with 
which it is conducted. This feature appears in recent times to have shifted the 
balance firmly in favour of relational, as opposed to market contracting, as we 
shall see.

A second line of work was originated by Macaulay’s pioneering 1963 paper, 
“Non-contractual Relations in Business: A Preliminary Study” . In this paper, 
based mainly on a survey of firms operating in Wisconsin and of some lawyers 
advising them, Macaulay posed the question of the extent to which businessmen 
used contract law. He found that the amount of planning by businessmen for 
various contingencies was highly variable; that planning for legal sanctions, and 
treatment of defective performance, in particular, were minimal; that exchanges 
were commonly made without any agreement on terms and conditions being 
reached (especially where the parties were using standardised forms), or on 
legally unenforceable terms, so that there was no binding contract at all -  and 
that parties frequently knew this, and were indifferent to it; that performance 
difficulties were regularly resolved without reference to contractual obligations; 
and that dispute settlement through litigation was extremely rare. In the heavily- 
lawyered society that is the United States these empirical findings seemed to need 
some explanation, which Macaulay found mainly in the availability of effective 
alternatives to contract: standardised or pre-tested products, for example; insur
ance; non-legal sanctions, such as intra-firm pressures for quality by salesmen on 
production staff, loss of future business, loss of trade reputation. He also stressed 
the heavy costs, both in money and in business relations terms, that might be 
involved in creating a detailed contract and, still more, in litigating to enforce 
one. In the light of all these factors, Macaulay found it necessary to conclude by 
explaining why contract should be used at all, stressing such points as the value 
of a detailed contract as a communication device within the buyer or seller 
enterprise, or in cases where there was a likelihood that significant problems 
would arise (as where complex performance over an extended period was called 
for); the existence of special relationships, such as the manufacturer-dealer 
franchise, in which the normal non-contractual controls might not operate; and 
the possible interest of third parties, like government, in seeing a formal contract 
concluded.

Subsequent empirical studies, in different legal cultures, have tended to
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confirm these findings (Beale and Dugdale, 1975; Kurczewski and Frieske,
1977). Reflecting on this later, Macaulay (1977) pointed out that despite all this 
empirical evidence to suggest the irrelevance of the classical contract process to 
the real world, the classical view of contract continued to dominate. What 
functions, then, did it serve? Two of his suggestions deserve mention here: the 
thought that contract’s role may be as “ the foundation for strategic manoeuvres 
in the game of negotiated settlement” (1977:515), and the idea that contract law 
might “crystallize business customs and provide a normative vocabulary, affect
ing expectations about what is fair” (1977:519).

The relevance of this line of work might at first sight appear to be limited, 
since it is clear that those engaged in the iron ore trade have for the most part 
conducted their business under quite detailed formal contracts. Macaulay gives 
us grounds to suspect, however, that the link between contractual stipulations 
and trading behaviour may be weak, and that factors other than a sense of 
contractual obligation may be determinant. In examining contractual perform
ance in the iron ore market -  which, as already explained, is a necessary step in 
relating market stability to long-term contract -  we thus have the chance to test 
these suspicions in a new arena: that of major international raw material 
contracts.

1. The Incidence of Long-Term Contracts

We have seen that in the early days of the steel industry the normal mode of 
procurement of iron ore was through the ownership of the mine. As economic 
local supplies became exhausted, and mills began to look overseas for supplies, 
mill ownership of overseas mines became quite common: in the late nineteenth 
century, Swedish and Spanish mines were developed in this way by the British 
steel industry. United States mills undertook this kind of development in Canada 
and, later, in South America, and British mills were developing mines in Canada 
and West Africa in the middle years of this century. Most of these developments, 
however, did not involve 100 per cent ownership and management of the mine 
by a single mill: full vertical integration was seldom sought. The pattern of 
ownership and management was in fact often highly complex, particularly where 
United States mills were concerned. Mills formed themselves into consortia for 
the ownership of mines; individual mills would commonly have a less-than- 
controlling interest, and functions of mine management would often be under
taken by merchanting companies, which had carved out an important specialised 
role for themselves in the American industry, in such spheres as financing, 
transportation, sales, and mine management. This system was exported to South 
America also, though here it became more common for a single mill or, 
sometimes, a single merchanting company, to have a controlling share of the 
mining enterprise, as with Bethlehem Steel in Venezuela or Marcona in Peru.

In the post-Second World War expansion, ownership by steel mills played an 
even less important role. To be economic, the new mines needed to be large. 
Their output might considerably exceed the needs of any individual steel 
company; their financing might be beyond its capacity, which was in any event
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strained throughout the industry by the need to finance new production 
facilities. Other factors militating against procurement via ownership were the 
suspicions of some of the new host countries, especially Brazil and India, in 
regard to overseas ownership of their mineral resources; the active dislike of 
others, like Mauretania, and Venezuela and Peru, who expropriated private 
holdings in their iron ore and other mines; and the preference of the Japanese, 
who were emerging as a major influence in the industry, for procurement 
through contract rather than through overseas investment. In consequence, at 
the present day, ownership of mines outside the socialist bloc is essentially 
divided between two types of institution. On the one hand are the State mining 
companies, some of early foundation, like LKAB in Sweden, some the heritors 
of recent nationalisations, like Hierro Peru or SNIM in Mauretania. On the 
other side there are the mining consortia: here the role of steel mills is much 
reduced, being supplied by larger merchant company participations, and by the 
arrival of a major new actor in the industry, the specialist mining company (like 
Amax or Rio Tinto Zinc). Sole ownership by a steel company of a mine located 
overseas is now extremely rare.

Today, therefore, even where steel companies participate in mine develop
ment, the conditions for “unified governance” in Williamson’s sense, involving 
direct intra-organisational transfer of ore from mine to mill, do not exist. 
Contract, of some kind, is thus the vehicle through which the mills must obtain 
their ores, even though the seller may be a joint venture company in which they 
themselves have an interest. Even where the consortium takes the form of an 
unincorporated joint venture the members will normally set up a joint sales 
agency company to which they sell their production and from which they buy 
their needs, rather than relying on direct separate disposal as is common in the oil 
industry.

In the phase of major development of the industry in the nineteen-sixties and 
early nineteen-seventies, the overwhelming preference, apparently of both buy
ers and sellers, was for procurement through long-term contracts: that is to say, 
contracts in which the quantities to be supplied (and normally the prices also) 
were fixed over a period of years. The traditional pattern of dealing in Europe for 
ore supplies other than those owned by steel companies -  principally, supplies 
from Sweden -  was one of short-term or spot contracts. The Japanese, when they 
entered the market, wanted greater security of supply than these contracts could 
provide, but as has been noted, were not anxious to invest heavily overseas in 
acquiring new mining capacity. Their preferred vehicle was the long-term supply 
contract, though the mills sometimes found it necessary to take small participa
tions in mining consortia either themselves or through the Japanese merchant 
companies which acted as their trading agents. This mode of acquiring supplies 
quickly spread from the Japanese market so as to dominate non-socialist world 
iron ore trade, so that a safe estimate might now be that not less than 80 per cent 
of the ore entering such trade is sold on this basis. Such contracts appeared to 
offer advantages to all classes of buyers and sellers. For sellers, they offered a 
secure avenue for the disposal of output in a period of proliferation of supply 
sources. Where sellers, as was frequently the case, were undertaking new mine
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development, they also provided collateral for mine finance. For buyers, who in 
the nineteen-sixties and early seventies were looking forward to a period of 
continuing growth in steel demand, they guaranteed secure supplies of the right 
type through periods when the market might become very constricted, should 
mine development lag behind steel demand.

We may summarise these considerations in economic terms by saying that the 
reduction of uncertainty as to availability of appropriate supplies and access to 
appropriate markets in a time of expansion of both milling and mining capacity 
provided the main motivation for this massive resort to long-term contracting. 
By itself, the idea of buyer-specific investment seems insufficient to explain the 
dominance of this method of trade: appropriate mixes of ore inputs could be 
maintained by judicious short-term and spot buying, and the Swedish company 
LKAB showed over a long period that iron ore mining could prosper on the 
basis of such short-term arrangements. While in theory short-term contracting 
might have offered an alternative trading framework for the expanding industry, 
once long-term arrangements became established in a significant portion of this 
“ intimate” market the attractiveness of short-term arrangements rapidly dimin
ished due to the restriction of the variety and quantity of ore available on such 
terms. A snowball effect was thus initiated, which has continued, despite the 
vicissitudes that will be described, to the present day (even LKAB is now selling 
some ore on contracts extending over several years), and which it is hard to see 
being reversed in the absence of a complete breakdown of the LTC  system.

On one view it may seem a little surprising that no such breakdown has taken 
place. Parties reduce uncertainty through long-term contracts by foreseeing a 
range of future possibilities and determining in advance their trading behaviour 
in such circumstances. One problem with this technique is the limited capacity of 
contracts to cope with future changes of circumstances of a kind or intensity 
which the parties did not foresee. If contracts are rigid enough to eliminate 
foreseen uncertainties they may break under the strain of unforeseen events. As 
we shall see in the next section, the LTCs of the late sixties and early seventies 
were rigid contracts. Since that time, moreover, the course of events affecting the 
iron ore market has been different in two fundamental respects from the 
expectations of the contracting parties.

In the first place, parties chose the US dollar as the numeraire, or money of 
account, in their contracts. Given the gold convertibility of the dollar and the 
international nature of the market one would not have expected anything else. In 
1971, however, the gold convertibility of the dollar was suspended and the dollar 
later devalued against most other currencies. Within a short time most currencies 
were floating freely against one another. This introduced a quite unexpected 
element of instability in to the economic balance of the contracts, whose effects 
were exacerbated for most producers by a strong world inflation in the same 
period which exerted disproportionate pressures on their costs.

Secondly, in the nineteen-sixties and early seventies steelmakers were 
anticipating a lengthy period of continuing growth of demand for steel. But from 
1970 to 1982 virtually no growth occurred: world production of crude steel in 
1970 was 599.1 MT, in 1982 645.4 MT. The 1982 figure is lower than that for
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1973. Moreover, during this period there has been significant growth in the steel 
output of new steelmaking countries (e.g. Korea, 1.16 MT in 1973, 11.76 MT in 
1982; Taiwan, 0.54 MT in 1973, 4.15 MT in 1982),which has meant that the 
market shares of the large traditional buyers of iron ore in Europe and Japan 
have been squeezed even further. Japanese steel production declined from 
119.32 MT in 1973 to 99.55 MT in 1982, EEC production in the same period 
from 151.11 MT to 111.28 MT. Steel companies, therefore, found themselves in 
need of far less iron ore than they had anticipated when concluding their LCTs in 
the sunny days of the nineteen-sixties and early seventies.

2. Content and Structure of the Long-Term Iron Ore Contract

To appreciate the nature and seriousness of the effect of these developments on 
the operation of LTCs we need to examine the structure and contents of such 
contracts. This is not easy: the industry is sensitive on questions of confidential
ity, and a number of companies approached or interviewed refused even to 
disclose individual clauses of a technical character (e.g. force majeure, or 
arbitration) used in their contracts. Nonetheless, a substantial number of individ
ual and pro forma contracts have been collected, on the basis of which it is 
possible to discern the general pattern to which the contracts conform, normal 
ways of dealing with common contractual issues and the range of variations 
around such norms, and, not least important, the way in which the framing of 
contracts has changed over time, in reponse to the developments of the nineteen- 
seventies which have been summarised above. There is certainly no such thing as 
a standard contract in the iron ore industry, and it is doubtful whether it can even 
be said that there is a “typical” one. To convey a fair impression of contractual 
contents, therefore, I propose first to identify and classify the main clauses which 
will appear in virtually every contract, and then to analyse in more detail those 
which are of particular interest here: the key commercial stipulations as to 
quantity and price on the one hand, and what I shall call “ lawyers’ law” 
stipulations on such matters as dispute settlement on the other. To illustrate this 
detailed examination, examples will consistently be drawn fron two specific 
contracts. The first, which will be referred to as Contract A, is an actual contract 
operative from the late sixties, and thus concluded before the unpredicted 
disturbances of the next decade. The second, Contract B, is a model contract 
drafted for use in the nineteen-eighties, that is, with the benefit of experience of 
this period. Naturally, where these contracts provide unusual solutions to the 
problems they confront, this will be indicated.

2.1. Contract Clauses in General

All long-term iron ore contracts will provide for the following matters:

(i) Term, quantity and price: these are examined in detail below.

(ii) Specification or quality: this will be expressed in terms of the chemical 
analysis of the ore, usually by reference to a minimum Fe content and maximum 
levels for impurities such as potassium and sulphur; to its maximum moisture
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content; and to its physical composition (size of particles). Non-conformity with 
specification will normally be dealt with by price adjustments (which may be on 
scales specified in advance in the contract), rather than by allowing the buyer any 
right of rejection. The buyer may, however, have the right to suspend shipments 
in the event of repeated quality failures.

(iii) Weight, sampling and analysis: cargoes need to be weighed, and sampled to 
ensure compliance with specification. For these purposes parties commonly, 
though not invariably, make reference to independent agents, such as draft 
surveyors. Recourse to an independent analyst, as umpire, is almost invariably 
provided for in the case where parties disagree as to the results of analysis. Actual 
reference to such third party decision in this field is regarded as a matter of 
routine, and not as a sign that a real dispute has arisen between the parties. 
Detailed terms of contracts in this area may also vary according to whether the 
ore is being shipped FOB (buyer’s vessels) or C & F (seller’s vessels).

(iv) Shipping arrangements: these will be set out in considerable detail, in the 
contract itself or in a schedule. Most contracts are on FOB terms: the buyer 
provides his own shipping. The contract will therefore stipulate arrangements for 
the scheduling and access of buyer’s vessels, permissible delays in loading, and so 
on. FOB terms also mean that the buyer, rather than the seller, has de facto 
control over what quantities are taken and when. In the rarer case of C & F 
shipping, sellers will be concerned to ensure that their ships can discharge cargo 
speedily at buyer’s nominated ports.

(v) Title, risk, and insurance: these provisions do not reflect the shipping 
arrangements made, but are a matter of negotiation. In an FOB contract, for 
example, risk may pass to the buyer on loading but title remain in the seller as 
security for payment.

(vi) Payment: payment by the establishment of an irrevocable letter of credit 
against which the seller can draw is probably the most usual form though 
contracts calling for cash payments are not uncommon.

(vii) Force majeure, arbitration, assignment, notices: these “ lawyers’ law” 
clauses are more fully discussed below.

In concentrating, for the purposes of more detailed analysis, on term, quantity 
and price clauses, and on the lawyers’ law clauses, I would stress that this does 
not indicate the unimportance of the other types of clause, which might be 
compendiously labelled “technical” . Such things as specification, sampling, 
shipping arrangements, and mode of payment are of great importance to the 
parties. Broadly speaking, however, these clauses will be similar in content -  for 
transactions between identical parties -  whatever the duration of the contract 
(with the exception of spot sales of single cargoes, which may be accomplished 
on the basis only of a telephone call and exchange of telexes). The clauses may 
well be drafted with greater care in LTCs and enter into greater detail. They may 
also be performed somewhat differently: buyers under a short-term contract
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may be readier to exercise a contractual right of cancellation for repeated sub
specification cargoes (if given) than buyers under LTCs, who may prefer to co
operate with sellers to remove the cause of the defect. Their general character, 
however, is not affected by the type of contract in which they are found. The 
opposite is true of the term, quantity and price clauses now to be analysed. 
Together, these characterise the LTC and express its essential features.

2.2. The Term and Quantity Clause

In both the sample contracts, term and quantity are stipulated in close conjunc
tion in the same clause. Contract A, provides as follows:

Quantity
Seller hereby agrees to deliver to Buyer 1,667,000 dry long tons (one long ton to be 2,240 
pounds) of Sized Lump Ore and 1,667,000 dry long tons of Iron Ore Fines (hereinafter 
sometimes collectively referred to as “Ore”) during the period commencing October 1, 
1969, and terminating September 30, 1979, according to the following annual delivery 
schedule:

Contract Year
(Commencing on October 1 
in any year and ending Sept. 
30 in the next succeeding 
year)

Quantity (D\ 
Sized Lump Ore

ry Long Tons) 
Iron Ore Fines

1969 166,700 166,700
1970 166,700 166,700
1971 166,700 166,700
1972 166,700 166,700
1973 166,700 166,700
1974 166,700 166,700
1975 166,700 166,700
1976 166,700 166,700
1977 166,700 166,700
1978 166,700 166,700

Total 1,667,000 1,667,000

Buyer shall have the option to increase or decrease the annual delivery quantities referred 
to above for each contract year, except for 1968 contract year, by up to 15 per cent. Buyer 
shall notify Seller of any exercise of such option at least three months prior to the 
commencement of each contract year.

Buyer shall use its best efforts to exercise such option in a manner which will maintain 
an even ratio between Sized Lump Ore and Iron Ore Fines in any contract year.

Notwithstanding the above option to increase or decrease the annual delivery quantities, 
Buyer shall receive the total contract quantity for each grade by September 30, 1979.
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Contract B provides:
Quantity
Seller shall sell and deliver to Buyer and Buyer shall buy, accept and pay for during the 
period beginning January 1st, 198 and ending December 31st, 198 , the following annual 
quantities of iron ore in metric tons:

198 through 198 annually:

Buyer shall have the right to decrease the quantity of to be delivered and accepted during 
the following year by up to 10 per cent, provided Buyer exercises this option by giving 
Seller notice in writing before August 1st of each preceding year.

The close association of term and quantity is no accident: it is the predetermina
tion of their relationship which distinguishes the LTC from other arrangements. 
A long-term supply contract may be defined as one which stipulates the delivery 
of a given quantity of product over a given period of years. What period qualifies 
as “long” will depend both on the product and on the current circumstances of 
trade. In the oil industry today one year is long. In the iron ore market in the 
nineteen sixties and early seventies “long” generally connoted a span of at least 
ten years; now the consensus in the industry is rather for five, and this is the 
figure used in this paper as the minimum which justifies calling a contract long
term. Excluded from the category of LTCs for the purposes of this enquiry, 
therefore, are requirements and run-of-mine contracts, under which, respec
tively, the seller agrees to provide the whole or a given proportion of the buyer’s 
requirements over a fixed period, and the buyer agrees to purchase the whole or a 
given proportion of the seller’s mine output over such a period. Quantity 
obligations under such contracts will vary freely according to requirements and 
output respectively. They are not in fact encountered in arm’s length iron ore 
trade, though the current mode of performance of iron ore LTCs is, as we shall 
see, hard to distinguish from that which would follow from requirements 
contracts.

Also excluded by definition (even though they are occasionally encountered) 
are evergreen contracts -  that is, contracts which are automatically renewed 
unless one of the parties decides otherwise -  with an initial fixed term of less than 
five years. Such contracts, even if their initial duration is as short as one or two 
years, may in fact last for very long periods; but by reason of the opportunities 
they provide for renegotiation on renewal they neither offer the security, nor 
impose the constraints, of the true LTC as above defined. The same is true, a 
fortiori, of short-term contracts not expressed to be evergreen, but which in fact 
succeed another in time within the framework of a long-term course of dealing 
between the parties: a much commoner pattern of trading in this market. Where 
evergreen contracts are used, or where such succession occurs, we may conve
niently speak of long-term relations between the parties in question. Whether 
there has, in fact, been any difference between the behaviour of parties to LTCs 
and in long-term relations is a key element in the answer, in this context, to our 
general question about the significance of legally-binding obligations.
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The fixed-term character of iron ore LTCs is generally quite stark, in the sense 
that a majority of contracts provides neither for a discontinuation of the contract 
before the expiry of the term for any reason other than continued force majeure 
nor for the renewal of the contract. The force majeure clause of contract A 
(below, pp. 179-80) is in fairly common form in providing that the party advised 
of (i.e. not invoking) force majeure may terminate the contract if the force 
majeure continues for 12 months. Contract B, unusually, does not provide for 
termination even under such circumstances. Both contracts are unusual in 
providing explicitly -  even if not in rigid terms -  for a possible renewal:

Contract A 
Extension
It is the intention of both parties to extend this agreement to provide for delivery of 
additional Iron Ore beyond the contract period, subject to mutual agreement on price, 
tonnage and other terms and conditions for an extended period.

Contract B 
Clause 1 -  Quantity
This contract runs for the period January 1st 198 to December 31st 198 . On or before 
March 31st 198 , Buyer and Seller shall negotiate the quantities and period for which the 
contract could be extended.

In contrast, ways of expressing quantity stipulations are well represented by our 
two examples. While contract B fixes an annual quantity only, contract A fixes 
both total quantities of lumps and fines over the whole contract period, and a 
year-by-year schedule of quantities. Each contract also gives the buyer, only, an 
option to vary these quantities within specified limits: in B, down by 10 per cent 
in any year; in A, up or down by 15 per cent in any year. All contracts will have 
some such provision for limited variation of quantities in a given year at buyer’s 
option (the fourchette). Where a total quantity is specified, as in contract A, the 
fourchette enables the buyer to smooth his intake of ore to reflect temporary 
surges or depressions in demand, to match the availability of shipping, and so on. 
In contract B the absence of an overall quantity provision means that the buyer 
may end up taking up to 10 per cent less than the cumulated annual totals 
provided. While this offers less security to the seller than the arrangement in 
contract A, there is an offsetting advantage in the absence of any upward revision 
option: with the normal two-way fourchette the seller is effectively compelled to 
install capacity sufficient to satisfy the full utilisation by the buyer of the upward 
option, capacity which may never be used.

Obviously the desire of buyers will be to obtain the greatest flexibility 
possible, but the width of the fourchette, and its impact on total quantities to be 
taken, will in the case of new mine developments be limited by the need for the 
contract to offer sufficient security to serve as collateral, de jure or de facto, for 
the raising of development finance. Lenders for iron ore development projects 
seem, however, to have been satisfied with a considerably weaker commitment 
on the part of buyers to take the contract quantities than has been the case in 
other mineral markets, notably that of natural gas, where it is common for
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lenders to insist on the inclusion in the contract of a “take or pay” provision 
whereunder buyers must pay the price of the commodity even if they choose not 
to take it. In the light of the experience of contract performance of quantity 
stipulations in the last decade, lenders may now be more demanding: LTCs 
relating to the biggest current iron ore development, at Carajas in Brazil, include 
an express warranty on the part of the buyer that in any year he will take at least 
80 per cent of the nominal contract quantity. In other cases, where contracts are 
not linked to mine finance (e.g. renewal contracts for supplies from established 
mines), the opposite result in terms of contract provision has followed from this 
experience: buyers have secured the insertion of a “tonnage flexibility” clause 
permitting the unlimited downward revision of contract quantities in a given 
year either at the buyer’s request, if he has difficulties with production or sales, 
or at the seller’s, if he has difficulties in delivery. A form of the clause is 
reproduced as an Appendix. In most, if not all contracts such reductions affect 
total contract quantities also. In present circumstances of slack steel demand and 
substantial overcommitment on LTCs by some buyers (see below), this clause 
benefits only the buyer. If total quantities can be reduced by invoking the clause, 
it arguably changes the whole nature of the contract, converting it from a fixed- 
quantity LTC into a requirements contract. The significance of this change will 
be discussed in the concluding paragraphs of this paper.

2.3. The Price Clause

Here contracts A and B present an important contrast which reflects the date of 
their design.

Contract A 
Price
Sized Lump Ore: US-$ 9.21 per dry long ton FOB spout trimmed, Fe 64.00% base 
Fines: US-$ 7.52 per dry long ton FOB spout trimmed, Fe 64.00% base

The above-mentioned prices and terms specified hereunder shall be applicable to 833,333 
dry long tons of Sized Lump Ore, 833,333 dry long tons of Iron Ore Fines stipulated in 
paragraph 2 hereinabove. The price and terms applicable to the remaining contract quantity 
of each grade shall be decided by mutual agreement by September 30, 1973.

Contract B 
Price
The purchase price or prices C & F hold of vessel at those ports of discharge designated by 
Buyer applicable to annual deliveries of iron ore hereunder shall be determined from year 
to year by mutual agreement between the parties hereto. During the last quarter of each 
year, representatives of Buyer and Seller shall meet to establish in good faith the prices at 
those ports of discharge designated by Buyer which will be effective as to all deliveries 
called for under this contract during the following calendar year.

In order to establish said competitive prices the parties hereto shall, in good faith, take 
into account the worldwide price trends for ores comparable, from the standpoint of 
quantity and quality, with the ores to be delivered under this agreement, the effective or 
potential availability of said comparable ores at the ports of discharge designated by Buyer, 
the FOB prices of said comparable ores and the ocean freight from their ports of origin to
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the ports of discharge designated by Buyer. Bunker escalation clause shall also be discussed 
during this meeting. It is understood, however, that Buyer cannot ask to be granted a lower 
price, if said lower price for the same delivery period had previously been offered by Seller 
and was not accepted by Buyer. Seller is also free to sell trial shipments not exceeding 
100,000 tons per customer without the necessity to adjust the price established between 
Buyer and Seller. As soon as agreement on price has been reached, Buyer and Seller shall 
execute a Supplemental Agreement hereto setting forth the C & F price or prices and 
discharging conditions applicable to deliveries to be made under this Contract during the 
following year.

All dues, duties and taxes relating to the iron ore or transportation levied in the country 
of origin shall be for the account of Seller. All dues, duties and taxes relating to the iron ore 
or transportation levied in the country of destination and/or country through which iron 
ore shall pass at Buyer's request shall be fore the account of Buyer. For the definition of 
C & F, wherever mentioned in this contract, the IN CO  terms are applicable.

Contract A, concluded in 1968, has a fixed price, subject to adjustment for 
quality, for half of the contract quantity of lumps and fines respectively. The 
price for the remainder is to be fixed by agreement not later than half-way 
through the contract period. Such a provision is common in LTCs concluded up 
to around 1974-75. Sometimes prices were fixed for a period of years (3-5 years), 
rather than by reference to a proportion of total quantity; sometimes more 
complex arrangements were made, with split prices for proportions of each 
year’s quantities. Indexation has been rare, though some contracts have had 
prices tied to the price of a basket of ores, to pig iron prices, and so on. Contract 
B shows the effects of the instability of the nineteen-seventies: prices are to be 
negotiated annually. This contract sets out negotiating procedure and criteria 
more fully than most, but is silent on the important question of what happens if 
the parties fail to agree a price before the date when deliveries for a given year are 
due to start. In the absence of a specific provision, the price once agreed will 
presumably apply retrospectively to shipments made before agreement. The 
contract may however provide that where the price cannot be agreed, shipments 
for that year may be cancelled; or that, pending agreement, shipments are to 
continue at the previous year’s price, with the new price, once agreed, being 
applied retrospectively only to a proportion of the ore so shipped. Some 
contracts smooth out annual fluctuations in prices by providing for review of the 
price of half the contract quantity every other year (the “ brick pricing” system).

2.4. “ Lawyers’ Law ” Clauses

Clauses of this type are few and simple in iron ore LTCs. Part of the reason, 
undoubtedly, is the small part played by lawyers in the design of these contracts, 
and, indeed, the limited value attached to legal advice by company personnel 
responsible for their negotiation and performance. Despite our advance indica
tion of an interest in specifically legal questions, such as the design of force 
majeure clauses, lawyers were present at only three of the fifteen company visits 
so far conducted in the research for this study; in only one of the other cases did 
company representatives make any spontaneous reference to legal advice. The 
low visibility of lawyers in this business confirms impressions collected by the
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earlier investigations of Macaulay (1963) and Beale and Dugdale (1975) into 
contracts mainly of engineering firms in Wisconsin and Bristol respectively, but 
is perhaps more surprising in view of the international character of the market 
and the very large sums of money involved.

Two possible reasons may be suggested. First, though the iron ore market is 
worldwide in scope, the total number of companies operating as buyers or sellers 
within the main currents of trade is small, probably not more than fifty. Within 
these companies negotiations are conducted by senior people who develop close 
personal relationships. They may be able to rely more heavily on personal trust 
and on industry mores, and feel less need of legal protection, than operators in 
larger, more impersonal markets. Second, although the existence of an iron ore 
LTC probably signifies a degree of interdependence between the parties (adjust
ment of processing facilities to product specification, construction of suitable 
loading and unloading facilities, acquisition of necessary shipping, etc.) closer to 
that involved in a capital-sharing joint venture than in a spot sales transaction, 
the form of the LTC appears to have developed as the simple extension in time of 
the annual or spot contracts which were quite recently, as we have seen, the only 
arm’s-length mode of trading. It consequently shares their simplicity and their 
heavy reliance on general rules and principles, whether legal or custom of the 
trade, for guidance in the unlikely event of dispute. Whatever the reasons may 
be, the simple form of this part of the LTC requires that we consider both the 
clauses that are found and those which we might expect to find, but do not.

It is hard to imagine an LTC without a force majeure clause. The purpose of 
the clause, it should be remembered, is to ensure, within limits, the continuation 
of the contract in circumstances which, under general law, might constitute a 
breach on the part of one party, might terminate the contract by reason of 
impossibility or unforeseen onerousness of performance, or warrant its ex post 
facto adjustment by a court. To avoid these uncertainties Contracts A and B each 
contain a force majeure clause, as follows:

Contract A 
Force Majeure
Either party shall be relieved of and excused from its obligations to perform hereunder, 
during any period that its performance (including any performance required of Receivers, 
and/or vessels nominated and accepted under this contract) is prevented or delayed by 
inability to obtain a proper export or import license, act of God, war or threat of war, 
governmental restrictions or regulations, strike, fire, flood, or any other cause beyond the 
reasonable control of such party. In the event that such a force majeure condition occurs or 
is anticipated, the party directly affected shall advise the other by cable as promptly as 
possible and then submit a written advice of the force majeure condition, with evidence and 
proof if possible, within ten days after occurrence of such force majeure condition. 
Deliveries that would otherwise have been made hereunder during the period in which 
performance by either party is prevented shall be made by mutual agreement as soon as 
practicable following termination of this force majeure condition; provided, however, that 
if any such period continues for more than one hundred eighty (180) consecutive days, the 
party advised of the force majeure condition may, at its option, cancel the tonnage that 
would otherwise have been delivered during such period; also provided, however, that if
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any such period continues for more than twelve (12) months, the said party may, at its 
option, cancel the remainder of this contract.

Contract B
In the event that performance of this Contract by either party is delayed, interrupted or 
prevented by reason of force majeure including strikes, lockouts of any kind or other 
causes beyond the control of the party which is unable to perform, then the party 
concerned shall be excused from the performance of this contract while and to the extent 
that such party is delayed interrupted or prevented; it being understood that in the event of 
any such occurrence, both parties shall perform such of their respective duties and 
obligations as conditions may reasonably permit, and so far as reasonably practicable 
deliveries and receipts of the grade or grades of ore affected shall be prorated with other 
existing foreign obligations of Seller and Buyer as the case may be, provided that any 
quantities of iron ore not delivered and accepted as a result of such occurrence shall be 
cancelled except as the parties may otherwise agree in writing.

The party whose performance is affected by any such occurrence shall immediately 
notify the other party of the commencement hereof, defining exactly and precisely the 
nature of such occurrence and the expected duration and cessation.

These clauses excuse failure to perform in defined circumstances, and stipulate 
the results of such a failure: cancellation of tonnage under contract B, while 
contract A provides for postponement of tonnage, cancellation of tonnage and, 
finally, cancellation of contract, according to the length of time for which the 
force majeure condition prevails. The definition of force majeure events, while 
varying in particularity in the two contracts, is in both cases quite conventional 
and would exclude any possibility of claiming force majeure on the basis of 
major market changes as in cost of supply or level or product demand such as 
have in fact upset the economy of LTCs in the last decade.

With one exception only, all the contracts seen or discussed so far in this 
investigation have had an arbitration clause. These can vary quite widely in 
content, as our two examples show.

Contract A 
Arbitration
Any dispute which may arise hereunder and which cannot be disposed of by mutual 
agreement shall be decided by arbitration in the United States of America, in accordance 
with current American Arbitration rules and procedures. Arbitration may be initiated by 
either party by giving thirty (30) days’ notice in writing to the other of commencement of 
arbitration proceedings. Thereupon, a board of three (3) arbitrators shall be appointed, one 
of whom shall be chosen by Buyer, one by Seller, and a third by two (2) so chosen. If either 
Buyer or Seller fails to choose an arbitrator within fourteen (14) days after receiving notice 
of commencement of arbitration proceedings, or if the two arbitrators so chosen cannot 
agree upon a third arbitrator within fourteen (14) days after they have been so chosen, the 
American Arbitration Association shall, upon request of either party, appoint the arbit
rator or arbitrators required to complete the board. The decision of the majority of the 
arbitrators shall be final and binding upon both parties.
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Contract B 
Arbitration
Any claim, dispute or controversy, with the exception of non-agreement on price, arising 
out of, or relative to this Contract, the activities performed under its terms or the breach 
thereof, that cannot be settled by mutual agreement between the contracting parties, shall 
be subject to arbitration in Paris in accordance with the rules of the International Chamber 
of Commerce, Paris, France.

Whenever the provisions of this Clause shall apply then the matter shall be referred for 
decision to three referees who shall be persons fitted by the possession of expert knowledge 
for such decision.

Each of the parties hereto shall be entitled to appoint one referee and the third one shall 
be nominated by mutual agreement between the parties or failing such agreement by the 
President for the time being of the International Chamber of Commerce. All such referees 
shall be deemed to be acting as experts and not as arbitrators and their decision shall be 
final and conclusive.

The parties hereby expressly state that this Clause shall be binding upon them despite 
the fact that it does not provide detailed guidelines for the decision of the referees.

Normally this clause will cover all save quality disputes, which have their own 
specialised settlement procedure (though note that contract B excludes arbitra
tion on price matters), and will provide for a “neutral” arbitration in a third 
country, often according to International Chamber of Commerce or U N C I- 
TRAL rules. Arbitration is regarded as a last resort: we are not aware of any 
arbitration taking place under an iron ore LTC.

While assignment and notice clauses require no particular attention, a word 
should be said about two types of clause which one would ordinarily expect to 
find in any modern long-term international contract. The first is a governing law 
clause. Given that the parties to the contract inhabit different jurisdictions one 
would expect them to specify what system of law should govern their contractual 
relations. This might be a national system, whether of one of the parties or of a 
third country, or some “self-designed” law such as “the principles of law 
common to the legal systems of both parties” and other such formulae. Failure to 
specify a system will mean that the arbitrators, or any court before which a 
dispute is brought, will need to determine the question, applying rules which 
may vary from court to court and are far from predictable in their application. 
Contract A contains such a clause, under which substantive law of the State of 
California is to govern the construction and performance of the agreement. 
Contract B, by contrast omits any mention of governing law and such omission 
is in fact common in iron ore LTCs. In these cases, I think, parties consider the 
risks of litigation too remote to justify the risks of difficulty in reaching 
agreement inherent in the attempt to choose a governing law.

The second type of missing clause is a hardship, or general adjustment clause. 
Such clauses represent an attempt by parties to plan, on a broader scale than is 
offered by the traditional force majeure clause, for supervening events which 
may impede contract performance, Frequently, this attempt takes the form of 
provision of a mechanism for adjusting the contract (whether by negotiation or 
otherwise) in the event of hardship to one of the parties. A recent example is in 
the following form:
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15. Mutual Collaboration
Both Buyer and Seller recognise a long-term relationship requires mutual collaboration and 
assistance should either Buyer or Seller suffer hardship or unfairness.

Both Buyer and Seller agree that they will make their best efforts to solve any problem 
due to any such circumstances in the spirit of mutual understanding and collaboration.

Even after the disturbances of the last decade, clauses like this appear to be 
unusual. A number of companies take the view that such an understanding has 
always been an unexpressed, but vital part of their relationships with their 
opposite numbers under LTCs, and that its contractual expression would not 
strengthen its force. At the same time even those companies which express this 
view most strongly -  the Japanese, for example -  have recently been anxious, 
where circumstances permitted, to formalise arrangements for dealing with 
certain types of “difficulty” , such as collapse of finished product markets leading 
to lack of need for contracted quantities (the “tonnage flexibility” clause above 
referred to: see Appendix). The unilateral and discretionary character of this 
latter clause, however, arguably diasqualifies it from consideration as a real 
hardship clause, and rather represents, as suggested earlier, a basic change in the 
nature of the contract.

3. Performance under Iron Ore LTCs

The pre-1975 iron ore LTC, therefore, as represented here by Contract A, was a 
simple, rigid agreement not well adapted to survive the major disruptions of the 
market which have occurred in the last decade. The previous section, and 
Contract B, convey some impression about how parties drew lessons from this 
experience which they have applied, or will apply, in the drafting of new 
contracts. Already in the early nineteen-seventies, however, LTCs were in force 
which would cover a very high percentage of total iron ore demand up to 1985 or 
even beyond. The crucial question, therefore, is what happened to these con
tracts as a result of the collapse of the numeraire and the collapse of the steel 
market. Were they terminated? amended? breached? or, somehow, duly per
formed?

3.1. Currency Instability and Inflation

The dollar devaluation of 1971 occurred at a time when a substantial number of 
major contracts including, in particular, the first contracts covering the develop
ment of large Australian iron ore deposits, were in their first few years of 
operation under fixed price regimes. Between 1970 and 1974 the Australians 
were doubly hit: by a rapid domestic cost inflation (the Australian index of 
manufacturing prices rose 37 per cent in this period) and by US dollar devalua
tion of 25 per cent by reference to their own currency. Other sellers were luckier 
in that the devaluation of the dollar, in own currency terms, was small or even 
negative. It appears that the currency changes were recognised, on all sides, as a 
matter for industry concern. We do not have information about how all parties 
behaved, but the pattern in the Australia-Japan trade appears to have been as

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



The Design and Performance of Long-Term Contracts 183

follows. The mines continued to deliver, while indicating that they must have 
higher prices if they were to be able to continue to operate. After negotiations 
the Japanese mills (which deal separately with each mining company, but 
negotiate as a cartel) agreed in 1973 to a price adjustment. This price adjustment 
was on the same basis for all sellers: in fact it did not fully compensate the 
Australians for their currency-related losses, and over-compensated the Indians, 
who were already receiving currency gains because the rupee had depreciated 
even faster than the US dollar. This adjustment was “covered” , in the case of the 
Australian contracts, by a hardship memorandum signed the following year, 
whose central provisions are virtually identical to the “mutual collaboration” 
clause above cited. In the words of the Memorandum
Buyer and Seller hereby reconfirm the same spirit of mutual co-operation and assistance 
and agree that in the event of future hardship or unfairness resulting from abnormal 
circumstances, as compared with those in existence at the time of the signing of the 
contracts, the two parties shall meet promptly and exert their best efforts to reach a 
solution to alleviate such hardship or unfairness, taking into account all relevant factors.

The 1973 price adjustment, and a further adjustment made in 1974, were 
incorporated as formal amendments to the contracts, but the hardship memoran
dum, it should be noted, was not. It appears to have been important to the 
buyers, at this stage, not to enter into such a legally binding commitment.

After another year it became clear that the inflationary pressures and currency 
instability which had brought about these adjustments were not quickly going to 
disappear. The Japanese, after a general contractual review, agreed to formalise 
the de facto situation by moving to a system of annual negotiation of prices, 
usually according to the “brick” system. The common procedure, incorporated 
in 1976 into already existing contracts and still persisting, is for the parties to 
agree, in respect of half the annual contract quantity, at the end of year 1, the 
price that will apply in years 2 and 3 and the date by which (and perhaps the 
broad criteria according to which) the price for years 4 and 5 should be agreed. A 
similar agreement will be reached at the end of year 2 in respect of the other half 
of the annual contract quantity. These agreements are then treated as amend
ments to the original contract. Though part of its raison d’être has been removed 
by this process, the hardship memorandum, where concluded, is still regarded as 
being in force so long as the original contract has not expired.

3.2. Steel Market Collapse

Before the steel market began to crumble in the mid-seventies it was the policy of 
European mills to acquire some 65-70 per cent of their needs under LTCs, either 
from their own mines or from third party sellers. The Japanese were even more 
committed to LTCs: in 1971 three major mills had a total intake of 80 M Tof iron 
ore and were committed to LTCs with a total basic tonnage of 73.6 MT. Not 
surprisingly, therefore, when steel demand fell away, LTCs immediately came 
under stress. Buyers began to claim that they could take only quantities falling 
below (in some cases far below) the bottom limits of their contract fourchettes, 
or even to seek to cancel contracts completely. The degree of their distress of
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course varied, according to the weakness of their own market, the degree to 
which they were able to reduce their ore intake by cutting back on purchases 
under short-term contracts, their desire to protect their investment in captive 
mines, and their capacity, if buying as traders, to sell on excess ore on a spot or 
short-term basis. Also varying, it would appear, was the degree of their attach
ment to their existing LTCs, with European buyers (who were admittedly harder 
hit by the steel crisis in the first instance) much quicker to suggest radical 
solutions like cancellation.

In the face of this chorus of hardship, the overriding concern of all sellers was 
to keep their contracts alive. They strongly, and largely successfully, resisted 
buyers’ proposals to terminate contracts or to suspend them indefinitely. A few 
contracts were unilaterally terminated -  for example when a lucky buyer found 
that he could successfully allege continuing breach of specification -  but for the 
most part what emerged was a situation in which buyers took what quantities 
they could, when they could, under their LTCs. Over the last five to ten years 
this has meant that most buyers are normally taking less than the minimum 
annual contract quantities. To indicate the current dimensions of the problem, in 
1982 the three Japanese mills already referred to together took 69.25 MT under 
LTCs, as against a basic tonnage for these contracts of 111.8 MT and a minimum 
permitted tonnage of 101.6 MT.

Buyers will normally indicate to their sellers, at the beginning of the annual 
price negotiation, how much they intend to take, a figure which they may, or 
may not, adhere to in the course of the year (it will be remembered that most 
sales are FO B so that the buyer controls shipping). The tonnage which is ‘Tost” 
in this way may be taken in a later year -  this has rarely happened; it may be 
postponed to the end of the contract period, so that at this moment the contract 
is, in effect, extended in time; or it may simply be cancelled. The parties will not 
necessarily be explicit as to which of these alternatives is to operate. In contrast 
with the situation on prices, contracts have not been amended, other than on 
renewal (see below), to reflect this crisis situation. Sellers do not appear to regard 
buyers’ failure to take a contracted annual quantity as in itself a significant breach 
of the contract, if indeed they regard it as a breach at all, but (with rare 
exceptions) they refuse to endorse the taking of lesser quantities by contract 
amendment or even by informal agreement, preferring to await the last years of 
the contract for a negotiation in which they will seek to recuperate “ lost” 
tonnage through contract extension or quantity increase. So far, to my knowl
edge, cancellation of quantities has been agreed only in the context of a partial 
extension of a contract.

When Japanese mills came to renew their contracts, from about 1978 onwards, 
they insisted on formalising the de facto situation on liftings through the 
insertion of the “tonnage flexibility” clause (Appendix). We have already noted 
that whatever the quantities and fourchette written into the contract, this clause 
in effect turns the contract into one for requirements, rather than for fixed 
quantities. This is the factual situation obtaining even in those cases where the 
clause does not operate. One buyer, indeed, went so far as to say in interview 
that it was an unwritten rule that the buyer can only be asked to lift the tonnage
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he can reasonably be expected to consume, whatever his contractual commit
ments may be. Another such rule, which would certainly command widespread 
acceptance, is that every buyer must operate his programme of tonnage reduc
tions fairly as between his different suppliers under LTCs. Fairness does not 
mean that all takings must be cut pro rata: sellers accept, within limits, the 
propensity of buyers to favour captive mines among their long-term sellers, and 
their need for appropriate mixes of ores for economical furnace operation. This 
principle of fairness is incorporated into the tonnage flexibility clause as a 
contractual obligation.

4. Conclusions

The experience of the iron ore industry in the last decade presents a wide range of 
lessons for the student of international trade and of contract law. Here I propose 
only to relate this experience to the ideas about contract advanced by Williamson 
and Macaulay, by briefly making a few points connected with the legal force of 
contracts and the utility of legally binding obligations.

1. The modern operation of the iron ore market seems in general terms to 
correspond to Williamson’s expectations about the use of relational contracting. 
As already noted, however, the remarkable dominance of long-term contracting 
at the present time cannot be attributed solely to his key factor of recurrent 
idiosyncratic transactions, which is present in the iron ore industry, but in a 
fairly weak form. The origins of this dominance lie in the preference of some 
major actors in this intimate market for relational contracting, as opposed to 
unified governance (acquistion of mines), as a means of reducing supply uncer
tainties in a period of rapid growth; its consolidation we may trace first to the 
difficulty of maintaining viable short-term trading arrangements in a truncated 
market, and second to the reduction of total demand in the market to the point 
where many major buyers needed less ore than the minimum provided for under 
their LTCs. These elements of market structure and dynamics are touched on 
only lightly in Williamson’s 1979 paper, and it would doubtless be helpful to 
examine other markets involving large recurrent transactions among a small 
number of actors to see if one can generalise as to the effect on contract choices 
of such additional factors.

2. The LTCs concluded in the early nineteen-seventies and before were a 
remarkably rigid set of documents, notwithstanding their importance in financial 
terms, and the length of the commitments they created. This rigidity is not 
wholly explicable by the need to use many of these contracts as collateral for 
financing purposes: contracts from other sectors, such as gas, while stricter in 
their “ take or pay” obligations, usually attempt to provide in a controlled way 
for future changes in circumstances (see, e.g., Kemp (1983)). Williamson’s 
suggestion that where parties are conscious of uncertainty they will react by 
providing an “elaborated governance apparatus, thereby facilitating more effec
tive, sequential decision making” (1979:254) perhaps overrates the rationality of 
the parties. More specifically, one may offer an answer on a superficial level, in
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line with the general conclusions of Macaulay (1963), by pointing to the minimal 
role of lawyers in the design of these contracts and their direct evolution from 
simple short-term contract forms. More profoundly, this absence from the scene 
of the conflict specialists that lawyers are suggests that the perspective of the 
parties at the time of conclusion of the contracts was one of co-operation rather 
than conflict, coupled with the assumption that such co-operation would of 
itself, without contractual stipulation, suffice to resolve any difficulties which 
might arise from changed circumstances. The presence of arbitration clauses in 
all these contracts at first sight suggests foresight of conflict or even William- 
sons’s category of “trilateral governance” , but experience shows that parties do 
not in fact resort to arbitration as a mode of settlement. Incorporation of an 
arbitration clause, I would suggest, shows only that the parties wish to avoid the 
possibility that a dispute will come before the ordinary courts.

3. Despite their rigidity and lack of sophistication, iron ore LTCs are, with rare 
exceptions, still in place after a very violent shake-up in the industry. This 
remarkable result has been achieved at the expense of an almost total change in 
the character of the contracts in question. From fixed-term, fixed-quantity, 
fixed-price contracts, they have been converted into requirements contracts 
which may, through extension, have an indefinite term, with annually negotiated 
prices. This has been formally reflected in contract amendment only in regard to 
price, save where tonnage flexibility has been introduced through contract 
extension. In most cases, today, the parties are performing a relationship 
different from that written in the contract, in which non-contractual norms, like 
fairness in quantity reductions, may be more important than contractual ones. 
This experience may be interpreted in terms of Williamson’s argument as 
manifesting the desire of parties to maintain as many elements of their long-term 
contractual relations as possible, even while altering some fundamental ones, in 
order to enjoy continuing advantages in terms of mutual knowledge and other 
“relational” values. The apparent desire of parties to provide formally for price 
negotiations, while leaving quantity negotiations to operate contrary to formal 
contractual requirements, could be seen as an interesting empirical demonstra
tion of his feeling that quantity adjustments were less problematical than price 
ones (above, p. 166).

Other types of explanation might, however, also be offered. It could be argued 
that the pattern of contractual behaviour reflects changes in the relative bargain
ing strength of buyers and sellers. Buyers were forced to accede to sellers’ 
demands for prices in excess of contract levels in 1973 and 1974 out of fear of a 
drying up of supplies in a market that still seemed to be in a phase of growth. 
Subsequent extra-contractual quantity reductions, and the arrival of tonnage 
flexibility, may be seen as expressions of the dominant position of buyers in a 
shrinking market, a position reinforced by the introduction -  again at buyers’ 
behest -  of annual price negotiations as the means of securing price adjustments, 
rather than any kind of indexing system. The leading buyers -  the Japanese and, 
to a lesser extent, the Germans -  have thus attained a position where they can 
bargain on price with the threat of exercise of their contractual or extra-
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contractual discretion to reduce quantities, a discretion constrained only by 
nondiscrimination requirements of a type commonly associated, in domestic or 
Community law, with dominant enterprises. This situation, in which it has 
become artificial to make a rigid separation of quantity and price negotiations, 
offers ample scope for what Williamson would call “opportunistic” behaviour. 
In this connection it is worth noting that the Japanese mills appear to have 
deliberately enlarged their freedom of manoeuvre in the last few years by 
continuing to undertake new long-term purchase commitments even while 
taking below the minimum on existing contracts.

4. In the current -  and continuing -  state of the steel market, the only iron ore 
contracts likely to be performed strictly according to their terms are those 
incorporating annual price revisions and a tonnage flexibility clause. There must, 
however, be serious doubt about the practical enforceability of these contracts in 
the event of breach. Say a buyer refuses, in breach of his nondiscrimination 
obligation, to take any ore in a given year from a particular supplier under such a 
contract. In order to measure the seller’s loss the court, or the arbitrator, will 
need to determine both what price the parties would (or should) have fixed and 
what quantity the buyer would (or should) have taken. Some courts and 
arbitrators might accept this double challenge: others might not. Without 
caricaturing too much we might say that the performable contracts may be 
unenforceable and the enforceable contracts may be unperformable. Yet in this 
unpromising situation, in which one might think that a series of annual contracts 
would serve the interests of the parties just as well, sellers cling tenaciously to the 
maintenance of existing LTCs and the creation of new ones, and the attitude of 
the major buyers is complaisant. Sellers and buyers alike, moreover, are very 
sensitive to questions of nomenclature, and clearly distinguish contractual 
elements in their relationship (agreements) from non-contractual ones (side 
letters, memoranda, and so on): they show none of the indifference to the 
existence of an identifiable contract manifested by some of the manufacturers 
interviewed by Macaulay, or by Beale and Dugdale. How are we to explain this 
attachment to contractual form? I would make three suggestions.

First, the LTC facilitates the dealings of buyer and seller with important third 
parties. It reassures lenders -  even today, as the Carajas development shows. It 
offers tidy answers to governments anxious for a fair return on their natural 
resources.

Second, it provides a fairly comprehensive set of parameters for the parties’ 
regular -  or irregular -  dealings and discussions. If problems arise, say on a 
matter like quality, the LTC offers a series of elements-price, quantity, shipping 
etc. -  which, at least at the beginning of the negotiation, are fixed points of 
reference. In this way the contract may provide, albeit in a rather weak form, 
“the foundation for strategic manoevures in the game of negotiated settlement” 
to which Macaulay refers (Macaulay, 1977:515).

Third, and most important, the LTC  creates a privileged trading relationship 
between the parties, which is of great importance in times of difficult markets, of 
glut or scarcity, in the sense that it reinforces, by rendering unambiguous, each
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party’s claim to remain in business relations with the other. It thus gives better, 
but not absolute, security to the trading position of each party.

For this purpose, however, the legal quality that counts is not enforceability, 
but formality. By using this legal form the parties sanctify their intentions. As 
one seller puts it: “The legal contract.. . reinforces our moral position.” In a 
glutted market for a product substantially interchangeable with those of one’s 
competitors, and with a single, restricted set of buyers, a reinforced moral 
position must be a very valuable asset.

Appendix

Tonnage Flexibility

5. Quantity Flexibility:
(1) In the event difficulties prevent Buyers from receiving deliveries of the tonnage to be 
delivered under the Extension Contract, or in the event that Seller is unable to effect the 
delivery of the tonnage under the Extension Contract, Buyers may request Seller or Seller 
may request Buyers, forty-five days prior to the commencement of each contract year, to 
reduce the tonnage to be delivered in the said contract year, and the party receiving the 
request shall comply.

Furthermore, at the times when Buyers submit to Seller the tentative monthly shipping 
schedules covering the next quarter, Buyers or Seller may request for a revision of such 
reduction in tonnage and the party receiving such request shall give it serious consideration 
in recognition of the long-term contractual relationship between the parties in a spirit of 
mutual cooperation and assistance.
(2) In the event of a reduction in tonnage to be delivered under the Extension Contract in 
accordance with item 5(1) hereof at the request of Buyers, Buyers shall ensure that Seller is 
treated fairly so that no discrimination or disadvantage in the tonnage reduction shall occur 
compared with other major suppliers and shall exert their best efforts so as not to bring 
about any reduction in the Seller’s share of iron ore purchases by Buyers from major 
suppliers which are each supplying iron ore to Buyers under similar conditions.

Similarly, in the event of such reduction being effected at the request of Seller, Seller 
shall ensure a fair treatment of Buyers so that no discrimination or disadvantage shall occur 
as compared with other users.
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The Contribution of Economics to Legal Analysis: The Concept
of the Firm

G e r a r d  F a r ja t *  

N ice

As a proponent of economic law, I am profoundly convinced of the reality and 
appropriateness of the contribution made to legal analysis by the social sciences. 
The discipline of economic law emerged from the interpenetration of economics 
and legal science, in ideology, in theory and in social practice. There is a need for 
a new deal of the academic cards: in particular, the training of lawyers should be 
modified to take account of the contribution of economics to the functioning of 
the legal system. Furthermore, the contribution of economics to law is not 
confined to a purely auxiliary role, but should be taken further, into an enquiry 
in the legal system itself.

The concept of the firm is certainly, in French law, a fruitful field in which to 
raise these questions. On the one hand, because it allows a multiplicity of 
localised influences of economic analysis on law to be taken into account; but 
also because one may note a relative failure of legal theories -  at least the more 
ambitious ones -  of the firm. While company law (an assemblage of one-off 
solutions), and interfirm relations or those between firms and the State exist 
there is no legal concept of the firm.

What causes the difficulty here is that the firm is. to begin with, not a legal 
concept on which an approach might be based. Instead, it is the firm that has put 
its questions to lawyers (the firm as a subject in search of an author!), rather than 
lawyers who have enquired into the legitimacy of using economic concepts in 
legal science.

In fact, the right question is not so much what use is economics, but what 
question the lawyer ought to ask. In the area of the firm, it would seem that 
lawyers have instead let the problems be dictated to them.

We shall therefore first look at how the firm has forced open the doors of the 
law (with the doorkeepers’ connivance). But this task calls for a critical balance- 
sheet, which we shall also draw up. The concept of firm will be employed, 
thereby, giving an opportunity for raising questions pertaining to the field of 
lawyers.

Translated from the French by Iain Fraser.
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I. Some Contributions by Economics to Company Law

In order to pick out significant possible contributions of polictical economy to 
legal analysis, one may look at all the elements that make up the legal system. 
The law appears as a communications system between subjects, acting through 
norms and procedures, and establishing relationships (rights and obligations) 
among these subjects. One might highlight political economy’s contributions to 
these various elements by concentrating on the concept of the firm. The firm 
appears to some to be a new type of legal subject; in any case, new relationships 
among firms or between firms and the State, initially perceived as being 
economic, are being “ legalised” . Obviously, some legal norms refer to the 
economy; it is not merely in procedures that these changes are reflected. 
Ultimately, is it not law as a communications system that is affected?

1. Legal Subjects

In France it is the theme of “the firm as a nascent legal subject” that has 
“popularised” the concept of the firm: the latter is presented as a rival to existing 
legal subjects\ i.e. the owners. The firm as a new “economic and social reality” , 
as defined by economists, is considered as literally imposing itself on the legal 
system, which should take account of new interests (in particular those of wage 
earners). The very importance of the firm, regarded as “one of the foundations of 
our industrial, technological, scientific and urban society” (Champaud, 1971:1), 
is held to justify its promotion to legal subject. The clearest statement of 
economic determinism is from Jean Paillusseau: “ the firm turns to its advantage 
mechanisms and techniques conceived in the past, to give life to a collectivity of 
associates” , or again, “the pow er. .  . which was organised in such a way as to 
permit representation of the associates, would be created by the need to 
administer and govern the firm. It would be organised according to the practice 
of company adm inistration...” (Paillusseau, 1967). It is exceptional for the 
influence of “scientific rationality” on law to be asserted with such vigour.

2. Legal Relationships

The firm is the area of two types of relationship : first, the internal relationships, 
which initiated legal debate on the firm. The conflictual relationships between 
capital and labour had to be harmonised by a redistribution of rights within a 
new legal community: the firm. Another part of internal relationships is the 
distribution of power within commercial companies (shareholder representatives 
become directors so as to ensure sound economic management).

However, the main reason in France for such widespread use (outside labour 
law) of the concept of the firm is the existence of new potentially litigious 
relationships, this time external relationships, which first appear in the field of 
political economy. It is significant that an important circular on competition law

1 The most notable work,which attracted great attention in French doctrine, is by Despax 
(1957).
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treats certain relationships between firms -  of union or dependency -  as 
“economic links” (Circular, 14. 2. 1978, Dalloz 1978 Leg. 142). These are indeed 
initially “economic links” , since they have not yet given rise to litigation, still 
less to statute, but subsequently they are “ legalised” .

On the nature of these relationships, some clarification is called for. The firm, 
and the relationships to which it gives rise, have developed, in the transition from 
an atomistic economy of isolated exploiters to a molecular economy centralised 
through large groups or the State (Farjat, 1982:90). Though State-firm relation
ships did not exist in the liberal epoch, there was an economic policy on the part 
of government, concerning both the behaviour or conduct and the structures of 
firms. Such a policy, whether authoritarian as a kind of economic or ¿republic, or 
by agreement as in a contractual or concerted economy, does in fact create new 
relationships. These relationships are, to be sure, initially “economic” , based as 
they are on analyses of schemes, concepts etc. supplied by economic science and 
economic practice. The same is true of the relationships of the private economy. 
Examples are those between small, legally autonomous, firms and the big firms 
they supply with parts (subcontracting) or for whom they act as distributors 
(exclusive or selective distribution), or those between subsidiaries and the parent 
company. These are “economic links” which are sometimes not even formalised 
by a legal document2.

Though, to begin with, these new relationships are essentially analysed and 
constructed by reference to economic science and practice, gradually, starting 
from these economic bases, law takes over.

3. Norm s

The economic sciences supply law with numerous norms, or are offered the 
possibility of doing so. A few examples will suffice.

Many might be taken from French bankruptcy law. For instance, an Order of 
23 September 1967 relating to the “economic and financial rehabilitation of 
certain firms” applies to firms “whose closure, being of such a nature as to cause 
serious harm to the national or regional economy, may be avoided on terms 
deemed compatible with creditors’ interests” . An economic and financial re
habilitation plan may be drawn up and imposed on the creditors under the 
supervision of the judges. More generally, as has been said, the bankruptcy 
procedures no longer really have the aim of ensuring the subjective rights of the 
creditors of a debtor that has suspended payment, but have become instruments 
for “restructuring flagging capital under the supervision of the State and of 
private economic authorities” (Boy et al., 1982). Whereas in classical liberal law 
bankruptcy “was seen as the natural consequence” of a legal settlement of 
conflicts of rights, a new law which tends to favour economic analyses is taking 
shape. “Should the economic unit be eliminated, integrated (restructured), or 
saved, in terms of this or that economic interest?” (Farjat, 1982:112). Bankruptcy

Not only when these links are founded upon economic dependence (the stronger partner 
has no need of a contract), but also where there are forms of equal collaboration (the 
partners wish to be able to break it off).
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law, having turned into the law of firms in difficulty, no longer obeys a legal 
logic (termination of payment, creditors’ rights) but economic diagnoses, 
strategies and policies, and it puts forward “remedies” . A firm no longer 
suspends payment but is put in that position, by its banker, its major customer 
company or the group it depends on, following an economic strategy. There is 
therefore a multiplication of economic criteria -  norms -  in both the public (State 
aid) and private economy.

The multiplication of economic norms is equally clear in competition law. The 
basis for an opinion on the advisability or otherwise of an economic agreement is 
an “economic balance-sheet” . Interference with competition is unpenalised 
where it has “the effect of furthering economic progress . . . ” (Farjat, 1982:516).

4. Procedures

It might be thought that these would constitute the hinterland of law3. However, 
the emergence of inter-firm relationships established according to economic 
analyses and policies, and of economic norms, also affect procedures. In most of 
the socialist countries economic-law courts or tribunals have appeared (State 
arbitration in the USSR, the Contracts Tribunal in the GDR). In France and in 
Belgium the creation of an economic court or tribunal has been suggested 
(Jacquemin and Schrans, 1977:412). But even now the creation of new channels 
for settling conflicts can be noted. Special mention should be made of the various 
Commissions, originating in the US and employed in all free-economy countries 
(such as the Monopolies Commission or the Securities Exchange Commission).

One of the justifications put forward is the need to reproduce within these 
bodies the mechanisms of the market, the rules of the economic game. The 
Commissions, composed of “professionals” , and of economic agents, are held to 
be inspired by the “natural” law of supply and demand. Introducing the State 
and its judges into this economic machinery would mean violating that natural 
law (!). As Schumpeter wrote, lawyers’ ability to apply antitrust laws might be 
doubted. In any case, the question of the communications system is posed.

5. The Law as Communications System

This is the level where the question of a possible contribution of economics to 
legal analysis is decisively posed. The law, as a means of communication, is 
simultaneously a language, a set of ideas, concepts and modes of arguing and 
analysis, and institutions and techniques that enable the system to operate 
(bodies of lawyers, educational structures etc.). Let us think, for instance, of 
“doctrine”, which in France tends to be made into a source of law, and whose 
influence is in any case not negligible; its role is to constantly refine concepts, 
norms and procedures, for the better functioning of the system.

Has political economy an influence on the communications system?
Undoubtedly. A whole section of French doctrine specifically asserts the need

3 As Goldman (1968:297) wrote about competition law: . .  the law, if one still wishes it
well, can proceed in only two ways: by creating categories or by instituting procedures” .
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for a new discipline that will guarantee political economy a privileged place in 
legal analysis: economic law, or company law4. “ In some ways it is better not to 
be a lawyer in order to study economic law” , as B. Chenot puts it (1965). This 
was also the position of the German founding fathers of economic law. It was 
likewise that of the Soviet founding fathers, one of whom maintained that Soviet 
economic law was “political economy translated into articles and paragraphs”5. 
In French-language doctrine, there are many authors who think that the explana
tion for the birth of economic law is a fundamental mutation in the law. 
According to Claude Champaud, “economic law is a specific legal feeling applied 
to a varied body of rules. Only the feeling is really new” (1967:215). “Economic 
law is a law of regrouping and synthesis, which enables lawyers to consider the 
needs of the economy in all their breadth and see what rules they have 
engendered. . . Thus, economic law may today be seen as a way of looking at -  
perhaps even feeling -  legal problems in terms of economic needs” , writes 
M. Vasseur (1959). “Economic law is, then, less a branch of legal science than an 
academic discipline formed by the links between legal sciences and economic 
sciences” , write A. Jacquemin and G. Schrans (1974).

Applied to the firm, this notion amounts to the construction of a law on 
companies on the basis of management needs. This is precisely the idea of Jean 
Paillusseau (1967).

The attempt by doctrine to assign to law the role of servant of political 
economy clearly makes the law into an instrument, whereas previously it was 
regarded as a vehicle of religious or moral values, or as conveying values of its 
own (human rights, ownership). Let there be no doubt about it: in our present- 
day societies, the “ought” , the “sollen”, is constantly being taken from the social 
sciences, especially economics. Hence the frequent assertions of the law’s 
“backwardness” or “maladaptation” .

The law has, as it were, become “scientific” , in two ways. On the one hand, it 
must make room for the social sciences (as, for instance, the sources of the 
concepts it uses); on the other hand, it is itself changing (in its methods of 
arguing: critical approach, appeal to dialectical analysis, “observation” of society 
using legal concepts, experimentation with legal innovations, etc.). It is not by 
chance that the legal system is coming apart, with a redistribution of topics 
around the specific “objects” concerned. This redistribution is taking place not 
only in connection with social topics such as the family or the economy, but even 
within these social areas, in terms of social distinctions external to the law: 
consumers, the environment, the firm, etc. What happens next is “legalisation” . 
One must therefore enquire into the exact dimensions of the movement.

4 The expression “business law” is sometimes also used to express the need for a new 
discipline.

5 The words are from Stuchka, for many years people’s commissar for justice, particularly 
at the creation of the USSR. Pachoukanis had a subtler analysis.
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II. A Critical Balance-Sheet
It is not an easy task to give an opinion on the “movements” taking place 
between the two disciplines. A truly scientific attitude would necessitate putting 
oneself outside both systems, legal and economic. Knowledge of both, law and 
economics, is no guarantee of success -  nor a fortiori is the knowledge of one of 
these disciplines. All we can give is the critical observations of a lawyer “open” 
to the economic sciences.

The first observation is that the impact of economics on the law is not so 
corrosive as is often claimed. Instead, economics acts as a reinforcement of the 
law.

The second series of observations will relate to the very ideal of a “contribu
tion” by an academic discipline to the law. Without being specialised in 
epistemology, we feel that these “exchanges” between disciplines are suspect. 
This will not however prevent us from formulating a few methodological 
propositions.

1. Political economy as a reinforcement of law

Looking at French positive law, especially on the question of the firm, one finds 
that economics has not brought any “subversion” of the legal system. Instead, it 
would seem as if economics has tended to strengthen the bases of the legal 
system.

The firm has not become a legal subject in any country with a capitalist 
economy. The legal subject remains the proprietor, whether natural person or 
legal person. It cannot even be said that the proprietor’s powers have been 
seriously reduced (except, very exceptionally, in the context of bankruptcy 
proceedings). It is significant that in company law judges scrupulously respect 
the principle of non-intervention in the administration of company affairs (de 
Juglart et al., 1982:677), despite a few calls for action on the basis of doctrine. It 
is not conceivable, in a liberal economy based on private ownership of the means 
of production, for the owners of capital to be deprived of decision-making 
power. “There is, therefore, necessarily a duality between the legal person who is 
proprietor of the firm and the proprietor’s economic unity and pre-eminence” 
(Farjat, 1982:104). It is significant that this duality ends only in the case of 
nationalisation (the public enterprise being then a legal subject).

Following one radical critical opinion, the concept of the firm is “the 
technocratic manifestation aimed at saving the essentials of capitalist domina
tion” (Bourjol et al., 1978:60). Georges Ripert had already in one of his works 
criticised the idea of ownership as a social function, calling it hypocrisy. For this 
convinced supporter of liberalism, owners ought to be defended as such, without 
pretending they are “functionaries” . Having presented the owners as func
tionaries, one would now seek to present them as managers! The concept of 
enterprise and the references to management needs would then have essentially a 
legitimising function. This hypothesis merits serious consideration. As has been 
remarked, “Has this question of a dialogue between law and the social sci
ences . . .  not come just in time to make up for the loss of credibility by the

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



The Concept of the Firm 199

legitimation notions that legal thinking was traditionally based on?” (Ost and 
van de Kerchove, 1983:1). In a country like France where private property in the 
means of production is the object of considerable ideological dispute, it is not 
surprising for the social sciences to be called upon to contribute their support to 
the solutions of positive law. It seems to us beyond doubt that in labour law the 
various European debates have for half a century been essentially ideological in 
scope. By that we mean that the legal consequences for wage-earners’ place 
within the firm have not reached the level of their aspirations.

However, the contribution of the social sciences is not exclusively “ ideologi
cal” , in the area of pure debate. The authors of the radical critical opinion 
mentioned above admit the existence of “profound changes in commercial law” 
and “traces of movement beyond the bourgeois legal f o r m . . . ” in French 
positive law (Bourjol et al., 1978). If economic law is today “competing” with 
commercial law, that is because of the taking into account of public and 
collective interests the firm is recognised to have. The firm has “ invaded the 
public space of economic law” , it has been “deprivatised for reasons of public 
utility” , as Claude Champaud notes (1979:1).

Even in labour law, where the practical consequences of recognition of the 
firm would be harder to reconcile with the basis of liberal law, some very partial 
reflections of the idea -  such as works councils or restrictions on right of 
dismissal -  are constraints on capital owners.

What seems probable to us is that in very “legalised” or very “administered” 
societies it is the law and the State6, as the dominant modes of social control, that 
largely orient research in the social sciences and that build into their systems the 
“usable” results of these sciences. We feel that in France at any rate “the law” in 
fact opens up to the social sciences only those areas it wants to. But this very area 
of thought, on establishing “ relationships” between disciplines, calls for critical 
consideration.

2. Thoughts on the Contribution of the Sciences to Law

According to the most widespread approach, knowledge, and economic “discov
eries” , gradually impose themselves on law, which has an irritating tendency to 
lag behind economics. This approach is followed by many French lawyers who 
support economic law. But it was also that of proponents of labour law in the 
past. Thus, P. Durand denounced “ the lagging of legal analysis behind social 
reality” and invited doctrine to go beyond the contribution of law and jurispru
dence and seek support from sociology and political economy “at the frontiers of 
law” (1956:73). Going still further back, the Italian author Vivante stated in his 
1893 treatise on commercial law that “one must consider commercial practice, 
dominated as it is by great economic laws, and make the study of law into an 
observational science” .

This thinking, while we do not regard it as wrong, does call for a few 
observations, or even reservations.

b We are thinking of the industrialised liberal societies, for the law, and the socialist 
societies, for the State.
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1. It is not accepted by the whole of doctrine. One section of French doctrine 
remains more or less explicitly attached to natural law, and therefore does not 
invoke the social sciences’ aid to justify legal solutions. Those who invoke the 
social sciences and regret the slow development of law are often the lawyers 
promoting new branches of law that have difficulty in making headway: 
specialists in labour law, welfare law, consumer law, economic law etc. For 
nearly a century now developments in the law (especially those linked with the 
Welfare State) have always met a stumbling-block in a large part (probably a 
large majority) of the legal world and its “authorities” (such as Georges Ripert in 
France). But this attitude is in no way peculiar to the world of law. Liberal 
economists like Flayek, far from demanding that the law reflect or follow 
economic teachings, hope for a return to the “pure” law of the liberal heyday. In 
the view of liberal political economy, it is instead the classical legal structures that 
ensure the economy's success (private property, contractual freedom etc.).

2. One is, then, brought to considering, to each his own law, to each his own 
economics. In more scholarly fashion, many epistemologists analyse the science 
in a way that challenges the prevailing thinking. Scholars do not “discover” 
social “realities” , but construct them using conceptual systems. There are several 
political economies. Doubtless, there are hardly any economic facts of “ laws” 
convincingly obvious enough to impose a change in the law. The facts are, in a 
way, “constructed” , and do not directly dictate a solution. There could not in 
any rigorous way be a genuine opposition of facts and law. There is always 
controversy, and each side has its own facts.

Thus, the idea of a systematic contribution to the law may be criticised. It 
smacks of an outdated “scientism” . Finally, and more particularly, it is far too 
idealistic. It ignores the social forces, their interests and their differing value 
judgements.

Let us say clearly that today the advanced state of the social sciences does not 
allow any single legal solution to be presented as imposed by scientific analysis, 
by scientific rationality. When it comes to social relationships, to the economic 
interests of subjects, then material and moral values are always involved in a legal 
solution.

3. Methodological Propositions

The foregoing observations lead us to a first proposition which may sound banal; 
but since the banality concerns more the ideas than the practice, we shall repeat 
it. Researchers should display enormous prudence and profound relativism in 
formulating analyses, and still more, solutions.

Those who refuse the contributions of science or facts in the name of moral 
values or natural law ought, failing reference to the modern lessons of epistemol
ogy, to meditate on Pascal’s saying: “he who makes the angel makes the beast” . 
Those who invoke science should be aware that people may be executed or 
locked up in the name of science. The psychiatric hospital may be used as a 
punishment. And those who think that science may be either bourgeois or 
proletarian may develop police-state epistemologies. When it comes to the social
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sciences, the authority of science depends on bets, and of course those who 
wager have more to win than others!

Staying with the obvious, we shall in the second place point out that the 
various disciplines that analyse or construct social phenomena are complemen
tary. In one sense it is absurd to ask whether economics can contribute to legal 
analysis or vice versa. The carving up of social “ reality” according to disciplines 
is an artificial mutilation, however necessary in view of the inability of one 
researcher to cover the whole range of human phenomena.

The firm is a social phenomenon -  a set of social relationships -  founded on 
mechanisms that are analysed by various scientific disciplines (economics, sociol
ogy etc.) and according to differing value systems (those of unions, employers, 
management, workers etc.). It is also a locus of conflicts of interests. One should 
bear in mind that there is a constant dialectic between these various elements and 
systems and the law, which may favour one aspect or another, and itself have a 
very variable place in society.

These necessary, albeit vague, preliminaries may allow the formulation of 
more precise propositions on the relationships between economics and law.

1. One of the primary contributions of economics to legal analysis may 
paradoxically be maintaining law’s important position in most industrialised 
societies, and legitimising legal analysis as such. The immense amount of “vul
gar” economics (or sociology) diffused among the public at large and lawyers in 
particular creates a risk of falsification of legal analysis and of law’s true place. 
But while a little political economy (especially that “creeping economics” that 
tends to pass itself off as “obvious”) may turn lawyers themselves away from the 
law, a lot of it may bring them back. Tackling the economic disciplines gives one 
a healthy scepticism. If for no other reason, it shows one that there are several 
political economies, which always differ both in analyses and solutions.

This elementary observation ought to make lawyers extremely careful about 
using political economy. But beyond this, one has to recognise that the economic 
sciences may justify the -  relative -  autonomy of the law and its analytical tools.

One pointed illustration of this statement is that whereas French legal doctrine 
constantly refers to economists’ formulas to define the legal concept of the firm, 
economists for their part have recourse to the concept of legal person to define 
the economic concept of the firm. What economists regard as the safest criterion 
of the firm is legal autonomy.

At a higher level, the law supplies, or helps to supply, important categories of 
political economy: the concept of ownership, and those of private and public. 
Surely even the fundamental distinction among contemporary economies rests 
upon the nature, whether private or public, of the ownership of the means of 
production?

The first methodological proposition that we feel may be agreed upon is as 
follows: legal analysis may constitute one of the methods of analysing social 
reality in legalised societies, or at the very least may be used in the same way as 
the social sciences. Lawyers wishing to make the law operate like a science ought 
to be saying that their specific contribution can be nothing other than legal. 
Using their own concepts, they can analyse, or construct, a part of social
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phenomena. On the basis of this view, they can greatly contribute towards the 
analysis conducted by economists. The precondition, however, is not to adopt 
the totally false analysis whereby the law is held to be an instrument or a 
“toolkit” .

2. The second methodological proposition that may be put forward is that 
political economy, and the social sciences in general, necessarily have an influ
ence on legal analysis through the “facts” that they “deliver” . The most common 
task for lawyers is to characterise the concrete facts so as to bring them into their 
system. But the facts are not “raw” , not directly legible using a legal code. The 
social sciences, especially economics, constantly construct and destroy, or in one 
word modify, the facts that lawyers work on in producing law.

3. Finally, economics may enrich and change the law itself, not merely the 
facts. Just as the law is not outside economics, so “economics is not outside law 
(or the legal relationship), but contributes to constituting it”7.

Legal concepts are never purely “formal” (except, no doubt, as regards 
procedure) but correspond to “ specific” or “substantive” elements. For instance, 
the right of ownership corresponds to very specific prerogatives (usus, fructus, 
ahusus). If lawyers can characterise specific facts, it is because a relationship 
between the facts and the legal concepts exists.

Economic analyses may modify the categories of law, create new ones, bring 
new elements into the construction of a legal concept, and redistribute roles. This 
is the way we have seen political economy operating in our first part. But equally 
rich contributions from law to political economy could certainly be found -  
especially as regards the firm. If one economic lawyer who is “open” to 
economics has been led to defend the role of the law, it is because he has been 
able to note the flaws in political economy due to lack of knowledge in law.
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Potential and Limits of Economic Analysis: The Constitution of
the Firm

E r ic h  S c h a n z e  

Frankfurt

1. Characteristics and Limits of Economic Analysis

In his legal theory, Immanuel Kant rejects the articulation of a solely empirical 
theory of law by equating it graphically to the wooden head in a fable by 
Phaedrus: “A head which may be beautiful, but alas! it has no brains!” (Kant 
1798:32). As part of the continuing search for substantive principles of justice, 
much current legal theory concerns itself with exploring the potential for and 
limits of an economic explanation of the legal order. This is, indeed, an 
unprecedented and often painful exercise. Economics -  a science which relies on 
use of everyday terms such as “market” and “price” -  may have a parvenu 
appearance compared to the body of classical theories which deal with the 
governance of human affairs. By operating on the basis of a model which 
assumes that the individual strives to maximize his own utility, economics 
obviously makes a virtue of selfishness1. The notion that institutions are not 
founded on ethical first principles, but rather are modalities for channeling 
transactions, and are themselves subjected to a selection process in a market place 
for institutions, appears to be the very realization of Burke's prediction that “the 
age of chivalry is gone. That of sophisters, calculators, and economists has 
succeeded and the glory of Europe is extinguished forever” . Kenneth Arrow 
refers to Burke’s dictum in his lecture on “The Limits of Organization” . He goes 
on to say: “The rather dry, recondite calculation of gains and losses does not lead 
to great enthusiasm. It does not offer magic resolutions to difficult problems . . .  
Rationality, after all, has to do with means and ends and their relation. It does 
not specify what the ends are. It only tries to make us aware of the congruence or

1 The concept of self-interest as the motivating force of institutional development is no 
specialty of neo-institutional economists. In his “Geist des römischen Rechts” (Spirit of 
Roman Law) (1852:292 seq.) the famous German jurist Rudolph von Jhering celebrates 
selfishness as “the true and moving force of classical Roman law” : “Selfishness is the 
motive of Roman universality -  selfishness. . .  the basic pattern of the Roman character.” 
Jhering goes on to describe Roman law as “the religion of selfishness.” Within the liberal 
credo this is, of course, a self-fulfilling analysis.
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dissonance between the two. So ultimately any value discussion must come to a 
rest temporarily on unanalyzed postulates. There is an infinite regress as we try 
to justify one value judgment in terms of supposedly deeper ones” . (Arrow 
1974:17).

There are, certainly, limits to an economic analysis of human behavior. I 
might briefly refer here to the short but impressive papers by Coase (1978) and 
Nutter (1979), who reject current pretensions of an economic “imperialism” 
within the social sciences. The seemingly higher degree of optimism expressed in 
a recent series of lectures by George Stigler (1980) rests on the firm conviction 
that the science of the self-interested individual should not be intermingled with 
ethical preoccupations.

To be explicit about this at the very beginning: I do not regard economic 
theory as an exclusive means of justifying individual or social action, and neither 
do I consider it to be the primary source of substantive principles for the guiding 
of human conduct. Economic theory should serve as a means of discovery, a 
means of understanding the institutional context of human conduct. Thus, 
economic theory could hardly replace the Kantian vision of an ethical order of 
human affairs, whether or not one wishes to accept the validity of the Kantian 
principles of moral decision-making. The analytical model includes, however, a 
number of important qualifications which demonstrate, in part, a structural 
affinity to the formality of Kantian ethics: the notion of basic respect for 
individual preferences and rational choice, and the insistence on clear definitions 
of individual entitlements. Additional features of the model include an under
standing of institutions not as barriers, but rather as open-ended and variation- 
rich facilitative frameworks for individual and collective choices and related 
transactions; as well as the postulate that every institutional arrangement should 
be so defined that it tends to internalize the total cost associated with a given 
transaction or activity. For those who think in terms of hierarchies of stable 
norms, the most offensive characteristic of the model may be its general notion 
of an ever-changing equilibrium of institutional arrangements, selected through a 
process of substitution at the margin.

As in any theory, there are problem-prone interfaces between the model and 
reality. Important limits to the economic model lie in the conception of the 
individual wealth maximizer (who has in fact to deal with bounded rationality), 
in the problem of the initial assignment (or distribution) of rights, and in the 
relative vagueness of the magic term “preferences”2, which, of course, can be 
used not only to analyze, but also to justify strange outcomes. Furthermore, the 
price system itself does not always function perfectly. If it is applied to the model 
under more complicated and more realistic assumptions than those of the near
perfect conditions of complete information, free competition and costless trans
actions, results are frequently imprecise or, at least, can be given only as a range 
of possible results within the boundaries of convex functions. The formal 
elegance of a marginal analysis operating with the Pareto and the Kaldor-Hicks 
criteria does not tell us, as Kenneth Boulding (1952) has noted in referring to the
2 A classic and concise exposition of these problems is given in March’s (1978:593 seq.) 

chapter on the treatment of tastes.
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Pareto criterion, whether we are dealing with the tip of a mole’s hill or the top of 
Mount Everest.

All of this, in my view, does not preclude our exploring the potential of 
economic analysis. It may be, though, that we have to be more modest in 
selecting our theories. Theories are, almost by definition, to be evaluated on the 
basis of their logic, coherence and completeness in explaining reality. A less rigid 
test may result from a traditional concern of economics: the test of the relative 
heuristic utility of the theory. It may even be enough to inquire on the basis of 
intuitive standards whether, in an obscure problem area, a particular theory 
produces a marginal net increase in clarification. In terms of this limited research 
standard, a theory may be said to be useful if it produces more scientific benefits 
than scientific cost. A theory may, of course, be barren in the sense that it only 
changes the semantics of a stated problem and is circular in substance. Certain 
uses of systems theory and semiotics have exhibited this kind of scientific 
sterility in the recent past. However, the kind of analysis presented in the Journal 
of Law and Economics, in the Journal of Legal Studies, in the Bell Journal of 
Economics and in many leading American law reviews, and more recently in the 
International Journal of Law and Economics and the Zeitschrift für die gesamte 
Staatswissenschaft can hardly be called a sterile part of economic and legal 
research. The renewed interest in the economic functions of legal institutions, or 
what might be broadly termed “neo-institutionalism” , has had a substantial 
impact on both disciplines.

The development of transactional economics, inspired by the research of Coase 
and Williamson, may be regraded as one of the most important theoretical 
movements in economics since the development and reception of game theory 
(cf. Picot 1982). On the other hand, the economic impact of specific legal 
arrangements has recently become a central and explicit theme of legal theory 
and practice. It may well be that transactional economics -  with its explicit 
recognition of institutions as essential variables, and not as remote circumstantial 
conditions in the anonymous world of the ceteres pares -  will lead to a 
unification of legal and economic questions in a renewed tradition of political 
economy. However, a coherent picture is far from being established. Under the 
labels of “new institutional economics” and “economic analysis of law” one can 
find a wide variety of approaches which have a common core in the application 
of modern price theory to institutions, but which are otherwise so diverse that it 
is difficult to indicate further synoptic features. A survey of the different research 
approaches of some of the most well-known proponents of these theories may 
serve as an initial orientation.

Posner (1977) and his school are chiefly concerned with a “positive” analysis 
of the common law. They contrast the “efficiency” of judge-made rules to those 
imposed by regulatory measures. They are thus pursuing one theme of Coase’s 
1960 article, which pointed specifically to the economic logic of Victorian judge- 
made nuisance law.

Coase (1937, 1960) himself is obviously less interested in “proving” the 
efficiencies of judge-made law than in examining the empirical variety of modes 
of transacting in the light of cost considerations.
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While the economist Coase emphasizes the economic functions of law, the 
lawyer/economist Calabresi (1970) stresses a more rational design of institu
tionalization in a law reform perspective. He also presents a general framework 
of regulatory modes (Calabresi/Melamed 1972) which was recently elaborated 
upon and clarified by Polinsky (1979, 1980).

Williamson (1975, 1980, 1984), and Schenk (1980, 1981), are interested in the 
macro-aspects of institutional design in a transactional economics perspective. 
While Williamson works mainly on the level of broad comparisons of the 
properties of institutional arrangements within the markets and hierarchies 
paradigm, Schenk uses the methodology of transactional economics to compare 
the constituent elements of political-economic systems.

2. The Coasean Approach

My interest focuses on an economic analysis of institutional variety, in the 
context of economic law (in the broad sense of the legal organization of subjects 
and objects of economic transactions). In this area, I am confident that dis
criminating between and selecting legal regimes on the basis of cost considera
tions may be a safe and productive analytical approach.

My current concern is to reexamine the basis for the analysis laid out by Coase 
in two seminal articles, the first on the theory of the firm (Coase 1937) and the 
second on the problem of social cost (Coase 1960). By emphasizing the starting 
point of the theory, I argue against the shorthand reception of the theory which 
found expression in the early expositions of the so-called “property rights 
theory” , which has had a considerable influence on the reception of this body of 
learning particularly outside of the United States of America. This school is 
characterized by the attempt to follow one theme of Coase’s 1960 article. It 
reconstructs every institutional setting as the outcome of an individual bargain
ing process, and discredits any arrangement which -  at a first (or possibly a very 
shy second) glance -  does not readily demonstrate the features that would 
intuitively follow from a hypothetical bargaining situation. A recent paper by 
Furubotn (1981) on codetermination is a good example of this kind of analysis.

Let us briefly reconsider the Coasean approach. The constitution of the firm is 
a most suitable topic because it is the explicit theme of Coase’s pioneering article 
of 1937. For those interested in organizational problems of the firm, or its 
various legal guises, the article may prove to be disappointing. Coase (1937) is 
interested in the more general (generic) question of the structure and evolution of 
institutions. He develops a theory that the market and hierarchy are involved in a 
process of substitution at the margin which is guided by transaction cost 
considerations (Cf. Schanze 1981). In this view, it may be too costly to carry out 
a given quantity of transactions in an atomistic market; the particular system of 
internal directives employed by the firm may thereby save costs in organizing the 
allocation of resources. This theory of the evolution of the firm may be 
generalized as a method of evaluating the efficiency of a specific institutional 
regime. In using price theory as a method of institutional choice, Coase does not 
simply extend the neoclassical analysis to different objects. The method assumes
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institutional competition, but not in a frictionless world. Positive transaction 
costs are the key to institutional variation. A good illustration is Coase’s note on 
the relation of market and planning:

It is easy to see when the State takes over the direction of an industry that, in planning it, it 
is doing something which was previously done by the price mechanism. What is usually 
not realised is that any business man in organising the relations between his departments is 
also doing something which could be organised through the price mechanism. There is 
therefore point in Mr. Durbin’s answer to those who emphasise the problems involved in 
economic planning that the same problems have to be solved by business men in the 
competitive system. The important difference between these two cases is that economic 
planning is imposed on industry while firms arise voluntarily because they represent a 
more efficient method of organizing production. In a competitive system, there is an 
“optimum” amount of planning. (Coase, 1937:389 n. 3).

If Coase’s view is valid, it changes the economic conception of legal institutions. 
In the neoclassical tradition, law is regarded as one constant constraining factor 
in the environment surrounding the economic decision. In the Coasean scenario, 
the economic decision implies a joint and unseverable evaluation of the product- 
specific and transaction-specific (institutional, informational or transportational) 
characteristics. If I interpret the scenario correctly, law is viewed as a variable 
system of alternative institutional arrangements, which alternatives are subject to 
choice according to cost considerations. Starting from this premise, the system 
has then to provide highly selective institutions which mobilize and facilitate 
transactions. The requisite variety and selectivity amongst institutions is again 
limited by cost considerations. Advantages of standardization of institutional 
design may offset advantages of extreme selectivity. Hence, in a system of 
rational institutional choice there is an equilibrium of standard conceptions 
(cogent and dispositive law, standard contracts trade or industry usages) and 
individual institutional variety3.

Coase’s article on social cost (1960) adds a further dimension to this mode of 
thought. In the earlier article Coase (1937) works from the perspective of a single 
actor who evaluates the cost and benefits of a particular institutional arrange
ment. In his famous demonstration that the conventional Pigouvian analysis of 
external effects is superficial, he shifts the focus to the interdependence of cost 
functions of parties who are in turn arranging for a Pareto-superior move. If one 
looks at the total cost of a given arrangement, the so-called “externality” 
becomes a part of the transaction costs. Coase teaches that costs cannot be

3 In the liberal paradigm, the equilibrium of standard conceptions and individual institu
tional variety is understood as an antinomy of self-determination of the individual 
(“party autonomy”) vs. state intervention (“regulation” in the conventional narrow 
meaning). This antinomy is not endorsed by the theory of regulation presented in this 
paper. Specific properties of state action are acknowledged, but they do not form a 
fundamental mark of distinction. The state is viewed as but one (important) actor among 
many actors who are involved in the process of institutional design and choice, and who 
thereby regulate transactions of their concern. For the various levels of public, private 
and intermediary regulation in present mixed economies, which we describe as systems 
of organized interdependence, see Mertens, Kirchner and Schanze (1982:71).
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determined ex ante from a unilateral perspective, but that they are always the 
product of reciprocal consideration. In this manner, institutional choice becomes 
part of a reciprocal optimization process which considers the total value of 
production in the light of possible alternatives of transacting. Only in the neo
classical world of zero transaction costs is the initial definition of the institutional 
arrangement without allocative effects and, consequently, irrelevant. Such a 
conception is as strange as a model of the physical world based on an assumption 
of zero friction (Stigler 1972:12).

Obviously, this approach has consequences for institutional design in a world 
of positive transaction costs. An efficient legal system will be characterized not 
only by a state of equilibrium between opposing trends towards variety or 
standardization of institutions, but by two additional premises: a clear definition 
of entitlements emanating from the decision-making unit (explicitness); and the 
proposition that institutional arrangements should be so defined that they 
include the total cost of transacting, and thus internalize externalities (internali
zation bias). These two premises are normative desiderata. They have to be 
“produced” and “maintained” by the constitutional order; they are not automa
tic results of free market transactions (cf. Dahlmann 1979).

With respect to general forms of entitlements, modern economic analysis 
works with property rules (exclusive entitlements), liability rules (an infringe
ment of rights is possible without prior consent, but requires compensation), and 
taxes and subsidies (Calabresi/Melamed 1972, Polinsky 1979, 1980). Taxes and 
subsidies are probably a variety of the more general modality of pooling and 
redistributing. These modalities have been tested using different qualified 
assumptions, such as assumptions of strategic behavior or of different levels of 
information (Polinsky 1979, 1980).

Following this line of economic analysis of law, I propose to view institutional 
evolution as a dual process of (1) offering a broad variety of institutional designs 
that have the properties of both explicitness and internalization bias (and thus 
reject those solutions which do not meet these requirements through political or 
professional consensus); and of (2) choosing between the so-defined institutional 
alternatives by actors whose purpose is to individualize the institutional environ
ment of their concern (institutional choice).

If institutional designs are framed -  as they are typically -  as packages of 
normative arrangements, there may be institutional competition between these 
comprehensive normative entities. I will refer to this aspect under the rubric of 
“extrinsic analysis” . By contrast, I will use the term “ intrinsic analysis” to 
describe the selection of more individualized institutional components, or “ insti
tutional modules” . Here, I envisage a structural or “macro” analysis, which I 
will briefly outline in this paper, and a “micro” analysis which would detail 
complex macro structures, and thereby reach the ordinary legal rule level in its 
most complex aspects.

3. The Constitution of the Firm
Let us now turn to the constitution of the large corporation. Given the 
complexity of all those legal relations relevant to the constitution of the
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corporation it is obvious that we are not dealing with a classic case of the 
application of theory to reality. A series of general propositions may be offered 
in our case simply by applying single elements of the theory4.

3.1 Extrinsic Analysis: Markets for Institutions

I have already referred to Coase’s general explanation of the nature of the firm, 
which may be called a mode of extrinsic analysis. According to this view, the 
market decides whether markets or firms are efficient in controlling a given set of 
transactions. A related scheme of analysis is applied by Manne (1967) to explain 
the process of institutional differentiation with reference to the concept of the 
corporation. Different corporate forms -  from the large and publically-owned to 
the small, closely-held corporation -  are regarded as responses to the different 
markets which control corporate inputs. In the case of the large corporation, 
Manne distinguishes three such markets: the market for capital, the market for 
securities, and the market for corporate control. In this vein Mertens and I have 
argued that the scheme of codetermination presented in the 1976 German C o
determination Act might create a new, fourth market controlling the large 
corporation -  namely, a market for competing codetermined and non-codeter- 
mined business organizations (Mertens, Schanze 1979). The German solution, 
which permits a choice between the two forms of organization, is based on the 
principle of institutional design intended to encourage institutional variety.

Another kind of understanding of Coase’s market/hierarchy paradigm is 
found in a recent article by Brinkmann and Kiibler (1981). They argue that 
legislative action leading to institutional codetermination is a means of saving 
transaction costs, because it avoids complex bargaining about the issue. 
Furubotn (1981) and others (Pejovich 1978, Jensen, Meckling 1979) argue in turn 
that since codetermination rights are hardly created through voluntary arrange
ments between capital owners/managers and employees (an argument which 
would require more empirical scrutiny), the legal imposition of codetermination 
would be per se inefficient. Without assessing here the validity of these views, it 
is safe to say that both lines of argument depart from the Coasean analysis 
because they do not engage in real world comparisons between the costs of 
selectivity and of standardization5. In general I have argued elsewhere (Schanze 
1983) that the current instrumentalism in the application of corporate laws may 
be explained as an effort to stress selectivity.

Extrinsic analysis of the kind demonstrated here may serve as a helpful general 
tool for explaining the coordinating properties of institutions and their relation 
to the relative availability of resources. An example which is relevant to the 
current issue of codetermination may illustrate the point. In the current discus
sion about the constitution of business enterprises it has become standard

4 A basic summary of issues concerning the concept of the corporation is found in Posner 
(1977:289 seq.) see also the excellent collection of papers in Posner and Scott (1980). 
For detailed cost/benefit considerations concerning the German scheme of codetermina
tion see e.g. Gafgen (1981), Fleischmann (1983); for small corporations see Cable and 
FitzRoy (1980).
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practice to ask why classical corporate law concentrates on the issue of organiz
ing the financial capital input alone, instead of coordinating both financial and 
human capital (cf. Vanberg 1982). The textbook explanation resorts to the 
“ invention” of limited liability, and its obvious advantages for capital suppliers. 
Under the protective umbrella of limited liability, risk-averse individuals were 
enabled to pool parts of their wealth and to share in the fruits of the whole 
investment. The analysis presented here suggests that we look at relative histori
cal shortages of corporate inputs, and scrutinize their relative institutional 
development. At the time when corporate law developed, there was as short a 
supply of finance capital as there was of available institutional forms for pooling 
such capital. Modern saving and banking systems as well were as undeveloped as 
were methods of financing within the corporate format. The supply of human 
capital needed in the early phases of industrialization (workers, who could be 
trained on the job) was ample; the liberal labor contract existed as a standardized 
and cheap means of transacting. Moreover, innovation was carried out by 
outside inventors or by owner/investors.

The economic situation in which we find codetermination schemes is obvi
ously different. Today, available modes of pooling and supplying capital for 
industrial ventures are manifold. The institutional framework is adapted to high 
mobility and allocative efficiency of capital flows; in this institutional perspective 
the supply of financial capital may be regarded as satisfactory. However, the 
obvious need for highly skilled and innovative human capital, and the perpetua
tion of trial and error procedures in the responses of institutions to this need, 
indicate the existence of an institutional scarcity which will likely stimulate 
alternative institutional means of integrating human capital of this kind into the 
firm. In this area we may not yet have created the requisite variety of institu
tional designs to permit an optimal institutional choice.

To generalize the point, complex resources such as capital, manpower and 
innovative skills cannot be defined simply in terms of a “physical” availability, 
but must also be defined as functions of the relative institutional development 
associated with such resources. Legal concepts may eventually reflect these 
specific institutional and physical “ shortages” as they exist in a particular 
historical setting.

3.2 Intrinsic Analysis: The Nexus Model of the Corporation

Ownership of capital is central to the traditional legal concept of the corporation. 
The neo-institutional school of economists points out that the firm can hardly be 
explained as a function of one single input. Rather, they suggest that all relevant 
inputs should be considered. This has led to the elaboration of a fertile model of 
intrinsic analysis of the corporation: the “set of contracts” or “nexus” perspec
tive of the firm (Alchian, Demsetz 1972; Jensen, Meckling 1976; Fama 1980). 

Fama (1980:290) restates concisely:

Each factor in a firm is owned by somebody. The firm is just the set of contracts covering 
the way inputs are joined to create outputs and the way receipts from outputs are shared
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among inputs. In this “nexus of contracts” perspective, ownership of the firm is an 
irrelevant concept.

Fama (1980:289) summarizes his conclusions as follows:
We first set aside the typical presumption that a corporation has owners in any meaningful 
sense. The attractive concept of the entrepreneur is also laid to rest, at least for the purposes 
of the large modern corporation. Instead, the two functions usually attributed to the 
entrepreneur, management and risk bearing, are treated as naturally separate factors within 
the set of contracts called a firm. The firm is disciplined by competition from other firms, 
which forces the evolution of devices for efficiently monitoring the performance of the 
entire team and of its individual members. In addition, individual participants in the firm, 
and in particular its managers, face both the discipline and opportunities provided by the 
markets for their services, both within and outside of the firm.

The nexus theory does not recognize a vested priority of one single input. It thus 
may serve to describe both “capitalistic” and “laboristic” types of firms. Fama 
does not consider the problem of codetermination; rather, he addresses himself 
specifically to the problem of organizing the managerial input. He develops a 
theory that managerial behavior is not controlled by the grant of a residual claim, 
on the firm’s receipts for its outputs, as Alchian and Demsetz (1972) asserted, but 
that managerial behavior is monitored by outside and inside markets for manag
ers. Fleischmann (1983:24) uses this line of argument to explain why owner/ 
entrepreneurs have introduced voluntary schemes of codetermination in Ger
many (cf. Cable, FitzRoy 1980), while German managers are likely to oppose 
such schemes:

An owner/entrepreneur who introduces codetermination may be irritated by being called 
on outsider in his market. However, as long as his customers accept his products, this 
negative judgment is likely to be irrelevant. Managers, who are dependent on their 
reputation on the market for managers, face a different situation. They are in a precarious 
situation if they do not observe the prevailing judgment of the business community.

In a more general way of course this statement reveals the importance of 
prevailing tastes in the formulation of institutional arrangements which will be 
attractive to a specific class of input owners.

3.3 Variation of the Nexus Model: A Research Program

The conventional model of the corporation starts from the assumption that the 
particular means of contributing financial capital to the productive unit will 
define the structure of the corporation. The corporation is viewed as an 
institutional scheme for organizing the interests of “owners” or equity con
tributors. This specific class of capital contributors and its institutional concep
tion (common ownership/shareholding) forms the center of the organizational 
structure. All other inputs are integrated into this structure through specific 
“outside” markets (labor market, market for technical and administrative know
how, non-equity capital market, etc.). Some inputs are conceived as being 
“physically” integrated into the corporation (managers, employees) through 
special contracts (cf. Diagram 1 : Business Corporation, conventional model).
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Diagram 1: Business Corporation, conventional model

state

(market)

consumption 

------------>

Output

The nexus model of the firm discards the notion of a vested priority of one 
specific input. Rather, it stresses that all input/output relations should be 
analyzed as interlocking functions of the corporate concept. These relations are 
of course subject to change over time. During the last 200 years these functions 
have been modified, differentiated into subfunctions, or substituted through the 
process of institutional choice.

In Diagram 2, I have listed typical input/output relations relevant for the 
modern corporate nexus. I have distinguished eleven aggregate actors which 
typically engage in input/output relations with large corporations. They are 
listed clockwise as: the state; intermediary organizations; consumers; insurers 
against social and private liabilities; employees; labor managers; managers; 
shareholders; bondholders; banks; and productive input owners who sell hard
ware or software (such as e.g. patents) to the production unit.

In this model, the “constitution” of the corporation is defined by the 
constitution of the institutional “ interfaces” of the various input/output rela
tions. The initial nexus model as used by Alchian, Demsetz (1972), Jensen, 
Meckling (1976), and Fama (1980) relies solely on a contractual interface. In their 
conception every input/output relation is described as a contractual arrange
ment. This appears to be remnant of the early property rights theory. It has 
already been mentioned that modern economic analysis (Calabresi, Melamed 
1972, Polinsky 1979, 1980) has replaced the original contract (or property rule) 
approach by working with a triple scheme consisting of property rules (con
tract), liability rules (decisions by a third party assessing the burden of economic 
losses caused by unilateral actions), and taxes/subsidies (creation of an authority 
for pooling and redistributing). These three basic options for regulating (in a
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Diagram 2: Business Corporation, nexus model

social and private 
insurances

Input

Output

broad sense) an input/output relation relate to a structural triple scheme for 
describing the constitutional modes of regulation, i.e. the basic procedures which 
are employed in modern mixed economies to deal with legal issues of economic 
concern. Here, three legal modes of regulating institutional interfaces may be 
distinguished, displaying an affinity to the original triple scheme. These modes of 
regulation are
(1) directive (general laws, indicative, planning, administration),
(2) contract (ad hoc coordination), and
(3) participation (through representation and voting).
Every regulatory mode may have certain properties which will make it more or 
less efficient as applied to a particular transactional context. O f course, one could 
argue that a membership commitment, or even a directive (as, for example, an 
order to pool through taxation and to redistribute) might be considered a 
contract in a very broad sense (social contract). However, this does not seem to 
be a meaningful use of the term “contract” , which in the strict sense should 
involve a punctual coordination of the interests of consenting parties. The 
concept presented here is elaborated in Diagram 3 (regulatory interface, state -  
corporation).
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D iagram  3 : Regulatory interface, state -  corporation 
structural (macro) level

Regulatory Modes State Inputs Corporate Outputs

general laws 
indicative planning 
public administration

resources and infrastructure 
(physical, institutional, hu
man capital) 
general supervision 
statutory subsidies

taxes, production 
human capital 
civil liabilities for harmful 
activities

contract as above and/or: 
performance supervision 
specific infrastructure 
specific subsidies

as above and/or: 
periodical control and revi
sion rights
corporate infrastructure 
specific taxes

corporate participation as above and/or:
capital
management
supervision through voting

as above and/or: 
dividends
amenities for political/bu- 
reaucratic elites, remunera
tion
supervisory and voting 
rights

intermediary organization suasion suasion

Extrinsic control mechanisms:
1. “market for states” (regions, industry locations)

concerning resource endowment, infrastructure including laws
2. “market for corporations”

concerning capital, technology, management capacity

I have chosen the state -  corporation interface as a first illustration to 
demonstrate that, in this model, “public” inputs and outputs are analytically 
similar to classical “private” input/output relations. The state is viewed as a 
“ super firm” (Coase 1960), producing specific corporate inputs and consuming 
specific corporate outputs. It is, however, constitutionally privileged in one 
respect: As an actor, it may make extensive use of the directive as a means of 
regulation (it may even be constitutionally bound to use this form exclusively as 
a matter of its prerogative, cf. Daintith 1979). In the actual practice of mixed 
economies, of course, there is ample evidence of contractual and participatory 
commitments of the state in various industries. This is particularly evident in the 
regulation of basic industries in developing countries (cf. Schanze 1981).

However, other actors concerned with classical private input/output relations 
also resort to directive and participatory modes of regulation if this appears to be 
an appropriate framework for structuring their specific relations. In his article on 
the nature of the firm, Coase (1937) has shown the economic logic of the 
substitution of market transactions through directed transactions and vice versa. 
The present mix of regulatory modes is also visible in the employee -  corpora
tion interface. Here, the classical private labor contract remains an important

i
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regulatory structure of the institutional interface. In addition, labor and manage
ment have created an intermediary structure of collective agreements, a structure 
which frequently assumes the characteristics of directive or quasi-legal arrange
ments. Moreover, the actors concerned have used legislation as a means of 
regulating some specific problem areas. Somtimes, the actors have also resorted 
to participatory regulation, in some cases to explicit codetermination. They have 
used this option to a varying degree depending on the organizational preferences 
of the actors in various countries and in various industries.

The plurality of actors and interfaces contained in the model demonstrates 
that a change in the institutional structure of one interface may have conse
quences for a multitude of input/output relations. Every change affects the 
institutional equilibrium and may require the adjustment of property rights as 
well as of positive and negative externalities in the complete nexus system. The 
Furubotn (1981) analysis, which views the introduction of participatory rights in 
the employee -  corporation interface as an “attenuation” of property rights in 
the shareholder -  corporation interface, arbitrarily isolates two interfaces and 
posits that there is a direct correlation between them. In so doing, it endorses the 
vested priority of equity ownership found in the conventional model of the 
business corporation, rather than working with the policy-neutral nexus model. 
Thus, it necessarily reaches normative conclusions.

It has been the purpose of this paper not to detail, but to outline a concept of 
positive inquiry into the constitution of the firm6. I have presented the economic 
nexus explanation of the firm combined with a scheme of basic institutional 
modes of regulating economic transactions as a program for future research. A 
full review and elaboration of the various institutional interfaces made in the 
terms offered by this model, I submit, could adequately demonstrate the 
interpretive potential of an economic analysis of institutions.
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From Old to New Monism:
An Approach to an Economic Theory of the “Constitution” of

the Firm

D e t l e f  K r a u se  

Bremen

Introduction

The purpose of the following arguments is to give a brief outline of the idea of a 
new monism to be considered in the context of a discussion of a modern 
“constitution” of the firm1. New, as opposed to old monism refers to the idea 
that the core justification of the “constitution” of the classical capitalist firm 
should be kept, but on an enlightened generalised basis. Emphasis is laid upon 
the presentation of the theoretical foundations of a new monism. For this reason, 
no detailed reference is made to the literature on the subject of the “constitution” 
of the firm (Gärtner and Luder, 1979; Weitzig, 1979), and no means and ways 
can be shown on how to put the basic model of a new monism into practice.

1. Starting-Points and Extensions
1.1. Starting Points

(1) Scarcity and Efficiency
The economic problem at the root of the (capitalist) firm and the (capitalist) 
market system is scarcity. The prerequisite for reducing scarcity is efficiency 
(Eucken, 1959).

The phenomenon of scarcity has proved a concomitant symptom of evolu
tionary societies (Luhmann, 1970). Scarcity is defined as continuing situations of 
lack of means relative to human wants and needs to be satisfied. Scarcity means 
that it is impossible to satisfy in any case any need of any human being at any 
point of time. It does not matter what are the reasons of scarcity -  for example: 
an absolute lack of natural resources, differentiation and expansion of human 
wants and needs -  and everywhere scarcity can be understood as relative scarcity 
only, that is as relative to a set of varying causal conditions. Under condition of

1 The term “constitution” stands for the institutionalised set of written or actual rules 
regulating organisational decision-making. The terms firm, enterprise, corporation and 
economic organisation are synonymously applied to a profit-making organisation.
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relative scarcity, the societal institutions of firm and market can be looked upon 
as economic inventions whose task is to reduce relative scarcity (Demsetz, 1964; 
Krause, 1982b; Ropke, 1983) in a more efficient manner than previously. 
Reducing the gap between means and needs is not an end in itself. It serves the 
final end of satisfying the needs of the consumer or the needs of human beings 
(Hondrich, 1975).

Now one might suppose that nowadays there is no economic problem or 
problem of reducing relative scarcity left to be solved. One might suppose that 
the economic problem has been reduced to one of (world-wide) re-distribution 
of wealth and affluence. Even if this is so, it is not a valid basis for an attack 
against efficient economic institutions. It is a simple truth that you cannot have 
your cake and eat it. Hinting at other points of criticism, there is no irony in 
stating that charging our economised world for affluence and wastage, for 
damaging its very roots by environmental loads, in sum turns out to be the same as 
diagnosing increasing relative scarcity and along with this calling for even more 
economic efficiency to recover and maintain chances to need-satisfying actions.

Economic efficiency, induced by relative scarcity, in its narrowest meaning 
stands for natural or physical productivity. Difficulties arise if, due to the 
increasing complexity of societal division of activities, productive activities and 
their results are to be exposed to some kind of evaluation whether an objective or 
subjective standard of value or some other criterion seems to be appropriate. 
Then productivity expresses the relation of valued total output to single factor 
inputs (usually labour or capital) or to total factor input.

Apart from any more sophisticated considerations, one should acknowledge 
the functional usefulness of an abstractly defined general measure of economic 
activities in comparing all economic activities and their results by a common 
standard which provides each participant with equally obtainable, understand
able and usable information, thereby maintaining the openness of the whole 
socio-economic system for any actual and even potential, as yet unknown, need- 
based activities. What is more, if there is no unique standard of value no 
measurement of different degrees of relative scarcity would be possible and, 
therefore, no efficient decision-making on resource allocation could take place. 
The only suitable standard of value available is represented by (market) price.

It follows that the term “economic efficiency” is best applied to any uniquely 
valued input-output or output-input relationship. This is the precondition of 
comparing different relationships directly and of finding out the most efficient 
alternative or of ranking different alternatives according to their relative effi
ciency.

In turn, the procedure of valuing alternative choices and of selecting the most 
advantageous alternative indicates economic rationality. By itself, economic 
rational action is relative resource-saving action and thereby action serving the 
possible maximum of satisfaction of human wants and needs.

Concepts of and means for reaching and sustaining efficiency are closely 
connected with concepts and conditions for establishing and maintaining human 
freedom of action (Friedman, 1976; Machlup, 1969). Making economic rational 
choices simply depends on the freedom to do so. Widespread freedom of choice

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



From Old to New Monism 221

furthers the chance of the best or most efficient alternative to be successful. 
Fundamentally understood, a system of actions which is open to any alternatives 
constitutes and enhances to the maximum the chances of each individual and 
each action unit to strive for its own aims without substantially restricting the 
respective chances of others. Welfare gains will be realised: freedom functions as 
a precondition of efficiency. On the other hand, reduction of relative scarcity 
widens the realm of human freedom of action. Any progress on the ladder of 
need-fulfilment implies more freedom of choice as to quantity as well as to 
quality: efficiency functions as a precondition of freedom.

Any “constitution” of the firm should meet the efficiency standard (Albach, 
1981; Picot, 1981). One cannot, to give an adverse example, define efficiency as a 
result of inter-mediating processes within the framework of the firm where the 
processes themselves are not restricted by resource-saving constraints (Laske, 
1979). Furthermore, it is one of the central objections to be raised against the 
current interest-oriented debate on the “constitution” of the firm (Brinkmann, 
1983) that the reciprocity of freedom and efficiency is widely neglected.

(2) Market and Democracy
The central theoretical subject should be mentioned in advance: The topic is 
actions of actors or action units motivated by profit-orientation (the term profit 
is to be used very broadly), stimulated by competition, and mediated by 
generalised participative mechanisms such as market and voice.

The market mechanism is commonly viewed as applicable exclusively to the 
control of economic affairs, and the democratic mechanism, i.e. the mechanism 
of voice, is said to be applicable exclusively to the control of political affairs. 
Thus economics and political control could be understood as clearly distin
guished areas of theoretical interest and practical arrangement. Such distinctions 
and separations, however, are neither justified by any difference of purposes to 
be pursued nor by any difference as to the regulative capacity of the mechanisms 
(Krause, 1982a).

To begin with, both market and democracy are modes of consensus-building 
and decision-making which indiscriminately meet the following requirements:

-  they are open to the greatest possible variety of purposes a human being may 
conceive of and

-  they are prepared to combine and to mediate a theoretically unlimited number 
of heterogeneous actions of a great number of heterogeneous actors or action 
units.

That is, both mechanisms satisfy the postulates of freedom and efficiency 
(Krause, 1982a). The prerequisite of freedom -  in its general as well as in its more 
specific economic and political understanding -  becomes tentatively satisfied by 
the degree of potential and real chances for participative choices if the mechanism 
of participative self-control functions effectively, i.e. if simultaneously it pro
vokes and curbs self-seeking actions and thereby tends to reduce the accumula
tion and abuse of power. Efficiency, too, is an emergent property of market and 
democracy, since a largely unlimited effective participation results in increasing 
wealth.
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Even more, both market and democracy are democratic mechanisms. Partici
pation in the market system (choosing products/services or “economic” prod
uction programmes of goods and services) and in a political system (choosing 
parties/candidates or “political” production programmes of goods and services) 
should be equally looked upon as modes of democracy. As actual developments 
demonstrate, market democracy is increasingly accomplished by permanent 
voting procedures accompanied by expanding chances for voting. The same 
holds true for political democracy, where it becomes more and more customary 
to look at political voting and decision-making from an economic point of view 
(Frey, 1977). To go a little further, the economic element in calculating political 
consent (Downs, 1968) finds its equivalent in marketing as an intra-organisa- 
tional strategy for building consensus (Paul 1977).

In addition, it would be too narrow a view to limit democracy to legally 
established rules conferring equal rights to participate by means of periodical or 
permanent elections. In contrast to formal democracy, functional democracy 
extends to processes to participative decision-making on the basis of com
petences required by the jobs or tasks to be performed (Hondrich, 1972). The 
concepts of formal and functional democracy are not mutually exclusive. On the 
contrary, they should be understood and handled as interrelated functionally.

Finally there is no persuasive criterion for discriminating between “eco
nomic” goods and services and “political” goods and services as a starting-point 
of associating to the different spheres of production different means and mechan
isms of control.

In dealing with the “constitution” of the firm, the obvious overall consequ
ence is that no restrictions should be allowed in relation to the alternative 
mechanisms of internal and external control (Alchian, 1975; Alchian & Demsetz, 
1975).

1.2 Extensions

(1) Property Rights and Actors
The concept of property rights is usually presented as a consolidation of 
traditional microeconomic theory (Alchian and Demsetz, 1973; Demsetz, 1964; 
Furubotn and Pejovich, 1972). In this paper, however, the property rights 
approach is primarily introduced with the intention of gaining more profound 
insight into the conditions of allocation and distribution of scarce resources 
serving both freedom and efficiency within an economic organisation and in 
society (Hesse, 1983; Hutter, 1979; Krause, 1982b; Meyer, 1983).

Positively defined, property rights are rights to resources (see Figure 1). More 
precisely, property rights refer to rights to scarce resources. By resources I mean 
material or tangible resources as well as immaterial or intangible resources. 
Generally, rights to resources exist as bundles of rights to resources, that is to 
say, they consist of different rights to different resources. In this respect, the 
rights as such are of more interest than the resources as such. Likewise, the use of 
resources or the use of the rights to use resources is of more interest than the 
mere ownership of resources; and the idea of an optimal portfolio of property
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Figure 1 : The Property Rights -  Concept
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rights, aimed at maximising the total value of property rights, is of more interest 
than the value of the single resource as such.

To be sure, property rights represent a specific class of action rights, namely 
those which refer to the existence of scarce resources and pertain to their use. 
Thereby the property rights approach facilitates the conceptualisation of any use 
of resources (including material or tangible resources and, especially, human or 
intangible resources -  later on referred to as physical and human capital) as a use 
of property rights. Therefore, the more or less static idea of the individual private 
ownership of resources is to be replaced by the more or less dynamic idea of 
different sets of different rights to resources, different bundles of property rights, 
which are differentially assigned and attributed. In this way it becomes possible 
and necessary to reflect more on actors and action units as actors rather than 
exclusively as the relevant holders of property rights.

Beyond all that, property rights turn out to be affected by (other) institutional
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Figure 2: Analytical Outline of Elements Constituting the Structure of Organi
sationally-Bound Property Rights

arrangements. The allocation and distribution of scarce resources is influenced 
by cultural values, social norms, the law, and the like.

Bringing together the different elements of the property rights concepts (for 
details see Figure 1 and Figure 2), an extended horizon for analysing efficiency 
emerges. It becomes convenient to look at different types of property rights and 
different total or sub-systems of property rights as alternative societal answers to 
the economic problem which are comparable with regard to efficiency (Demsetz, 
1964; Meyer, 1983; Leipold, 1983). That is the salient point: property rights 
themselves and their institutionalised reality are seen as mile-stones on the road 
to (increased) efficiency and freedom (Roepke, 1983). Therefore, the property 
rights base of the firm as an economic organisation will reveal the firm in its true 
colours of efficiency (Pejovich, 1976; Jensen and Meckling, 1979; Picot, 1981).
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The assumptions of freedom and efficiency and the search for an arrangement 
of property rights (from the level of society to the level of the individual firm) 
which does justice to these assumptions require a revised assessment of the 
relevant actors or action units.

In traditional theory, there is only one type of actor -  the person or individual 
as a private actor. Admittedly, the same holds true for the prevailing theory of 
property rights. This approach derives from its origins a predominant concern 
with the importance of persons or individuals as private actors endowed with 
certain bundles of unattenuated property rights exchangeable by contracts 
(Furubotn & Pejovich, 1978). No doubt, there are no compelling, substantial 
objections to the brilliant societal invention of the positive, mutually reinforcing 
relationship between individual rights and individual motivation (Held, 1979) to 
preserve and augment these rights in pursuit of self-interest.

But this traditional concept tends to resort to individual or personal reduc- 
tionism when faced with the phenomenon of collective actors (Olson, 1968). 
Really, to begin with, the concept of a personal identity of a formally organised 
and self-containing collective is a mere fiction since any collective, as such, has 
no consciousness. The real identity (of a formal organisation) as a collective actor 
originates both from the obvious relative functional autonomy of a formally 
organised collective (of persons) as against its external and internal environment 
(Raiser, 1969) and (which makes a significant difference) from the fact that 
formal entitlement to rights to act as a quasi-person (Ott, 1977) is granted 
regardless of (changeable) organisational memberships (Coleman, 1982; 
Luhmann, 1972). On further consideration, indeed, it becomes necessary to take 
into account certain differences between actions assigned to a fictitious person as 
such, actions of a fictitious person on behalf of its members, and actions of 
members carried out on behalf of a fictitious person.

To apply these findings to the property right-based theory of the “constitu
tion” of the corporation: the well-known gap between individual and collective 
interest must be bridged by making the corporate interest the interest of 
corporate members by means of adequate allocation and distribution of property 
rights at the level of the corporation as a collective actor.

(2) Hierarchy and Voice
Obviously, a theoretically unlimited multitude of actions of a multitude of 
actors, based on property rights, and motivated by chances for gains, is best 
performed by a multitude of single contracts, provided the conditions for 
contractual stipulations are commonly known and calculable. Otherwise, the 
greater the complexity of the whole participative network, the smaller the 
probability of comprehensive and equal information on the part of the particip
ants and the greater the degree of uncertainty in making efficient decisions.

Already this gives the reason for reflecting on alternative ways to allocate 
rights to scarce resources. The approximate idea is to organise the processing of 
information which is necessary to pool certain rights to resources. From the 
point of view of economising transaction costs alone, any kind of organised or 
coordinated economic activity will be a better alternative to that of action taken
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on an individual basis (Alchian, 1977; Bossmann, 1981; Coase, 1937; Manne, 
1981). Information and communication deficiencies, in the case of atomistic 
conditions, are one important reason to recommend the model of pooling rights 
to resources, pooling property rights, as an efficient model of economic organi
sation. Other essential reasons are the advantages of larger scale production, the 
synergetic or multiplicative effects of pooled activities on productivity, and the 
limited original abilities of human beings to process information (bounded 
rationality).

Generalised, alternative choices of different mechanisms and forms of allocat
ing scarce resources are available (Herder-Dorneich, 1980; Lindblom, 1980). 
Market and hierarchy is a typical alternative (Williamson, 1975; Schenk, 1981). 
Yet, it would be misleading to think of markets as unorganised and non- 
hierarchic institutions and to think of hierarchies, i.e. formally organised ac
tivities, as institutions without elements of market and competition. In the real 
world, markets are never completely unstructured (unorganised) and hierarchies 
never completely structured (hierarchically organised).

Furthermore, it is easy to identify positive relations between the compara
tively high-structured type of economic organisation (hierarchy) and the com
paratively low-structured type of economic organisation (market). Firms, as 
hierarchically organized economic organisations, come into existence and grow 
only to that point where savings of transaction costs tend to become zero. 
Markets, as economic organisations, gain ground as efficient multipliers of 
efficient actions to be performed in the course of socio-economic development; 
markets gain ground, inside and outside the more structured type of socio
economic organisation, if efficiency losses because of organisational slack occur. 
What is more, as current experience reveals, there is a one-way street neither to 
growing size of socio-economic organisations nor to growing regulative deficits 
of market and democracy and, therefore, there is certainly no one-way street to 
the predominance of hierarchy in society and economy.

The organisational failures approach which explicitly conceives of hierarchies 
and markets as different modes of organising economic activities efficiently 
(Williamson, 1975) is very similar to the exit and voice approach (Hirschman, 
1970; Williamson, 1974) with the exception that the latter is tied to the existence 
and persistence of organisational membership, especially personal organisational 
membership.

In addition to the explanation of markets and hierarchies in terms of net 
advantages as to the value of property rights combined and exchanged, the 
recognition of voice as a functional equivalent to, and as a potential amplifier of, 
exit (i.e. market transaction) deepens our understanding of the way organised 
activities may be performed. Even the mechanism of exit itself may be applied to 
intra-organisational personnel movements in department and division, and in the 
plant. This could be called internal exit.

Voice, in itself an element of democracy, refers to all kinds of individually or 
collectively articulated discontent against organisational slack. Within the organ
isation, voice links up with participative marketing (Kirsch and Scholl, 1977) and 
with participation rights already established by legislation or other agreements.
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Within markets, voice meets with the formation of consumer protest and with 
the use of countervailing and bargaining power (Gartner and Riessman, 1974).

2. Internalisation of Control: The Case of the Firm
Before turning more directly to the subject, the main consequences of the 
arguments developed so far should be summarised:

-  Efficiency and freedom serve as basic conditions to be met in evaluating the 
“constitution” of the firm.

-  In evaluating the “constitution” of the firm, market and democracy as well as 
market and hierarchy should be applied as organisation principles to be kept 
apart only to the extent that they structure economic activity.

-  Exit and voice basically constitute likewise applicable mechanisms of allocat
ing property rights efficiently, both on the level of the economy and on the 
level of the firm.

Each “constitution” of the firm should be analysed in terms of efficient 
arrangements or institutionalisations of property rights, whereby the pooled set 
of property rights interacts specifically with the total set of other factors affecting 
the use of property rights.

2.1 At the O utset: The Capitalist Firm

(1) The Basic Model to he Modified
According to traditional theory and to the reductionist property rights theory of 
the firm (Ridder-Aab, 1980; Schuller, 1983), an enterprise can be compared to an 
entrepreneur, in the sense that, for purposes of profit-making, a natural person 
or a small number of such persons invests capital (money invested taken as 
capital) in an activity in order to direct and supervise personally the use of the 
capital invested as well as to appropriate personally the fruits of investment 
(capital income, residual income).

The basic legitimation of this idea of a capitalist enterprise is straightforward: 
a behavioural justification is that the owner is best motivated to care for his 
property. Personal or individual (private) ownership, then, is regarded as the first 
prerequisite of efficiency. Indeed, human experience and societal experiments 
reveal the absence of any substitute for the positive relation between an actor’s 
unattenuated ownership of resources and efficient actions. But this neither 
implies exclusive validity for the ownership of capital invested in the form of 
physical capital nor exclusive validity for individuals or persons as private actors.

Under conditions of permanent relative scarcity of resources, physical capital, 
as one of the resources needed, is supposed to be the key resource. Physical 
capital proves to be the resource with the highest degree of relative scarcity as it 
is indicated both by the ratio of factor prices (price of physical capital relative to 
the price of human capital) and by the substitutions of capital for labour thereby 
induced. A greater relative scarcity of physical capital, then, is said to represent a
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second prerequisite of efficiency. That the scarcity of physical capital has a 
bottleneck function is open to doubt. Surely, it is more important to secure an 
allocation of all kinds of capital, that is of all rights to resources, which 
guarantees the greatest possible difference between total valued capital input and 
total valued output of means. It also follows directly that no exclusive preroga
tive of rights to physical capital in controlling the use of resources at the level of 
the firm suggests itself.

As to the external control, the enterprise has to adjust its decisions to market 
imperatives (imperative consumer votes) which are primarily signalled by prices. 
There is nothing else to do but to transform (external) market signals into 
(internal) production decisions at once. Under condition of perfect competition, 
the scope of decisions to be made can be reduced to variations of factor 
employment (rights to resources “employed”). The capitalist enterprise reacts to 
market forces; it does a vicarious job. This is said to represent a third prerequisite 
of efficiency. The weak point of this reasoning, of course, is the assumption of a 
more or less perfect functioning of markets, that is the assumption of frictionless 
transmission of consumer votes via market into production decisions and derived 
decisions on factor or resource employment.

At first sight, the actual existence of widespread market imperfections and 
market regulations, as well as the fact that firms exercise influence on markets to 
a substantial degree, could be taken as proving the self-evident inadequacy of the 
pure model used to describe reality (Marris & Mueller, 1980; Williamson, 1975). 
There is some truth in it, yet one would be wrong to diagnose that a general 
decline of markets is accompanied by a general shift of market control over firms 
to that of control of firms over markets. Whatever the results of a thorough 
diagnosis might be, there are functional equivalents to bridge the gap between 
the pure model and complex reality without resorting to the intertwined 
strategies of internalisation of external interests on the level of the firm and of 
replacing market forces by political regulation (Bobel, 1982; Posner, 1975).

(2) The Goals of the Firm
The character of the firm as an economic organisation must be understood in its 
relation to consumer interests. It is the competitive structure of a market 
economy which turns profit-orientation into a means of surviving in competition 
and into a strong incentive for an efficient allocation of property rights on the 
level of the economy and on the level of the firm. Thus, the general goal of 
profit-making (Ortmann, 1976) is to be understood as a means of reducing 
relative scarcity and, what turns out to be the same, of satisfying the wants and 
needs of human beings in their role as consumers.

Formal goals, whether called utility (on the part of the consumers) or profit 
(on the part of producers), serve as functional instruments for a basically 
unlimited plurality of concrete material (tangible) and immaterial (intangible) 
goals. The formal character of a homogeneous abstract goal (utility, profit) is a 
necessary condition for the realisation of a plurality of heterogeneous concrete 
goals (goods, services).

It would be easy to oppose the ideas of formal goal-orientations and abstract
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mechanisms of mediating goal-oriented actions of self-seeking actors as precon
ditions of doing efficiently the job of reducing relative scarcity:

-  One degree of under-determination stems from the nature of human wants 
and needs. Single needs or groups of homogeneous needs are satisfiable by 
different means. Heterogeneous needs or groups of heterogeneous needs may 
be served by identical means. In this respect, the firm or the producer may 
choose between any alternative compatible with profit-orientation.

-  Another degree of under-determination concerns the transformation of exter
nal demands into internal demands. It is possible to choose between alternative 
modes of combining resources (property rights) within the economic organi
sation to reach externally given goals or bundle of goals.

-  In this way a margin is left to the firm to influence, on its part, the consumer 
needs. That may result in decisions on products or product mixes and in 
ensuring allocations of property rights in a way which, in the end, may be 
more advantageous in terms of mere profit than in pure satisfaction of needs.

Whatever could be said against the basic model, could by no means, seriously 
effect its substance. In accordance with the imperatives of organising the 
allocation of property rights efficiently, one far-reaching extension must be 
brought about. It is no longer sufficient solely to attribute the job of profit
making to a natural person -  the capitalist owner (of physical capital), the 
capitalist entrepreneur, the (capitalist) manager -  it is also the economic organisa
tion (the collective actor, the corporate actor) itself also which acts in the pursuit 
of interests to be satisfied by means of profit-making. The interest of the 
economic organisation (the corporate interest) is the satisfaction of consumer 
interests by means of profit-making.

As before, effective mechanisms of external and internal control are essential 
preconditions to keep the corporate interest in line with the (common) consumer 
interest. Only within these limits may discretion to follow external sub-goals 
(e.g. market share, sales target) or internal sub-goals (e.g. manager interests, 
labour interests), or both, exist. As recent empirical research confirms (Budde, 
Child, Francis and Kieser, 1982), the profit goal proves to be paramount. Purely 
and simply, only under the conditions of satisfying the profit goal may other 
goals become the objective function of the firm.

2.2. Property Rights and Membership Rights Specified

(1) Organisationally Bound Property Rights
The question arises of how to contract and to allocate property rights on the level 
of an economic organisation, of how to organize the use of property rights 
within such an organisation.

As a first step, a short outline of the elements to be considered in constituting 
an organisational arrangement of property rights will be given (see Figure 2). The 
wreath of circles symbolises the different relevant subjects to be decided upon. 
Decisions are required on

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



230 Detlef Krause

-  whether only non-human material property rights (e.g. rights to physical 
capital) or also immaterial human property rights (e.g. rights to human capital) 
are to be considered as equally relevant or not,

-  whether only individual property rights or also collective property rights 
should be differentiated,

-  how to handle ownership (individual vs. collective ownership, internal vs. 
external ownership) and control rights (individual vs. collective control, inside 
vs. outside control) and their relations to one another (Berle, 1959; Steinmann, 
Schreyogg, and Diitthorn, 1983),

-  how to establish income rights (individual vs. collective income rights, internal 
vs. external income rights) relative to ownership and control rights,

-  how to differentiate membership and membership rights.

Figure 3: Property Rights and Organisation
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Each individual decision predetermines to a certain degree the range of points 
which have still to be decided upon. The main decisions to be made are whether

-  to treat human capital as equal to physical capital as to their respective status as 
scarce resources,

-  to treat collective actorship as functionally equal to individual or personal 
actorship.

On this broadened basis, the explanation of an economic organisation as the 
result of an organised pooling of rights to physical capital in order to save 
transaction costs needs only to be somewhat extended and modified (see 
Figure 3). Instead of clinging to individual rights to physical capital individual 
rights to human capital should be recognised as well. Instead of only focussing 
on rights to capital, the focus becomes property rights (as delineated in Figure 1). 
Moreover, the central point of interest is the placing of all property rights at the 
disposal of the organisation, as a result of which the disposal of the organisation 
itself can be looked upon as an organisational property right. Now it makes sense 
to speak of organisationally-bound property rights and to define the organisa
tion as an organised institutionalised set of bundles of property rights. Organis
ing the disposal of property rights means dividing property rights into sub
bundles and distributing them to the members of the organisation (and also to 
organisational sub-units and groups of organisational members): this is a prop
erty right practised by the members of the organisation.

The allocation of property rights to an organisation and the distribution of 
property rights within it -  the latter not being exclusively predetermined by the 
former -  should follow the final goal of contributing efficiently to the satisfac
tion of external wants and needs of human beings. Within this limit, the pursuit 
of external and internal sub-goals (also as intermediate means to the final end), 
including the specific interests of personal and functional members (also: as 
intermediate means to the final end), is not excluded.

(2) Resource-Based Organisational Membership
To repeat, the traditional view of the firm is based on the premise that ownership 
rights on physical capital are the sole basis of control rights (that is of the right to 
decide on the material goals of the firm and on the structure of the process of 
intra-organisational goal-attainment) and of income rights (that is of the right to 
decide on the distribution of the total residual income). The starting-point in 
defining organisational membership should, however, be the idea of organisa
tionally-bound property rights (see Figure 4):
-  The first leading supposition is the restriction of organisational membership to 

a resource base. Put plainly, to partake in the course of internal and external 
control of an economic organisation requires at least a resource-based interest 
based on grounds of having placed rights to resources at the disposal of such 
an organisation. The respective transfer of rights depends an contractual 
agreements.

-  The second leading supposition is the differentiation between personal and 
functional membership. To be sure, the class of potential organisation mem-

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



ig
ur

e 
4:

 R
es

ou
rc

e-
B

as
ed

 O
rg

an
is

at
io

na
l 

M
em

be
rs

hi
p

232 Detlef Krause

As
se

t -
 N

eu
tr

al
 

Ex
ch

an
ge

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



From Old to New Monism 233

bers is made up of natural persons and of fictitious persons, and rights to be 
associated with organisational membership are composed of individually- and 
collectively-held material and immaterial rights.

-  The third leading supposition is the restriction of immediate personal partici
pation in decision-making at all organisational levels both to the condition of 
having placed rights to resources at the disposal of the organisation and to the 
proof of being competent to contribute to organisational goal-attainment.

-  The fourth leading supposition refers to organisational membership on the 
whole, which is not only a matter dependent on a resource base but also and 
thereby dependent on certain rules of entry and exit. That is to say, that even 
personal membership, on the basis of human capital, should be handled 
according to the idea of asset-neutral exchange of property rights. In practice, 
this especially implies material participation (in assets, in profits) even if it does 
not treat rights to human capital in the same way as rights to physical capital.

-  The fifth leading supposition concerns the control of the organisation. Direct, 
internal control rights should be based on personal membership only. Personal 
membership is defined, more or less vaguely, by formally institutionalised 
rules for participation in organisational decision-making at each level. External 
control rights rest on functional membership, whereas functional membership 
is defined by mere resource involvements without personal membership. 
External control rights are to be restricted to bring their indirect influence to 
bear on internal control by market forces only.

The overall message put forward by these principles of organisational member
ship is to preserve and to apply the idea of unattenuated rights to resources and 
the strong motivational forces associated with it as a means to maximise the value 
of resources at the (intra-)organisational level.

2.3. Dynamic Internal Allocation of Property Rights

Personal membership is the conditio sine qua non of becoming directly involved 
in the internal organisational processes of goal-oriented distribution and alloca
tion of organisationally-bound property rights. Personal membership constitutes 
the right and the duty to use one’s own human property rights (skills, kno
wledge, abilities) to contribute to efficient organisational goal-attainment.

As things stand, this structural basic condition is a necessary but not a 
sufficient one. Each structural arrangement of rights within an organisational 
framework ought to be enlivened by dynamic mechanisms inducing and sustain
ing effective participation, reducing internal organisational slack and curbing 
external organisational power.

On the level of the firm, market and hierarchy, as well as exit and voice, are 
well adopted to meet the requirements mentioned. The leading idea may be 
called positive multiple complementarity of market (exit) and hierarchy (voice) 
(see Figure 5). The organised interplay of market (market democracy) and 
hierarchy (political democracy) should result in increased internal complexity in 
order to reduce the external complexity to which the firm is exposed.
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Figure 5: Internal Organisational Mechanisms of Allocating Property Rights

In detail:

-  Both market and hierarchy as different means to organise allocative activities 
co-exist on the level of the economy and of a single economic organisation 
(Alchian, 1975; Alchian and Demsetz, 1975; Marris and Mueller, 1980).

-  Markets inside economic organisations show features comparable to markets 
outside. They are hierarchically built and they differ in the degree to which 
they are separated from one another. In turn, hierarchies within an organisa
tion separate internal markets from one another by different degrees. The 
internal structure of an organisation is double-faced. There is both a need for 
hierarchically organised markets and for competitively organised hierarchies.

-  Exposing internal markets -  as differentiated by organisational principles 
relying on functional division of labour -  to external competitive pressure 
means lowering the hierarchical level of relations to relevant outside market 
segments (divisionalisation, project-organisation) (Marris and Mueller, 1980). 
Exposing internal markets to internal competitive pressure means furthering 
their competitive relations by such management principles as management by 
objectives or by building profit-centres.
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-  Exposing internal hierarchy -  as differentiated according to the division of 
labour and occupations -  to external competitive pressure means overcoming 
the segmentation of the internal labour market by allowing for competition for 
positions at all steps of the hierarchical ladder. Exposing internal hierarchy to 
internal competitive pressure (Hirschman, 1970) means to overcome the 
rigidities of horizontal and vertical mobility (internal exit) by exploring and 
marketing needs and offering incentives (Fleischmann, 1975; Kirsch and 
Scholl, 1977; Paul, 1979).

-  Finally, it must be mentioned that all strategies of mobilising the use of 
property rights which rely on internal pressure should be accompanied by 
institutionalised opportunities for voice (rights, information channels). Exter
nal voice by functional members and other interested persons and groups will 
also help to adapt the organisational use of property rights to the rule of 
efficiency.

2.4. Alternative Approaches to Corporate “ Constitutions”  Reviewed

(1) Alternative Monistic Approaches
Historical developments aside -  e.g. the changes in the dominant position of
land, capital, and labour as scarce key-resources -  it is appropriate to systematise
briefly the different models of allocating rights to physical or human capital or
both:

-  Rights to physical capital (i.e. money invested in equipment) exclusively serve 
as the basis of control and income rights. Rights to manpower, though 
nominally designated as rights to human capital (i.e. money invested in 
working abilities), only serve on a contractual basis as productive resources. 
This is the case of the pure capitalist firm.

-  Rights to manpower, conceived as rights to human capital as productive 
resources, exclusively serve as basis of control and income rights. Rights to 
physical capital only serve, on a contractual basis, as productive resources. 
This model is neither discussed nor developed here.

-  Rights to physical capital and to human capital, both being equally conceived 
as productive resources, include equal control and income rights and are 
employed by means of contract. Up to now, only some theoretical attention 
has been paid to this model (Steinbrenner, 1975).

-  Rights to physical and to human capital, both being equally conceived as 
productive resources, include equal control and income rights. As to their use, 
both rights are placed at the disposal of the personal members of the firm on a 
contractual basis. This is the model advanced in this paper.

-  Rights to manpower, whereby manpower is conceived as a productive re
source but not as human capital, serve as the exclusive basis of control and 
income rights. In this case, rights to manpower are combined contractually. 
Their combination with rights to physical capital also rests on a contractual 
basis. This is the case of the pure “ labourist” firm (Furubotn, 1976; Pejovich, 
1976; Jensen and Meckling, 1979).
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At first, it should be kept in mind that all these models, whether realised or not in 
some form or another, are strictly resource-based, and each one refers to rights 
to resources. Then, all models refer explicitly to rights to physical or human 
capital as a distinct class of rights to resources, namely rights to productive 
resources. It follows that, above all, the first four models adopt the premise of a 
close relation between rights to productive resources and the holder's “natural” 
interest in economising such rights.

(2) Alternative Non-Monistic Approaches
So-called dual and plural models (Steinmann and Gerum, 1978; Weitsig, 1979) 
have their roots in monistic models (see Figure 6). The prevailing argument runs 
as follows: if there are two different types of rights to resources, and if the rights 
to one type of resource are dependent on rights to the other, then a balance of 
power should be reached by power-sharing (Brinkmann, 1983). This is the basis 
of German codetermination. This is the root of works councils.
In fact, what happens in the case of codetermination is a reconciliation or a 
unification of the divergent interests of employees and employers (Chmielewicz, 
1975). Heretofore, conflicting interests seem to have been mediated on behalf of 
the interest of the firm. Because, at first glance, both interest parties seem to be 
only interested in the interest of the firm, this might be a desirable result.

Looked at more closely, several defects become manifest (Wickenkamp, 
1983). In the same manner as before, the parties follow their specific interest by 
using the interest of the firm as a means to satisfy their specific interests. Add to 
this that participation in decision-making on the grounds of being “merely” an 
employee lacks a substantial resource-based interest in the interest of the firm. 
Interest-specific action within the firm overlaps with complementary organised 
interests outside the firm which inherently works to reduce competition (e.g. 
interlocking directorates, union representatives on boards (Burt, Christman, and 
Kilburn, 1980; Poensgen, 1980). There are sufficient indications that the allied 
specific producer interest will be pursued to the detriment of the common 
consumer interest (Bohm, 1952). Dual models tend to absorb too much produc
tive or economising energy (Prosi, 1978) in favour of interest mediation or 
producing a favourable climate of social peace (Tegtmeier, 1973). (For empirical 
evidence see Krause, 1985).

Multiplying the number of groups entitled to participate in organisational 
decision-making transforms dual into plural models. However, a remarkable 
difference between dual and plural models is easily overlooked. The argument 
for giving external interests, none of whom are entitled to substantial rights to 
productive resources and productive interests (Furubotn, 1981), influence to 
bear inside a firm marks the starting-point of making a firm a self-service 
instrument of privileged organisable and typically organised external interests at 
the expense of the common good.

It is possible to moderate the defects associated with dual and plural models 
by means of arranging secondary feed-backs to resource-specific interests (mate
rial participation, resource-related liabilities, setting standards of competence for 
participation in decision-making, and by means of implementing effective mech-

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



From Old to New Monism 237

Figure 6: Interest-Based Approaches to Corporate “Constitutions”

anisms of internal and external control (Fleischmann, 1975, Stone, 1976). Ideally 
a unique producer interest (interest of the firm, corporate interest) could be 
exerted to effective internal and external pressure (exit and voice). Normally the 
tendency to escape the powers of control, by defensively playing the cards of 
survival, at the expense of productive dynamics and by playing the card of 
settling conflicting interests at the expense of calling forth productive resource- 
based conflicts, will prevail.

Concerning the model of organisationally-bound property rights, the critical
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arguments referring to the role of effective control mechanisms remain valid. 
Moreover, this model is better equipped to deal with deficiencies stemming from 
the absence of ties to resource-based rights and interests.

2.5. The Big Corporation as a Public Institution?

One could argue that all the arguments developed so far do not affect big 
economic organisations (see Figure 7). There is a good deal of truth in this 
reasoning. The big corporation exercises:

-  economic power (monopoly or oligopoly power),
-  social power (socio-economic impacts on its large number of members and 

also on its socio-economic environment),
-  political power (influences on communal, regional and central political au

thorities (Coleman, 1982; Ulrich, 1977).

The big corporation tends to avoid being controlled by external pressures. On 
the contrary, its strategy is to control external circumstances and to survive as a 
socio-economic and political institution at the expense of others.

Consequently it is plausible, to some degree, to favour the strategy of 
modifying the powerful position of a big corporation by the re-establishment of 
external control by means of direct participation of societal groups in decision
making, thereby establishing the corporation as a system of interest mediation 
(Steinmann and Gerum, 1978) and of multiple-determination procedures (Ul
rich, 1977).

This solution, however, should not be presented as an exclusive one. If exagger
ated, an unintended adverse effect might be brought about, i.e. a tendency to 
keep the firm in existence, just because of its far-reaching social and political 
impacts and against economic reason. The big corporation would then become a 
societally legitimised free rider at the expense of the society itself.

Therefore, before implementing a social system adopting extensively the 
principle of internalisation of external controls solutions should first be sought 
which rely on the extension and enlargement of internal control (implementing 
participative and competitive organisational structures and processes) and on the 
extension and enlargement of external control (by strengthening competitive 
mechanisms or procedures, by developing participative systems of information 
and communication reinforcing market powers and by giving effect to bargain
ing and countervailing powers).

3. Summary

A somewhat different view of the classical ideas of efficient welfare production 
gives some new insight into the main conditions relevant for a revised “constitu
tion” of the firm as an economic institution. The essential elements used as the 
foundations are taken from the property rights approach, from the organisa
tional failures approach (markets and hierarchies), and from the concept of exit 
and voice. The consideration of rights to resources (property rights) and

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



From Old to New Monism 239

Figure 7: The Big Corporation: A Network of Influences

resource-based interests (interests in property rights) as basically intertwined 
elements which serve as foundation-stones of an economic organisation have 
turned out to be promising. Property rights to human and non-human resources 
are, therefore, to be taken into account on an equal basis. An extended view of 
the relevant actors is also called for, namely the acknowledgment of a collective 
or corporate actor following a collective or corporate interest. As heretofore, the
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main interest of the firm or the corporate interest is the satisfaction of the needs 
of consumers by means of profit-making. Next the essentials of organisational 
membership ought to be reconsidered. Organisational membership should be 
strictly tied to the precondition of having placed property rights at the disposal 
of an economic organisation, which can be viewed as an institutionalised set of 
contractually bound property rights. Now it becomes the job of the economic 
organisation, namely its members, to decide on the internal allocation of 
property rights that are available. In order to use property rights within an 
economic organisation efficiently, dynamic arrangements of property rights and 
control mechanisms through large-scale application of the means of internal exit 
and internal voice (i.e. the principles of market democracy and political market) 
prove to be possible and useful. In the end, an outline of a modified “constitu
tion” of the firm, which could improve upon the reduced capitalist model as well 
as the “modern” dual and plural models comes into sight. Finally, the paper is, 
above all, predicated on the assumption that efficiency and freedom are emergent 
properties for solving the economic problem of relative scarcity to the greatest 
possible extent.
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Codetermination and Property Rights Theory

J ü r g e n  G o t t h o l d  

Bremen

Introduction

Because scholarly discussion by West German scholars has for so long been 
concerned with the subject of codetermination (examining its political, religious, 
moral, economic, etc. aspects) it is difficult to expect that any important new 
ideas on the subject would be developed using new terminologies. One would 
expect the same to be true for an analysis of the codetermination problem using 
the terms of the property rights theory.

Advocates of the property rights theory have made a pretentious claim: 
“microeconomic theory properly developed is the property rights approach” 
(Furubotn/Pejovich, 1972:1157); but this claim is in turn challenged by the 
hypothesis that the difference of this approach may be only terminological, that 
is to say that old problems are simply reappearing in new clothes (Eschenburg, 
1978:9)h For this reason there seems to be a certain scepticism about the 
potential for obtaining new insights using the property rights theory. However, 
a theory which presents traditional scientific knowledge in new terms will often 
facilitate the discarding of traditional modes of thought and thereby help 
penetrate an issue to its very core. Hence it is not a pointless exercise to re
examine the old subject of co-determination using new terminology. The current 
popularity of the property rights theory stems not only from that analytical 
possibility, but also from the fact that it provides answers to normative ques
tions. That is the main reason for its popularity among many jurists. The primary 
thrust of my examination, by contrast, is to show that the answers given so far by 
the property rights theory are misleading.

For this purpose I will first contrast the positive theory of the firm as outlined 
by property rights theorists -  that is, the “contractual theory” -  with the 
traditional understanding of the firm as hierarchical organisation (section 1).

1 Eschenburg (1978:9) also argues, that it should be “examined how far with the above 
claim (‘micro-economic theory properly developed is the property rights approach’) the 
challenge for a new theory is included, or if the provocation is only terminological, that is 
to say that old problems appear in a new guise.
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Most of the authors fail to apply the contractual theory with any degree of 
consequence; only Fama’s approach seems consequential and fruitful to me. 
Fama also conceives of the relationship between the capital owner and firm as a 
contractual one. This concept is outlined in section 2. The third section is 
concerned with the normative question of codetermination. Here, I discuss in 
particular Furubotn’s view. For him, codetermination is an inefficient concept, 
because it is not a product of the market. In section 3,1 I ask the question, if and 
to what extent codetermination is not really the result of “voluntary exchange 
contracts.” Section 3.2 attempts to clarify the significance of the efficiency 
concept. First, I recall the fact that it is an individualistic notion of efficiency, by 
means of which political recommendations can be deduced only with important 
reservations (3.2 a). Beyond this point, Furubotn’s efficiency test differs from the 
traditional property rights theory efficiency test (3.2 b); I try to demonstrate that 
Furubotn’s test is a tautological one (3.2 c). But the traditional efficiency test 
does not permit an evaluation of the efficiency of codetermination, either (3.2 d). 
My paper in particular discusses the main stream of property rights theory, in so 
far as its advocates treat the codetermination problem. However, in section 4, I 
try to set out the various analytical possibilities included in the concept, in order 
to explain in what way different codetermination arrangements in different 
countries can plausibly be attributed to different distributions of legal positions, 
namely to positive or negative sanctions linked to real opportunities by the legal 
system. These analytical possibilities have not yet been used by the advocates of 
the theory with regard to the codetermination problem. I am sceptical about 
scientific normative declarations; the structure of the property rights efficiency 
test is, however, especially appropriate for justifying the actual social situation. If 
normative declarations are to be made, it would seem reasonable to base such 
declarations on comparative studies, by searching for a connection between a 
country’s corporation law and the appearence of different social conflicts. 
Normative answers necessitate moral criteria, and therefore my conclusions 
indicating this possible interrelation have taken on a somewhat moral tone.

1. The Firm as a Hierarchical Organisation and as a Set of Contracts 
in the Property Rights Theory

Traditionally, reflections on the structure of the firm start from the empirical 
observation that firms, or at least big firms, are hierarchical and bureaucratic 
organisations. Employees are incorporated into the organisation and are subject 
to the authority of the employer. This authority is usually explained by the rules 
of ownership of the means of production, which permit the owner (or his agent) 
to direct the workers. Somehow, there has remained something of a mystery 
surrounding the theoretical explanation that ownership of the means of prod
uction should convey the authority to direct other people. For example, Marx 
tried to shed light on that mystery by declaring the employment contract to be a 
sales contract2. His explanation becomes noticeably wordy and repetitious as he

2 Under the wage contract the worker sells his working power to the employer. So, the
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tries to make his concept clear to the reader: that an employment contract gives 
the same rights to a “purchaser” of working power as to the purchaser of goods. 
Nevertheless, the explanation is not quite convincing because the image is 
contrary to our everyday experience. The sale of a good and the contractual 
obligation to work are too obviously different.

Another possible means of dealing with the mystery of the authoritarian 
structure of the firm is chosen by the property rights theorists. They reject the 
empirical evidence for this structure and declare it to be a mere delusion. 
Normally, one could ignore theories which are not based on empirical evidence. 
I do not do so, because it is precisely these contradictory assertions which 
provide the possibility of posing interesting questions. Alchain and Demsetz 
deny the existence of employer authority and disciplinary power and, they only 
accept the contract between employer and employee -  a contract which in 
principle is not different from other exchange agreements. These authors com
pare the employment contract to the regular purchase of provisions from the 
grocer. “The single consumer can assign his grocer to the task of obtaining 
whatever the customer can induce the grocer to provide at a price acceptable to 
both parties. That is precisely all that an employer can do to an employee.” 
(Alchian/Demsetz, 1972:777). We now come to the contractual theory of the 
firm: “Contractual relations are the essence of the firm, not only with employees 
but with suppliers, customers, creditors etc.” (Jensen/Meckling, 1972:310). Can 
we derive new perspectives on codetermination from this contractual theory of 
the firm?

2. The Contractual Theory of the Firm and the Position of the 
Capital Owner

It is typical of the contractual theory of the firm, presented by Alchian, Demsetz, 
Jensen, and Meckling, that it does not apply this approach with a view towards 
examining its consequences3. For example Alchian/Demsetz declare:
The essence of the classical firm is identified here as a contractual structure with: 1. joint 
input production; 2. several input owners; 3. one party who is common to all the contracts

existence of the authority to direct is not explained, but may be illustrated by a figurative 
comparison: “Der Kapitalist zahlt z. B. den Tagewert der Arbeitskraft. Ihr Gebrauch, 
wie der jeder anderen Ware, z. B. eines Pferdes, das er für einen Tag gemietet, gehört ihm 
also für den Tag. Dem Käufer gehört der Gebrauch der Ware, und der Besitzer der 
Arbeitskraft gibt in der Tat nur den von ihm verkauften Gebrauchswert, indem er seine 
Arbeitskraft gibt. Von dem Augenblick an, wo er in die Werkstätte des Kapitalisten trat, 
gehörte der Gebrauchswert seiner Arbeit, also ihr Gebrauch, die Arbeit dem Kapitalis
ten. Der Kapitalist hat durch den Kauf der Arbeitskraft die Arbeit selbst als lebendigen 
Gärungsstoff den toten ihm gleichfalls gehörigen Bildungselementen des Produktes 
einverleibt. Von seinem Standpunkt ist der Arbeitsprozeß nur die Konsumtion der von 
ihm gekauften Ware Arbeitskraft, die er jedoch nur konsumieren kann, indem er ihr 
Produktionsmittel zusetzt. Der Arbeitsprozeß ist ein Prozeß zwischen Dingen, die der 
Kapitalist gekauft hat, zwischen ihm gehörigen Dingen.” (Marx, 1890:200).

3 See Nutzinger (1978) for a more detailed criticism.
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of the joint inputs; 4. who has the right to renegotiate any input’s contract independently 
of contract with other input owners; 5. who holds the residual claim; and 6. who has the 
right to sell his central contractual residuals status. The central agent is called the firm’s 
owner and the employer (Alchian/Demsetz, 1972:794).

Equating the owner, the entrepreneur and the central agent who is the central 
contractual partner of all contracts is typical of the approach of property rights 
theorists. This is the main device which allows the theory to be used ideologi
cally; initially, property rights are interpreted differently from their normal 
juridical significance and defined as entitlements (for the notion see especially 
Calabresi/Melamed, 1972, and Schueller, 1978:30). Subsequently, property 
rights are suddenly transformed from entitlements into private ownership and 
identified with the provision of capital (see Krause, 1981:8), thereby eliminating 
the previously postulated liberality in the distribution of entitlement rights. It 
was advantageous for this approach to retain those traditional concepts which are 
important mainly for jurists, as they are especially influenced by the biases of 
their particular legal systems. Recently, however, we find a contractual concept 
of the firm which no longer attributes the central role to the owner (see Fama, 
1980; obviously, Fama’s political goal is ideological support for managers’ rule, 
even in the context of this particular theory of the firm). Consequently, 
ownership of the firm is an irrelevant concept. The provision of capital is based 
upon contracts made with owners of capital in the same way that they are made 
with owners of other factors of production. As a consequence, Fama insists that 
the functions attributed to the capital owner (risk bearing) and the management 
functions are separate factors within the set of contracts called a firm. The firm 
purchases its services on different markets, and therefore those services respond 
to different market signals. Risk bearers are of course interested in the success of 
the firm. However, they realise that interest by diversifying their holdings 
among many firms on the capital market (following portfolio theory) and not by 
directly controlling the management. “On the other hand, the managers of a firm 
rent a substantial amount of wealth -  their human capital -  to the firm, and the 
rental market is likely to depend on the success or failure of the firm” (Fama, 
1980:291, 292). From this market Fama deduces the motivation and control 
function for managers.

This contractual perspective of the firm has no answer to the question posed 
by Alchian and Demsetz about the identity of the central agent of the firm. This 
economic gap may be filled by introducing a juridical notion into economic 
thinking, rather than of the inverse process of engaging in an economic analysis 
of law. If one does not previously resolve the question of what entitlement rights 
are to be attributed to the individuals who are creating the firm via their 
contracts, one can follow the traditional juridical concept which ignores the 
actors and instead, recognizes the firm itself. Indeed, this is the conception of the 
corporation as a legal person who is the contractual partner of all contracts 
(without the foundation contract)4. This concept permits the distribution of

4 The legal system, however, recognises other legal persons who do not depend on contract 
(as the foundation). Therefore, one can ignore the fact that, historically capital owners
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entitlements or property rights in the firm -  without preconceptions. The firm -  
as an economic organisation, not as a legal entity -  appears now as a chain of 
contracts in time centred around the legal person as the central contractual 
partner. Contractual partners of this legal person are capital owners, managers 
and employees, but also lenders, suppliers, customers, lessors of land, buildings, 
machines; insurers, the social security system, the fiscal authority, and so on.

3. FurubotiTs Formula of the Inefficiency of Codetermination in the 
Firm

This concept, which ignores the question of ownership of the firm, again makes 
it easier to decide who in the organisation will have the authority to decide 
certain questions, because the owners of capital shares are no longer preordained 
to hold those positions in which the most important decisions are made. Now, 
all partners of the contractual set which comprises the firm come into play. This 
perspective is surprising only to those whose view of the reality of the firm is 
obscured by the prevailing property ideology. At least for large West German 
corporations it is significant that important contractual partners of the firm 
(bank houses, insurers, customers and suppliers) -  often even competitors -  
obtain positions on the supervisory board(s).

Despite the existence of these practical solutions to the problem of firm 
control it would be in conformity with the practice of German theorists to search 
for criteria in the “set of contracts’ perspective for the distribution of authority 
(entitlements or property rights) in the firm. The theorists would assume the role 
of the patriarchal state in regulating all appropriate needs, for the bonum 
commune of its vassals. However, this reform-from-the-top view does not 
correspond to the Anglo-American concept of contract. Promoters of this 
concept believe that concern for the bonum commune will follow from the 
egoistic concern for individual interests. In the logic of the contract theory of the 
firm, the distribution of authority (property rights) in the firm should follow 
spontaneously from market processes. German economists adverse to codeter
mination use all their sophistry to prove again and again that codetermination is 
detrimental to the single firm and to the economy as a whole (see e.g. Prosi,
1978). Conversely, the market argument seems to be significant in American 
economic thinking since Furubotn (1981:705) argues that codetermination is 
inefficient (that is to say, a bad thing) only because it does not follow from 
market operations. “Actually, given the rarity of voluntary codetermination 
arrangements in the real world, it seems possible to conclude that codetermina-

have contracted in advance, which suggests grounds for considering them as central 
agents. Though, empirically too, they (more or less) lose this position by founding the 
legal person.

5 See in more detail the Monopolkommission (1982:129). As an example the following 
figure is quoted: the 8 banks and insurance corporations, which belong to the “ 100 
biggest firms” of the Federal Republic of Germany, in 1980 held 99 seats on the 
supervisory boards of the “ 100 biggest firms” .
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tion is an inefficient organisational form and one that emerges merely because a 
powerful special interest group is able to use the political system to effect a 
wealth transfer from others to themselves.”

Is the assumption true then that codetermination is inefficient (a bad thing) 
simply because voluntary exchanges seldom transfer codetermination rights to 
employees?

This argument receives additional support from the fact that capital owners in 
practice will often waive the decision-making rights attributed to them by the 
legal system. In reality they often cede these rights to other contractual partners 
of the firm, mainly to the banks as lenders, but often also to important suppliers 
and customers. Following the efficiency notion of the property rights theory, 
this practice seems to be efficient and to support the view that giving such 
positions to employees is inefficient.

3.1 The Empirical Meaning of the Formula

We must consider, first, the question of whether it is empirically true that 
codetermination or decision-making rights authority, or property rights in the 
firm are in fact so seldom voluntarily vested in employees. The answer can only 
be given if we specify on which level these rights are executed. Obviously, 
decisions are not only made by the supervisory board. There is a large range of 
decisions to be made in the firm, decisions which are made by many people. For 
example, in German terminology we distinguish between codetermination on 
the enterprise level, on the plant level and on the level of the working place. 
Beyond that, employees -  as well as other contractual partners of the firm, -  have 
the possibilities of influencing the policy of the firm in the short or the long term, 
in important and trivial matters, without having that influence recognised or 
implemented by organised means. They can determine the content of the firm’s 
decisions only by means of contractual obligations, or simply by their real 
influence. From recent German anti-trust policy we can see examples of this 
latter phenomenon of demand power. Anti-trust policy has often been con
cerned with problems of this sort in the motor industry. There it is often the case 
that legally independent suppliers of automobile corporations, who bear the risk 
of their own firms, are so dependent on their customers that many management 
decisions are no longer made by their own staff, but by the personnel of the 
motor corporation. We find examples of similar dependency between borrowers 
and their banks, especially regarding investment decisions. But we need not go so 
far. Decisions are made on all levels of the firm’s hierarchy, even on the lowest 
level. If one goes to the root of the question in this manner it is less clear that 
codetermination is a bad thing simply because it is not a spontaneous response to 
the market. Especially in the USA we find some examples of collective agree
ments which grant important control rights to the unions, (see Summers, 
1979:262; Simitis, 1975:329). Let me also mention -  as a very interesting example 
of this kind of contract -  the collective agreement of 1973 between Fiat and the 
metal workers’ union (F.L.M .), which stipulated obligations for the investment 
policy of the enterprise, and which committed Fiat to a gradual shift to the
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production of means of public transport. In the terminology of the property 
rights literature, through these contracts the unions acquire property rights in 
the firm. I mention an “ internal” example of this transfer of property rights to 
the employees of a firm; 25 per cent of the members of worker councils, who are 
exempt from the normal obligations of their job, have attained this status not by 
legal rules, but by voluntary agreements. Assuming the argument that codeter
mination is efficient if voluntarily agreed upon, I have proved only that it is 
efficient in the cited cases, not that it is efficient in cases where it is not 
voluntarily agreed upon. And in this regard we note especially that codetermina
tion on the boards of firms -  so important for German labour unions -  is very 
seldom contracted.

3.2 The Meaning of the Efficiency Concept in the Property Rights Theory

(a) Consequences of the Methodological Individualism and of Non-Profit Utility 
Ends of Capital Owners
The statement that capital owners only seldom grant positions on the board of 
management to employees now requires explanation, especially with regard to 
what is meant exactly when property rights theorists declare a certain arrange
ment of property right to be more or less efficient than another one. Economists 
such as Posner, Demsetz and Furubotn advocate a strictly individualistic con
cept: every exchange of goods or property rights which takes place improves 
efficiency because it would not have taken place otherwise, and therefore 
efficiency is a notion which results only from the individual notions of utility 
held by the contracting partners. A change in the arrangement of property rights 
by a voluntary exchange contract is efficient because the partners expect an 
improvement of their situations by this exchange. An exchange contract does not 
result from inefficiency if one or both of the parties does not expect an 
enhancement of his utility. This efficiency concept is linked exclusively to the 
individual goals of utility; it does not offer any insights about economic or social 
efficiency. This concept is far removed from the classical economists’ idea of the 
welfare of the nation or from the neoclassical idea of an economic optimum for 
the society.

Let me make two remarks with regard to this thesis, which is central for the 
understanding of the entire property rights theory:

First: in economic theory there is only one convincing and exactly formulated 
model which clearly combines individual economic freedom, individual effi
ciency and economic efficiency: the model of perfect competition. The absence 
of reality inherent in that model is the starting point of the property rights 
theorists (see Pejovich, 1976). So far we find a general accord among economists.

Second: setting aside all other (unrealistic) assumptions, concepts of individual 
and economic efficiency conform according to economic theory only if the 
owners of the means of production use them exclusively for profit-maximising 
ends. If they pursue other utility goals when making their decisions thus 
affecting the profit-maximising goal, then individual and economic efficiency 
become distinct. Since property rights theorists claim that their theory has an
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immediate practical relevance, we must comment that capital owners who have 
more than just profit-maximising interests at stake will likely refrain from 
transferring their traditional rights to the employees. In this case, it seems 
realistic to assume that other utilities such as personal power, social prestige and 
the like will be important.

Thus, the pretentious assertion, “given the rarity of voluntary codetermina
tion arrangements in the real world, it seems possible to conclude that codeter
mination is an inefficient organisational form” should be worded more banally, 
and more honestly, as follows: capital owners seldom renounce the rights 
attributed to them in the firm by the law simply because they do not like the 
idea, for whatever reason.

(b) The Difference between the Formula of Furubotn and the Voluntary 
Exchange Test of the Property Rights Theory
To understand the significance of Furubotn’s efficiency formula it is useful to see 
how this formula differs from the voluntary exchange test normally used by 
property rights theorists. As is well known, this test responds to the question of 
whether a resource (or a property right) is more “valuable” in the hands of an 
individual A than in the hands of an individual B. The decision is made following 
this criterion: is A prepared to offer a price to B inducing him to sell the resource 
to A? This formulation is based on the assumption that A can use the resource to 
produce a more valuable output, as measured by the price consumers are willing 
to pay for it, and thereby earning a bigger profit for A than B would have earned 
(see Posner, 1977:10). Obviously, this approach differs from the voluntary 
exchange test used by Furubotn with regard to codetermination rights in two 
aspects. Furubotn does not ask: in whose hand would the rights be more 
“valuable” ? When the rights are shifted from capital owner’s to employee’s 
hands, would the employees enjoy more profit than the capital owners previ
ously had? He therefore fails to ask what is the price that workers are willing to 
pay. Instead, his question is: are capital owners willing to give away their rights 
to their employees, for the sole reason that they expect bigger profits for 
themselves by the operation?6

(c) The Tautological Character of Furubotn's Efficiency Test
Furubotn theoretically studies the question of why such donations of rights so 
seldom occur, although his observation itself is intended to be empirical. This 
theoretical study nevertheless leads to a tautology because of a basic assumption 
of the property rights theory. This basic assumption is: private property rights

6 The difference from the traditional question of the property rights theory becomes very 
clear, if one reformulates as a typical example the conflict of land utilisation between 
farmer and railway corporation. The situation there is no longer that the farmer sells his 
land to the railway corporation, if the price offered is higher than the returns he can 
produce on the land. Rather, the situation, according to Furubotn’s codetermination test, 
is as follows: the farmer gives away his land to the railway corporation, if thereby, he can 
produce higher returns on the land than before.
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achieve an efficient use of scarce resources because of the incentive and control 
functions linked to them. But these incentive and control functions play their 
role only if the right to use a resource (usus) and the right to receive returns from 
its use (usus fructus) are attached to the same person. Therefore, ex definitione, an 
exchange of property rights -  transferring only the decision making power of 
how to use a resource, without transferring the claim on the residual income -  
always contains the risk of reducing efficiency. Indeed, that is the case in 
transferring codetermination rights where the profit claim remains in the exclu
sive possession of the capital owners. This tautology cannot be rejected simply 
by remarking that property rights theorists also study very extensively the 
partitioning of ownership entitelements among stockholders and managers and 
come to contrary results in that case. In fact, the formulations of the questions in 
the two cases are reversed: in the latter case the property rights theorists have to 
find an explanation for real “voluntary exchange contracts” which, according to 
the theory, should not have taken place. Different explanations are promoted 
(direct controls over managers, capital market forces, take-over operations, the 
market for management services) in order to fill this lacuna. The result of all 
these explanations is that the interest of stockholders and managers are character
ised as more or less the same. The corresponding question in the codetermination 
case is: why and under what circumstances do capital owners really voluntarily 
waive their legal rights, transferring them to employees or unions, and under 
what circumstances may we expect or not expect such transfers? This question is 
not posed by the property rights theorists. However, the allegation of funda
mentally different objectives of capital owners and employer renders the 
tautological conclusion inevitable7.

(d) Possible Insight Resulting from the Traditional Property Rights 
Efficiency Test
If the efficiency test promoted by Furubotn leads to tautological results then we 
will instead briefly discuss the question of whether the traditional voluntary 
exchange test of the property rights theory may grant any insights into the 
codetermined firm. To understand the structure of the test we must recognize 
that it is based on a strange schizophrenia. On the one hand, one is asking for the 
most efficient distribution of property rights, assuming therefore that the legal 
system has not already resolved this issue. The contractual theory of the firm is 
meaningful only with this contradictory assumption of an unresolved legal 
situation -  that is to say, it is meaningful if the property rights in the firm are not 
yet distributed. On the other hand, the problem posed by the undecided 
situation is that a voluntary agreement is then impossible, because exchange 
contracts postulate the initial distribution of legal rights. Theorists handle this 
dilemma by simulating market processes. It is not easy to conceive of such 
simulated markets. In our case we can construct a model in which we sell the

7 See Furubotn (1981:707): “The core problem, of course, is that corporate employees will 
not normally maximise their welfare by accepting those production strategies that 
maximise the present value of the firm’s income stream” .
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central agent’s position by auction among all contractual parties which, accord
ing to the contractual theory, constitute the firm. The legal system must then 
attribute the central position (free of charge) to the party who bids the most in 
this situation. However, this test is confronted by the following difficulties:

First: the test brings to mind the “Als-ob-Wettbewerbs-Methode” (“as-if- 
competition-method”) from anti-trust policy. Surely, the methodological 
difficulties encountered in anti-trust policy will be few compared with those to 
be expected in the voluntary exchange test, especially if one wishes to give 
recommendations for possible political action. However, the fundamental objec
tions against the simulation of market processes are the same in both cases. 
Competition theorists, whose positions are close to the property rights theory, 
formulate it most precisely: “Competition, in principle cannot be simulated and 
the ability of economic theory to predict does not include the prediction of the 
particular economic performance of a specific market or firm . . . ” (Hoppmann, 
1977:21, translated by the author).

Second: the second objection concerns the interdependency between willing
ness to pay -  the only criterion that matters, according to the property rights 
theory -  and the ability to pay. According to the normative statements of the 
property rights theory, the legal system should give the resources or property 
rights to the person for whom they are most valuable, as measured by the 
different prices different persons are willing to pay. The political consequences 
of this recommendation are easily expressed with the example that a slice of 
bread must be given to the millionaire to feed his dog -  and not to the beggar 
who is dying of hunger -  because the beggar is not able to pay, while the 
millionaire is willing to compensate the baker generously. We must accept 
similarly immoral answers when analysing the codetermination problem by 
these means, because the employees’ ability to pay will always be lower in reality 
than the similar ability of capital owners. Therefore, applying the proposed 
efficiency test to the auction case we see that even supposing that the profit of the 
firm would be highest if the employees took the position of the central agent, the 
position could never in reality be attributed to them, because they are not 
sufficiently solvent to make the highest bid in the auction.

Third: the test only permits a comparison between the capital-managed firm 
and the labour-managed firm, but not between either of the above and the 
codetermined firm -  this follows from my observations about the tautological 
character of the Furubotn test. For, as suggested above, the basic assumptions of 
the property rights theory necessarily lead to the conclusion that situations 
where control rights and income rights are partitioned are less efficient than 
other situations where both categories of rights are united in a single hand. 
Jensen and Meckling (1979:503), in attempting to study the efficiency of 
codetermination using the property rights theory test, avoid this difficulty by 
employing alternative assumptions: in the case of the German codetermination 
law, they consider that in the short run it is reasonable that the stockholders will 
have complete control over the affairs of the firm. In the long run it may be 
possible that codetermination will lead to a result at the other end of the 
spectrum -  that is, codetermination could end up effectively turning the firm
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over to labour. Consequently, Jensen and Meckling analyse codetermination 
only in regard to these two possibilities: either the stockholders prevail in the 
firm, or the firm becomes labour-managed. Lacking the necessary analytical 
instruments, they do not study the complicated, real processes which may 
influence the efficiency of codetermined firms.

4. Conditions of Voluntary Transfers of Property Rights Within 
the Firm
As I mentioned above, from the standpoint of the property rights theory the 
most interesting question should be: Why are employees or their organisations 
voluntarily given entitlements (property rights) which were previously held by 
the capital owners or their reprensentatives (I mentioned some examples in 
paragraph 3.1) and under which conditions such transfers are to be expected? I 
will discuss this question in property right terms in this section. The result is 
likely to seem banal: such voluntary transfers are the result of the relations of 
economic power, of legal rules and of the socio-cultural context in which they 
take place.

In the framework of the property rights theory we should begin with the 
significance of legal rules. My considerations refer to the schizophrenic position, 
mentioned above, in that the theory assumes legal positions or property rights to 
be not yet distributed; but on the other hand, that the “voluntary exchange test” 
must assume these rights as fixed in advance, because otherwise exchange 
contracts are impossible. For the really interesting question one can now 
formulate the dilemma as follows: if the normative question of how entitlements 
shall be distributed anew according to the criteria of the property rights theory is 
to be answered, -  the answer depends on what the legal system prescribes in 
other aspects of the situation.

The value (in the property rights meaning) of an entitlement or a mere 
opportunity is dependent on the bargaining position of the contracting parties, 
which itself depends on the entitlements attributed to the contracting parties in 
other respects. Therefore, how far shall the alteration of the legal rules go?

In traditional economic terminology, the results of bargaining processes or 
market processes were explained as resulting from differences in bargaining 
power or in market power. If one interprets the distribution of resources -  the 
granting of such power -  and the entitlements -  whether and in which way these 
resources may be used -  as a legal fixing of a distribution of property rights, there 
is no difference between the two approaches. The result of the “voluntary 
exchange test” depends on the bargaining power or the market power of the 
contracting partners, who in turn depend on the legal rules which determine 
their positions.

These considerations may be concretised by the examples of voluntary 
transfers of property rights to other contracting partners of the firm mentioned 
in paragraph 3.1. Let us begin with the case of demand power. According to the 
property rights theory behaviour and performance resulting from demand power 
are efficient because they follow from voluntary exchange contracts. It is clear
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that the situation has improved for the party with demand power by the 
redistribution of property rights. But why does the dependent party so “volun
tarily” renounce rights hitherto attributed to it? Let us vary the previously 
existing distribution of property rights so that it is now forbidden for the firm 
with strong demand power to exercise its market power in the bargaining 
process. Now, I assume the result of the voluntary exchange test will be 
different, because the relative bargaining positions have been altered. The same 
test will lead to new and different results if the legal system allows the dependent 
enterprises to cartelise, and therefore collectivise the negotiations between 
suppliers and the demand-powerful firm. In every case the (anti-trust) recom
mendation would be that the legal situation should not change. The anti-trust 
recommendation would only depend on the starting position of the firms and 
would in each case justify the existing anti-trust regulations. In general terms 
according to Schmid:

“Efficiency calculations always depend on where you start, but they can never 
validate that starting place. Therefore, a cost benefit analysis of alternative rights 
is always a partial analysis. Efficiency calculations always presume some set of 
rights and therefore cannot be a guide to rights, unless the prior rights are 
legitimated” (Schmid, 1978:246).

Within the framework of the analysis, however, well-founded suppositions 
may be made about the particular way that certain legal rules influence the 
bargaining positions of the contracting partners, and thereby it may be possible 
to explain given bargaining results. So we can also find plausible reasons in the 
legal system for explaining why capital owners do or do not transfer certain 
property rights of the firm to the employees or their organisations.

For example, Summers explains the distribution of property rights in US firms 
between management and unions. According to him, two legal rules lead to the 
situation where the unions’ influence in decision-making is limited to the subject 
of “conditions of employment” , and unions thereby excluded from real manage
ment decisions:
The effect of these two legal rules is that a union cannot use its economic strength to 
expand the area of participation beyond that described by the statute (wages, hours, and 
other terms and conditions of employment); but the employer can use his economic 
strength to limit participation to an area smaller than that described by the statute . . . The 
important point is that the law does not require the employer to grant these broader 
participation rights nor permit the union to use its economic strength to compel the 
employer to grant them. But the law does permit the employer to use his economic 
strength to restrict the scope of participation (Summers, 1979, 263; see also Simitis, 
1975:329).

In analysing “voluntary” transfers of property rights in the firm between capital 
and labour, and in deciding in which situations such transfers are to be expected, 
one has to know the bargaining positions of the two contracting partners in a 
world where the legal system has attributed the position of the “central agent” to 
the capital owners. O f course, the bargaining situation would be different, and 
would lead to different outcomes, if the legal system attributed the position of 
the “central agent” to the representatives of the employees, who now contracted
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with each individual shareholder, fixing the amount of input the shareholder 
would be allowed to make and the amount of renumeration he would receive; 
and, in addition, we might suppose that five or ten per cent of the existing capital 
is urgently searching for “employment” . Actually, given the distribution of 
bargaining power between the single employee and the employer in the real 
world, we cannot expect that property rights in the firm are transferred to 
employees just at the moment of concluding an individual wage contract. In the 
real world, employees, after having contracted individually, now as a collective 
body have something to offer to their employers in exchange for property rights 
previously attributed to the capital owners by the legal system. The only asset 
employees have to sell is their factual collective possibility to boycott production 
(especially by strike and by other means of refusing to perform their contractual 
obligations). These factual possibilities become property rights in the firm in so 
far as they are positively sanctioned by the legal system. To that extent they are 
to be introduced into collective bargaining and may change the relative bargain
ing positions of employers and employees. How far the employees are ready and 
able to begin such collective actions is, of course dependent on many other 
factors, which we can also analyse in property rights terms (as for example, 
freedom of association). Here, however, we do not propose to take this 
argument to its logical conclusion.

From the American example we have learned how the inability to use these 
real possibilities for pursuing certain goals can arise. We can translate this into 
the terminology of the property rights theory as follows: the legal system denies 
the only entitlement, the only property right, to the American worker that he 
can offer to the employer in exchange for codetermination rights on the 
management level. Consequently, such contracts do not come into existence. 
One could argue in similar fashion concerning the “Friedenspflicht” (“peace- 
obligation”) imposed on the work councils by the German Betriebsverfassungs- 
gesetz (Works Councils Act).

As is well known, the ends for which German unions may strike are rather 
limited. The acceptance of codetermination rules is not included among these 
permissible ends. However an analysis of this institutional arrangement, and of 
others, in terms of the property rights theory is not possible in this paper.

Let me finish this section by referring to the historically developed sociocul
tural context of these different institutional arrangements to highlight another 
defect of the property rights theory. Property rights theorists have based their 
ideas on assumptions about human behavior which are supposed to be valid 
independently of all temporal and local differences in the real world. However, 
the sociocultural context of labour-management relation may be a determining 
factor particularly with regard to the codetermination problem. What I mean 
here may be explained by three events in the history of German codetermination. 
In 1916 worker committees were legally prescribed in all plants which produced 
goods important for warfare, in order to avoid riots which could have an adverse 
effect on the war efforts. In November 1918, a basic agreement between 
employer associations and unions was reached, where the employers accepted 
the unions as representatives of the working class and as parties of collective
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contracts, and where codetermination was accepted on the national and plant 
level. After World War II, the iron and steel industry accepted parity-codetermi
nation on supervisory boards in order to exclude the more comprehensive claims 
for nationalisation of this industry. Linked to this development, the unions 
promoted the idea that the interests of employers and employees are not 
necessarily contradictory, and that therefore they were ready to assume co
responsibility for the single firm and for the economic development of the whole 
country, in the framework of a capitalistic system.

On the other hand, Summers summarises the corresponding situation in the 
USA as follows (1979:263):

“American employers have never accepted the view that workers or their 
representatives should have a voice in the decisions of management; they have 
always jealously guarded their management prerogatives. In bargaining with 
unions they have not only strongly resisted demands, which they saw as 
encroachment on their freedom to manage, but have directed major efforts 
toward elaborating the management prerogative clause in the contract . . .  Both 
unions and employers view each other as adversaries and collective bargaining as 
a process of confrontation. The union’s emphasis is on pressing for more benefits 
for its members. It is not anxious to have a full voice in the decisions of 
management, for it would then be required to assume the responsibility of 
management” .

In considering these two different societies, it would be deceptive to conclude, 
that on the basis of our assumptions about the behaviour of the parties concerned 
the same economic outcomes will result when codetermination rules are estab
lished.

5. Final Remarks

By employing the terminology of the property rights theory to pose positive 
questions about the codetermination problem, one can suggest plausible hy
potheses about causal interrelationships between the legally sanctioned positions 
of employees, capital owners, etc. and contractual codetermination rules. In 
particular, the contractual theory of the firm enables us to formulate such 
hypotheses. What is new about such hypotheses, however, seems to be only that 
they now appear in the context and the terminology of micro-economics. Up to 
now, advocates of the property rights theory have not pursued that possibility. 
Investigation of the (causal) interrelationships between codetermination rules 
and economic outcomes also permits the elaboration of an analysis with pratical 
implications (see e.g. Backhaus, 1979). However, we currently have very litle 
empirically-based knowledge of the subject. Property rights theorists themselves 
have not yet treated the problem empirically; and I even doubt that, on the basis 
of the property rights theory, essential contributions can be made by empirical 
studies as long as the theory commences with marginally-differentiated assump
tions about human behaviour.

The question why legal codeterminatin rules exist is the same for property
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right theorists as the normative question of whether such rules shall exist8. It is 
the possibility of producing normative answers to these questions which makes 
the property rights theory so fascinating for jurists. In this paper I have 
attempted to show that these answers may be misleading. For, the property 
rights theory accepts efficiency as its only normative criterion. If codetermina
tion impairs efficiency, then Furbuton’s evaluation becomes obvious -  that it is 
an organisational form “that emerges merely because a powerful special interest 
group is able to use the political system to effect a wealth transfer from others to 
themselves.” (Furubotn, 1981: 705). For that reason, I attempted to explain that 
the efficiency notion of the property rights theory has so little meaning that 
empirical conclusions cannot be drawn from it. In section 4 I also tried to draw 
attention to the fact that the structure of the property rights theory leads to 
results which legitimate different existing economic relations. In principle, the 
efficiency test can lead to as many efficient results as the cases that one can 
employ. The normative question -  which result would be better? -  nevertheless 
remains open. This question can only be answered by applying subjective values. 
Traditionally, economists have avoided the conflict by using the Pareto rule, or 
in other words: traditional economic thinking in that respect accepts the legal 
context as data. Property rights theorists try to lift this barrier. Hutter com
mented correctly: “ If alterations in rules are allowed -  just because otherwise the 
status quo would be advantaged -  then all values become dependent on these 
differently validated rules” . The question -  which legal rule is better? -  depends 
on the answer to the question: “Better for whom? (see also Schmid, 1978:250). 
Another rule, typically used by economists when dealing with the distribution of 
decision-making authority, stated that external costs will tend to be internalised. 
There are good arguments to be made, following this rule, that the codetermined 
firm should be favoured. This follows from the consideration that in this case a 
bad decision costs the employees more than it does the capital owners9. The 
property rights theory no longer openly accepts this rule, because here inter
nalising costs would damage the producer of the external costs (Coase 1960:1; 
see also my more detailed critique, Gotthold, 1980:558). Therefore, the asser
tions of the rule are not studied in the codetermination case.

Are no answers to be given at all to the normative question of whether 
codetermination is a good or a bad thing? Instead of lecturing on the “Wertur- 
teilsstreit” of the positivism debate, I refer to ideas of Joan Robinson (1978:21).

8 In another publication I commented in more detail on the following contradiction: that 
property rights theory attempts to analyse non-market social relations with the help of 
micro-economic approaches.
Microeconomical thinking leads all social processes back to individual decisions (see 
Gotthold, 1980:554).

9 One enumerates, as employee’s costs, the human capital and the investment in private 
households and social relations. In the case of firing, resulting from bad decision making, 
these investments are slightly devalued. In contrast to this, the investments of capital 
owner are often small, as Fama emphasises. The capital owner can protect himself from a 
loss in his participation by a timely sale of his securities on the capital market (for more 
detail see Backhaus, 1980:26).
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According to her the most pertinent question for economics to answer is: “What 
characteristic of the private enterprise system is it that condemns the wealthiest 
nation that the world has ever seen to keeping an appreciable proportion of its 
population in perpetual ignorance and misery? The professional economists keep 
up a smoke-screen of “ theorems” and “laws” and “ trade-offs” that prevents 
questions such as that from being asked.” I believe that the American property 
rights literature is a good example of such a shroud. If we attempt to pursue Joan 
Robinson’s question, we would have to search for plausible hypotheses which 
would explain the attributes of American society as cited by her. A first 
(simplistic) hypothesis is that the distribution of social and economic power is 
responsible for the situation. To understand something about this problem, a 
study comparing the USA and the Federal Republic of Germany, and focussing 
on the relationship of employees’ participation in the firm’s decision with the 
distribution of social and economic power in the community could be a useful 
approach. Considering the complexity of the variables concerned, we will of 
course not find an answer which is objectively true. Hayek taught us to be 
sceptical about the potential of empirical proofs for establishing causal relations 
in complex interrelationships. He is content with an allusion to the history of 
civilisation for proving the superiority of a private market economy to other 
economic systems. (Hayek, 1968:350). The interrelation between the firm con
stitution (property rights in the firm), the distribution of social and economic 
power in a community, and the proportion of the population held in permanent 
ignorance and misery, is not likely to be proved in fact. But comparative studies, 
indeed, supported by plausible arguments, may point to such an interrelation
ship in more detail.
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Industrial Democracy Through Law?
Social Functions of Law in Institutional Innovations

G u n t h e r  T e u b n e r  

Brem en, Firenze

Introduction

What does the law learn when it is confronted with its own consequences? It is 
this feedback loop from legal norm to social consequence to legal norm which 
probably constitutes the most important contribution of social science thinking 
to legal argument. There is a tradition in legal methodology, the so-called 
teleological approach, which is very similar to this kind of argument. Legal 
norms are interpreted in the light of their purpose and one important considera
tion is the question if the purpose has been actually reached or not. However the 
teleological method is still an intra-legal device. It relates the legal norm to the 
legally-set purpose, be it the legislature’s goal, be it the judge’s reformulation of 
the legal purpose. In contrast, the consequentialist method I am following here is 
going a step beyond the law itself. It necessarily utilizes extra-legal modes of 
analysis and feeds them back into the legal argument. The basic argument has the 
following elements: (1) What is the basic legislative or judicial social purpose of a 
norm? What are the intended social effects on social behavior and social structure 
which are expected to follow the enactment and implementation of the legal 
norm? (2) To what degree have these goals been reached in the social reality? 
What are the side-effects, what are the unintended consequences of a legal norm 
in social reality? (3) How has one to reformulate the legal norm in the light of its 
social consequences?

For this type of legal argument, there are no limits as to academic speciality of 
the information involved. Social science information in the broadest sense is 
needed, be it of sociological, economic or psychological nature. However there is 
a special branch in legal sociology developing which could be in the position to 
develop common standards of argumentation. “Legal Effect Research” (Re- 
chtswirkungsforschung) is concerned with the question what difference it makes 
if social fields are regulated by formal legal norms. This is an autonomous realm 
of legal sociology. It becomes part of a broader sociological jurisprudence, if the 
selection of criteria for this type of research is guided by legal regulatory 
intentions and if the results of that research are used for a reformulation of legal
norms.
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Empirical findings and theoretical insights are likewise suited to be used in this 
kind of legal reasoning. In the following I am going to use empirical materials as 
well as theoretical constructions in order to show how social science research on 
social effects of legal regulation can inform the law about what it is doing. I will 
concentrate on one of the most important experiments to change the character of 
organizations by means of law, the example of industrial democracy.

There are many roads to “ Industrial Democracy” . A lively academic discus
sion as well as numerous social experiments reveal a whole variety of approaches: 
Via work place participation, work councils, board representation, representa
tion of public interests, pluralist constitution of the firm, collective bargaining 
systems, workers’ self-management, socialization of enterprises. One road, 
which the German labor movement has chosen, leads via law, legislation and the 
legal process (e.g. Carnoy and Shearer, 1980). Guided by national bias and 
experience I want to follow the German road to Industrial Democracy and to 
describe some of the promising land it leads to as well as the darker areas it 
surpasses, its potential and limits, its direction, its traps, its detours. If we are 
interested in successful road construction work, what lessons can we learn from 
the peculiar German experience? The German road is peculiar, even extreme, in 
two respects. First, it does not lead through the somewhat muddy lower levels of 
workplace participation, but rather finds its way through the lofty heights of 
corporate hierarchies: work councils at the middle echelon as counterweight to 
managerial authority and representation of workers’ interest at the top level of 
the corporation. Secondly, on this road we do not meet a spontaneous, eruptive, 
anarchic, unstructured flow of social and political movements but a highly 
disciplined traffic guided by complicated traffic rules and many, many traffic 
signs. A high degree of juridification of labor interest representation is the most 
conspicuous trait of German co-determination. Thus, one should attempt to 
exploit the German experience and ask the following questions: What are the 
actual social functions of legalized co-determination as opposed to official goals 
and political ideologies? What is the effective role of the law in strengthening 
participation, power equalization and industrial democracy?

I have two tentative answers to these questions which I will elaborate in this 
paper. The material I rely on is some empirical evidence about the factual 
consequences of co-determination and some pieces of theory on interest- 
mediation in industrial relations.

1. Social functions: The official doctrine, co-determination contributes to 
“economic democracy” through workers’ participation is an excellent example 
for political rhetorics. The main function of co-determination lies neither in 
individual benefits for the workers nor in an enhancement of their political status 
as economic citizens. Rather, we have to look for relevant effects on the intra- 
organizational and inter-organizational level. Co-determination changes intra- 
organizational power relations resulting in a new form of co-management among 
capital and union elites. In addition, co-determination changes inter-organiza
tional relations insofar as it contributes to a specific form of political (“neo- 
corporatist”) organization in the relation between the economic and the political 
system.
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2. The role of law: Due to their norm-centered perspective, lawyers tend to 
over-estimate the role of legal norms in promoting industrial democracy. Their 
occupation with decision procedures, formal competences, and standards of legal 
protection leads them to a problematic identification of formal democratic 
structures with real democratic processes. On the other hand, social scientists 
tend to under-estimate the role of law. They perceive law more or less exclu
sively as a dependent variable and concentrate on social, organizational, psycho
logical conditions. Empirical evidence suggests that both approaches fail to take 
account of the specific potential and limits of law in its “protective” and its 
“facilitative” functions. In both respects, legal norms have turned out to be a 
decisive factor -  if not the most decisive factor -  in changing effectively intra- 
organizational as well as inter-organizational power structures.

In order to work out these theses, we cannot fruitfully discuss the complex 
interrelations between co-determination law and industrial democracy as a 
whole. Rather one has to distinguish carefully between different levels of social 
organization and to scrutinize the social functions of law and its potential for 
change separately on each of these levels. I propose to distinguish three levels: 
individual interaction, the organization of the firm, the economic system in its 
relation to society at large.

1. Individual Effects

An old tradition of thought relates co-determination primarily to the individual 
worker in the firm. His status as a subdued individual in the framework of 
hierarchical authority and industrial subordination should be transformed into 
the status of an “economic citizen” . This perspective of co-determination is 
underlain by a concept of economic democracy that aims primarily at the 
participation of those concerned. Co-determination is conceived as an antidote 
against “alienation” . This treatment of the co-determination idea in terms of the 
individual is widespread. In a number of variants co-determination is interpreted 
as compensation for social domination. Individual participation by workers -  
admittedly mediated through complicated representation mechanisms -  is 
supposed to promote the worker’s human dignity, humanize the world of work, 
give the worker a sense of involvement in his work, control managerial domina
tion and also extend the realization of the democratic principle of participation in 
decision making to economic enterprises.

Indubitably individual democratic participation and humanization of the 
world of work constitute social policy goals of the highest rank. But there are 
certainly great doubts whether the function of institutionalized co-determination 
has really been grasped hereby.

International empirical studies have scrutinized again and again the 
democratizing effects of co-determination for the individual worker (see for 
summaries Blumberg 1968, Wilpert 1975, Batstone and Davies 1976, Wall & 
Lischeron 1977, Adams and Rummel 1977, IDE 1982). They concentrated on the 
questions: Does co-determination lead to a reduction of personal alienation? 
Does it increase workers’ motivation which might result in higher productivity?
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The findings are contradictory and ambivalent, however, altogether they suggest 
a rather skeptical assessment.

These findings show the following picture. In general, workers have a rather 
positive attitude towards co-determination. However, if it comes to details, the 
attitudes become more negative. As the relation between co-determination and 
satisfaction is concerned, Tannenbaum et al. found that in countries where 
workers’ representatives had more influence, the workers did not have more 
satisfaction, trust, sense of responsibility or work motivation than in the other 
countries (Tannenbaum 1974). In addition, the attitude of workers as to the 
effects of the representative system is not too positive. In a recent cross-national 
comparison, less than fifty percent of workers and supervisors in each country 
showed a positive evaluation of the functioning of representative bodies (IDE 
1982: VII, 15). Rather than to democratize the workers’ situation, the represent
ative bodies are perceived to function as part of the control structure of the 
organization (IDE 1982: VII, 13). In more detail, it turned out that rank and file 
employees do not know much about the work of their representatives. Their 
attitude to personal involvement is lack of interest, indifference or even apathy. 
They assess the influence of the representative bodies as rather marginal. Streeck 
(1984) concludes as follows: “Workers under parity co-determination were as 
much subject to hierarchical control as workers everywhere else, the organiza
tion of their work continued to be determined by impersonal mechanisms 
beyond their influence and understanding, and their attitudes toward their work 
did not differ in any perceptible way from that of workers in other industries” .

If we contrast these somewhat depressing findings to the high aspirations 
connected with co-determination, we have to admit that in this respect, political 
goals and actual social function do not coincide. Due to the large social distance 
between individual interaction at the workplace and organizational decision 
making in the corporate hierarchy, co-determination through worker repre
sentatives in corporate bodies is clearly not a suited means to achieve the goals of 
participatory democracy. There are other means which may have some success 
on the individual level: job enrichment, autonomous working groups, rotation 
system, and other ways of direct workplace democracy. In vain, however, we 
will look for democratizing effects of co-determination on this level. Its main 
social functions should instead be identified rather on the intra-organizational 
and inter-organizational levels. Thus, co-determination law should give up this 
orientation toward a non-suited purpose and concentrate its regulatory powers 
on the other.

2. Organizational Effects

Co-determination law plays a much more important role in the complicated 
power relations of intra-organizational decision making. Co-determination law 
seems to change considerably the distribution of power and influence, the goal 
structure of the organization and the structures of the capital-labor conflict.
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2.1 Power and Influence

At first sight, co-determination law does not seem to matter very much. 
Although complicated rules, procedures, competencies and conflict resolution 
bodies are created these institutionalized patterns are only rarely used. Open, 
formalized conflict with decision by vote is only seldom. For example, Tegt- 
meyer (1973:88) reports that most of the supervisory board decisions were taken 
unanimously. And the Biedenkopf report (1970:130) contains data according to 
which only very rarely the “neutral” member of the board had to give the 
decisive vote. Thus, it might seem that the new legal machinery is not accepted 
and utilized for the labor interests. Does law only have symbolic functions?

Looking closer to the real decision making processes, the picture changes 
drastically. Indeed, open conflict is seldom, the legal machinery for conflict 
resolution is only used as a last resort. However, what happens is a change of 
informal negotiating processes. And there we can identify the most important 
albeit indirect effect of the law. The formula is “bargaining in the shadow of the 
law” (Mnookin and Kornhauser 1979). Management and labor representatives 
deal with each other by anticipating the power distribution in formal conflicts. 
The legal rules of co-determination have changed these power relations drasti
cally. The increase of formal decision making power from practically nil to parity 
positions for the workers influences considerably the actual day-to-day behavior 
of management and labor. It does so not directly by the new procedures and 
rules, but by the changed formal positions which are anticipated in the ongoing 
negotiations. Matters of political conflict are discussed in informal meetings 
between labor and management before the formal board meeting takes place. 
And many issues even do not reach that stage of informal negotation since 
management tries to adapt to anticipated labor positions in order to avoid 
conflict (Tegtmeyer, 1973:126). Finally, labor representatives are often consulted 
even if legally it is not required (Streeck, 1984:23).

In a recent empirical study the direct and indirect effects of law in changing 
the actual power and influence structure have been scrutinized in a comparative 
way (IDE, 1982:VI). Economic organizations through all the countries are 
highly hierarchical. Co-determination does not abolish the hierarchy, but it 
modifies the power-distribution in a considerable way. It does so directly by 
granting a legal “meta-power” through the re-distribution of control rights and, 
indirectly by restricting the power of competing groups. Granting legal power to 
representative bodies does not only increase their influence, but diminishes at the 
same time the power of top-management.

It seems that the indirect effects of co-determination law (changes in negotia
tion power) are much more important than the direct effects (installation of a 
conflict resolution system). This impression is strengthened if one looks to the 
effects which co-determination had on the union’s position as a whole. Streeck 
(1984:9) has argued that co-determination law has an indirect effect of strength
ening the positions of unions in the respective industries in regard to three 
aspects: (1) Union control over the personnel department made it possible to 
recruit union members in a way very similar to a closed shop. As a consequence
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the density ratio of union membership had increased drastically in the coal and 
steel industry. (2) The presence of a full-time union official on the supervisory 
board strengthened the crucial contacts between union headquarters and the 
workforce in the enterprises. (3) Under conditions of parity co-determination, 
there occurred a practical fusion of the works council and the “external” union. 
These indications of a relative improvement of the unions bargaining position 
through law suggests that one indeed should concentrate the attention on 
indirect effects if one wants to assess functions of co-determination law.

Moreover, if we attempt to compare and evaluate the relative influence of legal 
norms on power distribution as opposed to structural and organizational vari
ables the IDE-study confronts us with a rather surprising result. Social scientists 
occupied with worker participation have tended to expect a rather minimal 
influence of formal legal norms. For example, personal variables like high 
education of the workers are classically treated as crucial for organizational 
participation (Lipset et al. 1956, 127). Moreover, technology and organizational 
structure are seen as the main predictors for power distribution in the organiza
tion (Evan 1977). Others stress organizational factors like the size of the 
organization (Blau and Schoenherr 1971). Quite in contrast to these expecta
tions, the authors of IDE conclude “that institutional norms relating to medium 
term decisions seems to be the most important instrument of power equalization 
and of further democratization of those work organizations . . . ” All the other 
contextual variables -  personal attributes of employees (skill, education, unioni
zation), technological contingencies (automation, complexity), organizational 
contingencies (differentiation, formalization, control), economic and environ
mental contingencies -  turned out to have much less influence on power 
distribution within the organization. It seems the law has only two serious 
competitors in changing effectively the power structure: “mobilization” of 
workers, their active participation in unions, labor actions and workers repre
sentative bodies and, second, strong outside influence within supervisory bodies. 
The policy lesson to be learned is a more “voluntaristic” approach to industrial 
democracy. It seems to be conditioned much more by human action -  law, 
mobilization, outside influence -  than by existent technological, structural and 
economic conditions.

2.2 Goal structure

Quite apart from those effects on power structures, co-determination law has a 
different function which we can call the “ internalization of external conflicts” 
(Teubner, 1978:228). Without co-determination, workers’ interests are mainly 
channelled through labor market structures and inter-organizational negotia
tions. In the collective bargaining system, labor-management conflicts are a 
matter of external relations. Insofar as co-determination shifts decisions and 
conflict resolutions to intra-organizational boards with labor representation, the 
industrial conflict becomes (partially) internalized into the economic organiza
tion itself. This changes the medium of communication: The collective bargain
ing system works via economic market mechanism -  in Hirschman’s termin-
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ology via “exit”-mechanisms -  while co-determination leads to a politization of 
the conflicts, to the dominance of “voice” mechanisms. Moreover, the goal 
structure of the organization changes considerably. Workers’ interests like job 
security, easiness of work, cushioning of rationalization are no longer external 
cost factors which must be minimized but a legitimate goal for the intra- 
organizational decision process itself (Luhmann 1966:8). This change in the goal 
structure leads to the partial internalization of the labor market into the 
organization and by its transformation into organizational manpower-planning 
and the creation of internal labor markets in large organization. Since labor 
interests arrived at a more prominent place in the goal hierarchy, management 
was put under constraints to develop mechanisms that would reduce the 
exhibition of labor to the fluctuations of the external labor market. Streeck 
(1984:30) argues that in this respect co-determination has not only created a 
problem for enterprises but also offered a solution. The new solutions, manpow
er planning and internal labor market were possible since co-determination “has 
provided the organizational instruments to cope with such rigidities without 
major losses in efficiency” (Streeck, 1984).

2.3 Capital-Labor Conflict

Thus, co-determination has changed the conditions of the labor-capital conflict. 
The great ideological battle on secular issues is transformed into nitty-gritty 
divergences which have to be dealt with on a rather trivial basis of day-to-day 
arrangements. And it creates a conflict solving mechanism which a German 
scholar has labeled as a “stroke of genius of modern social systems” (“Genies- 
treich moderner Sozialordnungen” , Lutter 1982:567): the “dual loyalty” of 
interest representatives. While many empirical studies analyze the amount of 
frustration and alienation on the side of work councils, labor board representa
tives and labor directors, who suffer psychically from the role-tensions they are 
exposed to, one should not forget the other side of the coin. It is an old 
sociological insight that intra-role conflicts can serve as a link between highly 
divergent social interests (e.g. Stouffers 1949, Dahrendorf 1958). The structural 
conflict is “personalized” , is transformed into a burdensome personal problem 
and the dual loyalties compel the individual to search for -  socially and 
psychically -  bearable solutions, compromises and temporary arrangements. 
Thus, we can generalize about the role the law is playing in this respect. The law 
which has created this conflict situation can, in a way ease the role-tensions 
without abolishing them. By granting formal power to the representative it 
legitimizes the ambivalent position he occupies and his desire to “balance 
antagonist interests” .

The effects of co-determination law in this respect are, however, even more 
pervasive. They are not confined to change the conditions of conflict from 
antagonistic confrontation to stabilized compromise, they change the very 
structure of management. In the long run, the role of labor is not limited to the 
role of a pressure group influencing management by negotiations and threatening 
with sanctions backed by social power. Rather, the very combination of the

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



268 Gunther Teubner

work council system, the supervisory board representation and the collective 
bargaining system leads to mutually reinforcing effects and results in a kind of 
co-management between capital and labor. Tegtmeyer (1973:150) concludes that 
the main consequence of co-determination is a “joint and integrated decision
making process” . The effect of the law is for capital and for labor a reciprocal 
internalization of interests. Streeck (1984:35) speaks of a “mutual incorporation 
of capital and labor by which labor internalizes the interests of capital just as 
capital internalizes those of labor, with the result that works council and 
management become subsystems of an integrated, internally differentiated sys
tem of industrial government which increasingly supersedes the traditionally 
dualistic class-based system of industrial relations” .

3. Economic and Societal Effects

If we change now the system reference from the organization to the economic 
system in its interaction with other functional subsystems -  especially politics 
and law -  we realize that co-determination stands in strong contrast to principles 
of economic rationality. Co-determination relies on voting procedures, on 
pressure politics, on bureaucratic hierarchy, on negotiating and power balancing 
mechanisms, which are not compatible with economic principles of profit- 
maximation, with market-structures and with money as the economic communi
cation mechanism.

3.1 Contradiction to the Prevailing Orientation

This politization of the economy through law is the conspicuous target for 
fundamental critique. Either, co-determination is supposed to destroy effectively 
economic rationality (Prosi, 1976) or co-determination is said to be one of the 
last tricks of capitalism: corruption of labor through pseudo-participation 
(Deppe 1969). Both positions have their merits by revealing important partial 
aspects of co-determination. Indeed co-determination flatly contradicts pure 
economic principles. The question is only to what degree and with what results. 
Indeed, co-determination changes the attitude of labor, from “conflictory” 
strategies to “cooperative” ones. Again, the question is only to what degree and 
with what effects. Both positions in a way tend to over-generalize their concrete 
observation of “market corruption” or “ labor corruption” . However, they fail 
to analyze the potential and limits of those phenomena by a closer analysis of the 
relations between market and organization.

If the relations between market and organization are defined by conditions of 
perfect competition, co-determination does not matter. Under perfect competi
tion the constraints of the market on the organization are so strong that there is 
only one best solution. However, under conditions of market-imperfections -  
concentration, oligopolization -  those constraints become weaker and manage
ment gains a considerable discretionary power in its decisions (e.g. Lindblom, 
1977:152). And precisely this discretionary power is the main target of co
determination. Again, it is precisely the range of discretion which gives a limited
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justification to the liberal and to the leftist critique. Economic rationality is 
impaired, however not by co-determination, but by the very existence of 
managerial discretion which is due to market-imperfections. On the other hand, 
labor gets “corrupted” insofar as labor representatives have to bend to economic 
constraints, but this is only true for decisions outside the room of discretion. 
Insofar as management has gained discretionary power, labor with a strong 
formalized position within the enterprise possesses the power to make “non- 
corrupted” demands for the workers’ interest. From the perspective of organiza
tion-market-relations it becomes clear that a description of co-determination as a 
total politization of the economy is just as inadequate as describing it in terms of 
corporate corruption of authentic labor interests. The crucial point is partiality. 
Economic rationality remains the prevailing principle, however it is modified to 
a certain degree by countervailing institutions which work as “built-in” con
tradictions to the prevailing orientation (Luhmann 1966:15).

3.2 N eo-Corporatist Coordination Mechanism

What then is the social function of co-determination if it represents a built-in 
contradiction to economic rationality? It is our thesis that the function of co
determination can be understood only in terms of differentiation and integration. 
Co-determination serves as one of the main integrative devices in a society which 
is characterized by extreme functional differentiation. The most conspicuous 
trait of differentiation processes is the high degree of functional autonomy the 
economic system has gained. This gives rise to the secular problem: How can the 
societal integration of the economy be carried out without losing the advantages 
of high differentiation. Even more: Do we have to conceive the relation between 
differentiation and integration as a zero-sum-game, where winning for one part 
means losing for the other? Or is there a possibility of integrative devices which 
not only maintain a given degree of differentiation but which support even 
increasing differentiation? (Willke 1978:228; 1983).

The interesting point about co-determination law is its indirect control 
technique as opposed to interventionist direct control. It is the specifity of co
determination law that the state does not intervene with external controls, for 
example with regulations of the market structure, with instruments of global 
steering, with legalization of corporate behavior, or with a direct politization of 
economic action. Rather it relies on indirect means of control, as an external 
stimulation of internal self-regulation. The crucial point is that state law changes 
the internal structure of the corporation by redistributing property rights, 
however by maintaining the economic principles of corporate autonomy and 
decentralized coordination. In this respect, co-determination represents one 
possible answer of how to integrate economic large scale organization politically 
without subduing them to direct state control which would end in de-differen- 
tiating tendencies.

Viewed in this perspective, co-determination has its main function clearly 
neither on the level of individual participation, nor on the intra-organizational 
level of labor-management-relations, but on the societal level as a re-integrating
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mechanism. It is not only a peculiar element of company law, but forms part of a 
whole ensemble of coordination mechanisms. Co-determination is the lowest 
echelon in a system of coordination mechanisms for which political scientists 
have coined the term “neo-corporatist syndrome” (Schmitter, 1974; Alemann 
1981). This is a form of political organization in which organized business and 
organized labor are directly involved in state decisions and at the same time serve 
as implementation mechanisms for governments’ economic policies.

Neo-corporatist arrangements should be clearly distinguished from “state- 
corporatism” on the one side and “ interest group pluralism” on the other side. 
In Schmitter’s terms (Schmitter 1974, 1979) “pluralism can be defined as a system 
of interest mediation in which the constituent units are organized in an un
specified number of multiple, voluntary, competitive, nonhierarchically ordered 
and self-determined (as to type or scope of interest) categories that are not 
specifically licensed, recognized or otherwise controlled in leadership election or 
interest articulation by the state and that do not exercise a monopoly of 
representational activity within their respective categories. Corporatism can be 
defined as a system of interest intermediation in which the constituent units are 
organized into a limited number of singular, compulsory, noncompetitive, 
hierarchically ordered, and functionally differentiated categories recognized or 
licensed (if not created) by the state and granted a deliberate representational 
monopoly within the respective categories in exchange for observing certain 
controls on their selection of leaders and articulation of demands and supports.”

While these definitions show the difference between pluralism and corporat
ism, the difference between state corporatism and societal corporatism can be 
shown for each element of the definition of corporatism. In societal corporatism, 
the limitation of number, the singularity and the compulsory character of the 
collectives are due to social processes, through competition, cooptation, social 
pressures and interorganizational arrangement. In contrast, state corporatism 
creates these elements by deliberate government restriction, state-imposed eradi
cation of multiplicity and through means of the law. Again, their non-competi
tive and hierarchical character, their functional differentiation, under conditions 
of societal corporatism is produced by internal processes of oligarchization and 
bureaucratization and not by state-imposed regulation of their internal structure 
and their external relations. Finally, societal corporatism produces recognition 
by the state and representational monopoly by imposition from below upon 
public officials, and not as privilege granted from above by the state as a 
condition for association formation and continuous operation. In more abstract 
terms of differentiation and integration, the differences can be caught in the 
following way. Both of them represent attempts of integrating a differentiated 
society. Due to its pervasive politization of society through state-dominated 
organizations, state corporatism tends however to decrease differentiation and 
autonomy of social subsystems, while societal corporatism which is based on 
state-independent social power resources tends to maintain or even increase 
social differentiation and subsystem autonomy.

Co-determination should be understood as an important mechanism of neo- 
corporatist structures which permeate on different levels of coordination be-
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tween politics and economy (Erd, 1982:149). The neo-corporatist syndrome 
should no doubt be looked at as a whole. Such attunement processes take place at 
least at three levels: (1) The macro level of major economic policy decisions on 
incomes policy, tax policy and price policy, negotiated among the summit bodies 
of the economy, the trade unions and government bodies, (2) the meso level of 
regional and sectoral structure policy and the relationship between employer 
associations and trade unions (3), the micro level of the enterprise, via co
determination processes and public involvement, which mediate between the 
systems for distributing the firm’s yield (company law profit distribution and 
collectively bargained wages). The relations between those three levels are the 
object of a controversial discussion today. On the one side, the thesis is put 
forward that legalized co-determination is a supportive structure if not a pre
requisite for a highly developed corporatism (Erd, 1982). This is contested by the 
counter-thesis that a highly developed corporatist structure on the macro-level is 
largely independent of micro-participation on the firm level, even that both 
mechanisms tend to work into different directions (Dittrich, 1983:89).

It should be realized that the integrative achievements of such neo-corporatist 
structures are bought at a certain price. For neo-corporatist negotiation systems 
in general and for co-determination in particular it is true that they carry with 
themselves consequential problems which can be circumscribed by “ social 
closure” . Centralization of decisions, the bureaucratization of organizations, the 
isolation of the negotiating elites, are some of the dysfunctional consequences of 
neo-corporatist procedures. In regard to co-determination it has been observed 
that the very installation of neo-corporatist mechanisms on the micro-level tends 
to have adverse effects on neo-corporatist mechanisms themselves, on the meso- 
level and on the macro-level. The more successful cooperation between capital 
and labor on the level of the organization transforms them into a collaborative 
“productivity coalition” the more they tend to exploit their environment and the 
less they are open to successful external regulation (Streeck, 1984:40). That 
means that co-determination which was intended by the union movement to be 
one part of a social planning system may become more and more résistent to the 
quasi-planning of neo-corporatist coordination. This poses threats to the interest 
aggregation process in labor unions as well as to labor policies and income 
policies of governments. Whether a solution out of this paradoxical situation can 
be found is an open question.

What are the institutional consequences? Firstly they would always have to 
relate the company constitution to the total context of neo-corporatist mediatory 
mechanisms at the various levels. Co-determination would have to be precisely 
aligned on this, also from the legal standpoint. In this view co-determination law 
would have to be separated from its individual or interest group related interpre
tation and reoriented towards this kind of social control concept. This would 
have consequences that would extend into the questions of the position in co
determination law of the trade-unions, of information and accountability obliga
tions, of the delimitation of co-determination and collective bargaining system 
and of the institutional link of the organizations and their internal structures. 
Secondly, this approach would have implications particularly for state participa-
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tion in co-determination models. If neo-corporatist coordination is to work 
successfuly, it has to be made sure that a coordination exists between coordinat
ing mechanisms. If this can be achieved by close integration or contrary by an 
increasing separation again is an open question.
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Federal Aspects of Corporate Law and Economic Theory

R ic h a r d  M. B u x b a u m  

Berkeley

Introduction

Economic theory still enjoys an uneasy relationship with legal doctrine (Bux
baum, 1984). It can be an aid to understanding, and thus to the proper 
formulation of good doctrine; it can also be an aid for mystification, and thus to 
the legitimation of good, bad or indifferent doctrine (see Cooter, 1982). The one 
thing it probably cannot do is itself to prescribe the good;1 but at its most useful 
it should assist the law-maker and law-applier in transforming the prescribed 
value into the prescribed action.

A particularly fruitful example of this tension-filled relationship is the eco
nomic analysis of legal rules in the field of economic law and within that in the 
area of company or enterprise law. If the production of aggregate wealth -  the 
efficient allocation of resources -  has any claim to being a primary social value, it 
is in this field of law that it should find expression. This is not to say that in 
economic law or in interprise law efficiency is destined to be the primary let 
alone sole value statement, but that its competing claim to consideration is 
inherent in the subject matter in a visible and significant sense. Efficiency 
considerations exist in and can illuminate criminal law and family law, but more 
as marginal corrections of exorbitant efforts to implement other values. In at 
least the company and perhaps the enterprise area of economic law the situation 
rather is reversed.

This is a typically American way of looking at the field -  it derives from the 
English utilitarian heritage and not from the Continental concern with produc
tive activity as a major element of human liberty. For present purposes, however,

1 But there is the possibility -  whether seen as opportunity or risk -  that the “mic
roeconomic morality in which value is perceived as strictly individual, private and 
subjective” best characterizes the Anglo-American common law as a value system; cf. 
Michelman (1980:137, 139, 151). As Michelman elsewhere points out (1978), this is 
easily characterizable as a normative concept.

For the most explicit recent claim of a common law value system -  that of private 
wealth maximization facilitation -  see Posner (1980). For a critical rejection of the 
concept, see Dworkin (1980).
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this difference in provenance can be ignored. The subject under discussion is not 
the basic question of economic freedom in the sphere of human activity 
generally, but the narrower question of the usefulness oLcertain quite specific 
economic theories to quite specific enterprise law issues. The two specific 
theorems to be discussed are the so-called efficient capital market and corporate 
control market hypotheses, and a pair of related theories focusing more specifi
cally on federalism in economic affairs -  the public choice theorem and the 
slightly broader bundle of public finance theories. The latter two are reviewed 
because of their common concern with the political and legal implications of 
federalism. They are applied, in the following discussion, to the specifically 
federal aspects of enterprise law, a matter of substantial concern both to the 
existing legal order in the United States and to the evolving legal order of the 
European Community.

The economic theory-legal doctrine relationship within which these theories 
will be analyzed is that existing in the United States. Therefore, a doctrinal 
presentation of American jurisprudence and (for reasons to be given, only 
secondarily) of American legislation is the center of the legal component of this 
discussion. Before this is undertaken, however, a few qualifications about the 
comparative value of the effort are necessary. They stem from two important 
cultural distinctions, which however well-known need always to be emphasized: 
one of history and one of institutions.

1. Historical and Institutional Background

1.1. H istory

The American experience with the unification of corporate law does not provide 
directly useful lessons for current or even prospective European harmonization 
and unification efforts. The difference in hierarchical government organization 
between the American states early bound into a federal union and the European 
nations transferring only some governmental powers to a federal organization on 
a revocable basis is too great to allow such direct comparability, quite apart from 
deeper differences in the degree to which the respective units possess a shared 
language and history. Admittedly, the one area exhibiting a common goal if not 
yet a common experience is that of economic union. It is therefore not surprising 
that of all American legal developments, those in economic law -  company law 
and even enterprise law not least within that category -  should most interest 
European legal scholars as providing useful analogical lessons. There is also a 
deeper if less articulated reason for this interest. Economic union is or may be the 
pathbreaker to more pervasive federal developments. Jean Monnet’s famous 
vision of a politically united Europe echoes the experience of the American 
colonies: As Justice Rutledge felicitously phrased the colonists’ fate, “ [T]hey 
founded a nation, although they had set out only to reduce trade restrictions.”2

2 See (Justice) Rutledge (1947), as quoted in EEO C  v. Wyoming, 103 S. Ct. 1054 (1983)
(Stevens, J ., concurring). Another well-known recent call echoes that experience, too -
that of Max Frisch: “Wir riefen Arbeiter, und es kamen Menschen.”
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In these circumstances, an inquiry into the relation between the institutional 
concerns of federal organization and the social concerns of economic organiza
tion should interest legal scholars of both systems, no matter how historically 
qualified the inquiry’s value may be. The following discussion of course can do 
no more than begin that inquiry, and even then is limited to the company law or 
at most to certain aspects of the enterprise law sector of the entire field. 
Nevertheless, some currently useful hypotheses can be gained from even a 
limited and preliminary discussion.

Two important points of difference between the two systems should be stated 
at the outset. The American Constitution does not ensrhine any particular form 
of economic organization. The nation (and not only the state) is constitutionally 
obliged to compensate any person for property taken by it, but then is free to 
embark on any form of mercantilist or socialist form of enterprise activity its 
representatives may choose (U.S. Constitution, Amendment XIV). It is less clear 
whether the Treaty of Rome is as neutral towards the form of economic 
organization the European Communities (or at least the original European 
Economic Community portion thereof) may choose to adopt.

The second point of difference concerns the legal instrumentarium available to 
the federal government for the achievement of politically desired levels of 
centralized law in the field of enterprise activity. The rules for accomplishing this 
purpose were embodied in the original Constitution at a level of detail that is 
missing from the organic acts constituting the European Common Market. This 
difference resides not so much in the substantive as in the procedural or 
institutional provisions. The substantive provisions -  a strong grant of affirma
tive legislative power to the central government in matters bearing on interstate 
and foreign commerce (Article I, Section 8, part 3), and a strongly worded 
Supremacy Clause giving preemptive power to federal legislation enacted under 
the commerce clause (Article VI, part 2) -  are perhaps somewhat more explicit 
than their parallels in the Treaty of Rome but not qualitatively different. 
Different is the institutional material, preeminently the establishment of a federal 
supreme court and the authorization, immediately used, for legislative establish
ment of a federal court system (Article III, Section 1).

1.2 Institutions -  and Their History

Even these institutional provisions, however, do not themselves differ dramati
cally from those of the Rome Treaty. One needs to add the historical and 
political context to round out the picture. Courts and their role are the 
institutional variant earlier alluded to in warning about the legal-cultural limits 
on the transferability of the American discussion to Europe. This institutional 
variant, however, also has its own historical aspect.

The recently coined aphorism that the early Union was a “government of 
courts and parties” , (Skowronek, 1982), expresses the point in shorthand fash
ion. The social reasons why these, and not traditional European state instru
ments, early were and long remained the primary American forms of govern
ment are in general well understood and in any event lie beyond the scope of this
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discussion. The way in which this context bears on the early legal developments 
that set the still-enduring framework for the role of federal actors and policies in 
government regulation of economic activity does, however, need brief explana
tion.

The importance of courts in this government of courts and parties is reflected 
in the substantive importance of the three early Supreme Court decisions that 
created the federal component of the American “economic constitution.” In 
Marbury v. Madison3 the Supreme Court arrogated to itself the right to declare 
federal laws unconstitutional and thus to nullify them. In McCullough v. 
Maryland4 it declared its right to nullify state law that it interpreted as violating 
the federal Constitution. And in Gibbons v. Ogden5 it laid down for future use 
the doctrine that the federal Commerce Clause, standing by itself and without 
the support of specific federal legislation enacted under its authority, could bar 
state legislation interpreted to be inconsistent with the “common market” 
envisaged by that clause. It is an important insight into the role of the Supreme 
Court in the federal government structure to realize that this decision established 
a court-controlled “negative Commerce Clause” well before events required the 
full development of a legislature-controlled “affirmative Commerce Clause” .

For almost a century after the formation of the Union, the preemptive thrust 
of federal economic legislation was not of major concern. Except for a few 
problems of infrastructure development, the United States had not yet faced the 
need for a “national order” (Wiebe, 1967:xiii); not even the Civil War brought 
more than temporary centralizing legislation into play though it did hasten the 
technological changes that soon would set the stage for the march of federal 
legislation. When that march did begin, it was again the Supreme Court which 
led the way. It created both affirmative federal jurisdiction through its slowly 
expanding view of permissible federal action under the affirmative Commerce 
Clause and it used that legislation aggressively to preempt potentially conflicting 
state regulation under the Supremacy Clause.

It is no surprise, of course, that the economic activity whose facilitation or 
regulation was at stake was to an ever greater degree carried out by private 
corporations, and by ever larger ones. Early restrictions on the right of cor
porations -  creatures of a particular state -  to function on a nationwide basis 
soon were swept aside as these two aspects of the Commerce Clause achieved 
greater scope and power. The corporations’ right to function under this national 
banner was more important than their right to be treated as other persons for the 
purpose of enjoying the protection of the due process and equal protection 
clauses of the 14th Amendment. The decisions establishing that right did, 
however, plant the seeds for a future development of substantial importance 
today, the imposition of a “ free enterprise” economic philosophy on the states 
through the division of powers jurisprudence of the Supreme Court as this 
jurisprudence grew from the affirmative and negative Commerce Clause cases.

3 1 Cranch. (3 U .S.) 137 (1803).
4 4 Wheat. (17 U .S.) 316 (1819).
5 9 Wheat. (22 U .S.) 1 (1824).
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Looking back at these developments from the middle of the Great Depression, 
and with the intention of buttressing the Supreme Court’s maximal interpreta
tion of the Commerce Clause as permitting the widest scope of regulatory 
legislation thereunder, Justice -  then still Professor -  Frankfurter coined a well- 
known aphorism: “So far as the states were concerned, if Congress chose not to 
regulate, laissez faire was the regulator” (Frankfurter, 1937:100). Institutional as 
well as ideological factors were at work in shaping the reality he so characterized. 
Since the states clearly were the subordinate partner in the federal partnership, 
only their regulatory or restrictive, not their facilitative or enabling lawmaking 
could create a tension between the two legal systems. Freedom offered by the 
junior partner is a problem for the affirmative Commerce Clause only; i.e., it 
takes explicit federal law to override or collide with state inaction, and the reach 
of that law into relatively local spheres is a question of the scope of the 
affirmative Commerce Clause. Only when the federal regime is the laissez faire 
one, and by definition devoid of specific legislation, can a “negative” collision 
arise between the federal sphere of inaction and a state regime of regulatory 
action.

Recent Supreme Court jurisprudence, by a court a majority of whose mem
bers are committed to a fairly explicit liberal economic philosophy, has brought 
this lesson home. Two examples illustrate this new confirmation of an older 
perception and will be briefly discussed here, though this will require a detour 
into some rather technical corporation law concepts.

In Edgar v. M ITE C orp.f the Court invalidated a typical state law regulating 
the phenomenon of tender offers or takeover bids. A tender offer is an offer by 
one entity, made directly to the shareholders of another, to purchase all or more 
frequently only a controlling part of that stock, usually in exchange for securities 
of the offeror though sometimes for cash. Various tax, financial and tactical 
considerations cause these offers to be made suddenly -  especially if they are not 
made in cooperation with the management of the target company -  and to be 
open only for a limited period of time. They are often followed by a second stage 
full-scale merger between the offeror and the target company; indeed, a plan to 
proceed to that stage often is publicly announced as part of the tender offer. In 
part because the offeror would then be in control of the target company and 
could dictate the terms of the second exchange offer, shareholders of the target 
company reasonably may feel themselves to be under a mild form of economic 
duress already from the start, and thus feel obliged to tender their shares 
pursuant to that first offer under less than truly voluntary conditions. In addition 
other groups interested in the target company, particularly its workforce and its 
locally dependent communities, may as “outsiders” fear the consequences of the 
control shift.

Federal law regulates the takeover phenomenon, but only from the standpoint 
of investor protection; and does this, pursuant to the general philosophy of 
securities regulation, simply by ensuring adequate disclosure of material infor-

6 457 U.S. 624 (1982).
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mation to the solicited shareholders of the target company.7 It provides no 
substantive review let alone control of such mergers except for an important but 
specialized review from the perspective of antitrust regulation.8 As a result, many 
states enacted a specialized form of traditional “blue sky” regulation to subject 
proposed mergers and takeover bids to regulatory scrutiny, usually from the 
viewpoint of more paternalistic investor protection though in fact and in their 
procedures a concern with workplace protection was clearly apparent. It is this 
legislation which the Supreme Court struck down, in part on the ground that the 
jurisdictional claim at least of the actual statute under consideration was exorbit
ant, and in part because even the delay in the completion of tender offers brought 
about by that resolution, by constraining shareholders in their right to dispose of 
holdings on the stock market, interfered with the efficient allocation of resour
ces.9 In those two grounds the institutional and the ideological strands of the 
negative Commerce Clause jurisprudence are perfectly reproduced.

The second example is a preemption case, in which the Supremacy Clause is 
used to give a federal statute preemptive effect over an arguably conflicting state 
regulation. In Southland Stores, Inc. v. Keating, 10 the Supreme Court struck 
down a provision of a state statute which had forbidden recourse to arbitration in 
disputes arising from a franchise agreement. Because franchise contracts create 
investor protection problems similar to those created by purely passive invest
ment in securities, California subjected them to state regulatory scrutiny much in 
the manner of the “blue sky” regulation of ordinary issues of securities. It has 
long been an article of faith at both federal and state levels that certain issues of 
public law are too important to be left to private dispute resolution between 
parties one of whom is the beneficiary of that public law.11 Securities regulation 
is the classic example of that situation, and the non-arbitrability of securities 
regulation problems indeed is a federal doctrine, and a court-created doctrine at 
that.12 Accordingly, the state followed a clear and long accepted policy when it 
forbade arbitration of such investment-related franchise disputes.

Despite the 50-year history of this doctrine, however, the Supreme Court 
decided that the Federal Arbitration Act of 1925, which removes the bar on the 
enforceability of agreements to submit future disputes to arbitration for all 
contracts involving interstate commerce, has with the passage of time and liberal 
interpretation of its terms sufficiently taken on the cast of a substantive federal 
policy in favor of arbitration to preempt the described state provision. While a 
desire to reduce the overload of the federal judiciary in the area of diversity 
jurisdiction may have played a role in this surprising decision, it is a clear 
example of the present Court’s distaste for “excessive regulation” of enterprise 
activity, in some ways even more clearly an example of the ideological side of this 
institutional-ideological jurisprudence than is Edgar v. MITE.

7 Williams Act, 15 U .S.C .A . Secs. 78m(d)-(e), n(d)-(f).
8 This is the function of the Hart-Scott-Rodino Act, 15 U .S.C .A . Sec 18 (a).
9 Edgar v. MITE Corporation, 475 U.S. 624 (1982).
10 104 S. Ct. 852 (1984).
11 See the early and influential statements of this position in Kronstein (1944:36).
12 Wilko v. Swan, 346 U.S. 427 (1953).
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2. The Role of Economic Theory

2.1 The Institutional Problem of Economic Analysis

It is now appropriate, at the start of the actual inquiry into the role of economic 
theory in the formulation of legal doctrine, to revert to the original warning that 
institutional as well as historical particularities limit the comparative utility of 
any such examination. The courts are the institutional particularity; and that is so 
for institutional as well as for the just-described historical reasons.

American judges, and not only federal judges, enjoy great autonomy, in 
doctrinal as well as in political terms. Much legislative not to mention regulatory 
power now resides in them, in part yielded in part seized. In many areas of public 
law neither the authority nor the expertise of the executive branch holds them in 
awe; and the legislative branch, when it is not kept at bay by constitution- 
conjuring, plays over the courts like summer lightning, with more rumbles than 
strikes. With the partial exception of foreign relations,13 the raison d'etat no 
longer evokes their respect; while the argument that “you haven’t read the 
cables” not only has been dissipated by the fitful quality of decisions made by 
those who have, but is not legitimate when those cables -  that information -  have 
been or are supposed to have been submitted in evidence to the courts.

Paradoxically, however, the awe before authority and competence which has 
been dissipated in this secularized judicial setting when claimed by the state is 
reentering the courts when claimed by the corporation. “You haven’t met a 
payroll” is the new parole, and the raison d'entreprise the new constraint. It is 
not a constraint generated by the force of economic analysis (Buxbaum, 1984). It 
stems, rather, from institutional inexperience with the interior functioning of 
ever larger and perhaps ever more complex private economic actors, and from 
institutional fears of causing harm by interfering with mechanisms that, unlike 
public mechanisms, are not (yet?) found to be transparent and are thus not (yet?) 
adequately understood. This new constraint is aggravated by the courts’ reluct
ance to embark on these difficult journeys at the instigation of politically and 
economically unaccountable complainants. The accident that much corporate- 
related litigation is contingent fee litigation, and that the often nominal plaintiff 
can be little more than a passport for the attorney’s entry into this litigation arena 
and its private rewards, can understandably, if inappropriately, contribute to 
judicial acceptance of various arguments permitting serious inquiry into the 
merits of the particular dispute.

In this situation economic theory, or at least those economic theories that 
purport to demonstrate the adequacy of various markets to control various types 
of corporate behavior, can play an important and potentially dangerous role both 
to confirm and to mask this institutional non liquet position. It therefore 
becomes all the more important to analyze their validity and their utility in the

Dames & Morre v. Regan, 453 U.S. 654 (1981); and compare tel Oren v. Libyan Arab 
Republic, 726 F. 2d 774 (D.C. Cir. 1984) with Filartiga v. Pena-Irala, 630 F. 2d 876 (2d 
Cir. 1980). But cf. Trimble (1984:317).

13
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formulation of legal doctrine. The two Supreme Court opinions just discussed, 
and in particular the transaction at issue in Edgar v. M ITE , provide an 
opportunity for at least a first, limited effort in that direction.

2.2 Efficiency-Apotheosizing Hypotheses: The Takeover Bid Phenomenon 
As a Case Study

If modern efficiency theorems provide the scientific basis for a legal rule based 
on liberal economic principles, it should be possible to test the results in these 
two paradigmatic cases from that perspective. Two candidates for the role have 
been presented in recent years; one has been explicitly adopted by the Court, the 
other by inference.

(1) The Efficient Capital Market and the Market for Control 

(a) Statement
The efficiency-enhancing role of takeover bids has been much discussed recently, 
(see Easterbrook and Fischel, 1981:116; Gilson, 1981:819). That role or possibil
ity itself rests upon a concept known as the efficient capital market hypothesis, 
which suggests that the market price of a stock reflects all material information 
known about the issuing company and absorbs information efficiently.14 In its 
weak form this represents no more than the tautological observation that 
available information is reflected in market prices; in its strong form it suggests 
that even secret, inside information reaches the market quickly because of the 
activities of insiders as understood by those financial intermediaries whose 
competitive business it is to learn or and react to all company-specific informa
tion as quickly as possible. Indeed, this is the concept that in turn led Manne to 
recommend that insider trading be allowed because of its salutary institutional 
effect on a functioning stock market (Manne, 1966).

The efficient tender offer hypothesis suggests that on the assumptions of the 
efficient capital market hypothesis, a tender offer at a price above the market 
price typically or at least frequently demonstrates that at least in the eyes of the 
offeror, the resources of the target company are not being managed to their 
optimal use (Fischel, 1978). The reason for the inefficient current use of the 
resources is irrelevant; it may lie in the ability of the offeror to combine them 
with other resources in a synergistic way, or in the poor quality of current 
management. The important point of the tender offer is its efficiency check on 
current management of those resources. This is an important benefit to investors, 
whose ability to monitor or to replace current management through use of their 
aggregate voting power is relatively weak if not illusory. Therefore, tender 
offers, especially hostile ones, should be encouraged, not hindered.

As the argument of Edgar v. M ITE  demonstrates, a simplistic version of this

14 The original statement of this thesis in its developed form is that of Fama (1970:383). For 
recent consideration of its implications in the field of securities regulation generally, see 
Easterbrook (1982:308).
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theorem was adopted by the Supreme Court.15 It is a theorem which the 
lawmaker of course could override; efficiency is not a right but only a necessity, 
sometimes not the only or even the most important necessity. The Court, 
however, did not rest its conclusion upon the argument that the federal tender 
offer legislation in fact had chosen this efficiency theorem and by doing so 
demonstrated its hostility to overriding state legislation; Justice White, the 
author of the plurality opinion, did so but failed to carry his colleagues. The 
majority rather based this conclusion upon the far more powerful basis of its 
own, quasi-legislative interpretation of the negative Commerce Clause. It is the 
Constitution, in short, which according to the Supreme Court embodies this 
present-day version of Social Darwinism.

(b) Critique
The efficient market for control theorem, built upon an efficient capital market 
hypothesis, can be criticized from a position which shares a concern with 
allocative efficiency as well as from a base of other values. The latter are 
illustrated by a statute which would explicitly subject takeovers to regulatory 
approval on the basis of distributive justice or other non-efficiency related values, 
such as a workplace protection test. The suspicion that such considerations lurk 
behind state takeover bid control statutes probably played a part in the result if 
not the reasoning in Edgar v. M ITE. This analysis, however, is beyond the scope 
of this paper and will not be reviewed here.16 It replicates, the effort to extend the 
scope of traditional company law to the concerns suggested by the term 
‘enterprise law.’

The critique from within an efficiency frame of reference, however, while 
narrower is more central to traditionally defined company law, being limited to 
the investor (owner) -  management relationship. It can be argued, though not yet 
conclusively demonstrated, that efficiency considerations do not necessarily 
require maximum freedom for takeover efforts even apart from disclosure 
requirements. The major arguments have to do with the actual ability of even 
organized stock markets to fulfill their value-determining function, and the 
particular methods by which takeover bids may coerce target company share
holders to accept offers against their will.17

The stock market issue arises because of the question whether the much-noted 
separation of ownership and management, which has separated the governance 
from the financial aspects of share ownership, operates to constrain or to 
augment management’s control over the price of the factor capital. The power of 
large corporations, powerful in their product market setting, to bargain with 
other factor providers let alone with customers at least as equal if not as 
dominant parties is not seriously debated in general, no matter how it can be 
debated in (important) detail.18 Only as to the ‘price’ of stocks in trading markets 
is this general argument not accepted, not even in general. Yet it can be argued,

15 457 U.S. 624 (1982).
16 The argument on this basis is presented in Buxbaum (1984a).
17 On the following, see the extended analysis in Buxbaum (1984).
18 For the major works bridging the gap between antitrust-oriented industrial organization

Digitised version produced by the EUI Library in 2020. Available Open Access in Cadmus, EUI Research Repository.



Federal Aspects of Corporate Law and Economic Theory 283

and supported by at least suggestive evidence, that the same “organizational 
surplus” which the modern large corporation has captured from its external 
relations can be used to insulate it at least in substantial part in its “internal” 
relation to the price of its own shares.

The bidder in a takeover may act not because of an expectation that the 
target’s operations might be more efficiently structured but for two other basic 
reasons. The target’s stock may be “ institutionally” undervalued because of 
dysfunctional stock markets (effect of institutional holdings; of target manage
ment’s ability to capture “excessive” proportions of profits; of owners’ dysfunc
tional short-range expectations of management; of owners’ change in risk 
aversion weighting because of the increasing transferability between different 
forms of surplus investment; etc.) (see in particular Lowenstein 1983:249 and 
Coffee 1985:1145). Only a few of these causes may signal suboptimal use of 
resources in the sense of “efficient takeover bids.” The bidder also may act, or 
because of the first set of causes may be free to act, for reasons unrelated to 
efficiency, but stemming instead from internal power or prestige motives, or 
from the dysfunctionally easy availability of external credit to underwrite the 
bid, and so forth.

All of these are at this stage only categorical arguments, not factually 
buttressed; but if credible even to a degree, they may well undermine the 
efficiency argument that favors of maximum freedom to engage in these transac
tions. The bidding process may, of course, in some or even in many cases 
generate wealth transfers from the owners of bidders (or of their banks) to the 
owners of target companies, (see Bebchuk, 1982:1034; Gilson, 1981:853). That, 
however, is both a different justification and one much more randomly applic
able than the asserted efficiency justification.

' (2) Public Choice Theory 

(a) Statement
Another important economic theorem supporting laissez faire economic policies 
also might be considered. Associated at least as to its legal policy implications 
with Buchanan,19 it suggests that just as competition among suppliers of private 
goods ensures the efficient allocation of resources via mechanisms associated 
with the “invisible hand” , so competition among providers of public goods may 
under specified circumstances achieve efficiency in the allocation of resources. It 
lies in the nature of public goods that ordinary pricing signals from their users do 
not function to allocate resources to their respective production efficiently, for 
reasons associated with positive externalities and the free rider phenomenon. On 
the other hand, informational and bureaucratic distortions associated with

literature and this “ internalization” of market power in management structure and 
function, see Chandler (1977), and the more economics-oriented Marris (1964), and 
Williamson (1975). See also Williamson (1981, 1983).

19 The concept is generally taken to have originated with Samuelson (1954:387), and to 
have been developed by Musgrave (1959). It then was used extensively for its public 
policy implications, including legal implications, in Buchanan (1968).
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command decisions to produce public goods also prevent or at least fail to ensure 
the efficient allocation of resources. Thus, where some market-mimicking signals 
can be developed, an effort to use them in these decisional processes should be 
encouraged.

One special aspect of this concept is relevant to the law-making process itself. 
A state with a monopoly of the law-making power may be less attuned or less 
inclined to the efficient production of public goods than one which itself needs to 
compete with equal sovereigns for the attraction and retention of private 
productive resources, be they human or capital resources.20 The issue involves 
law in two ways: as a condition for consideration of the problem (monopoly 
over the law-making authority); and in its substantive sense as the public good 
under discussion, either in and of itself or as a preliminary necessary condition 
for the production of some other public good. Underlying the entire concept, of 
course, is the call for recognition of the fact that distributive goals of public 
authority are not costless, a call that in turn can reflect either a truism or a 
specific value orientation concerning the myriad potential conflicts between 
allocative and distributive social goals.

As it happens, proponents of the latter vision of this concept have used it in 
exactly the area of concern here, the question of competence to enact corporation 
law (see Winter, 1978; Kitch, 1982). It is a well-known though endlessly debated 
situation that under judicially evolved choices of law principles, the law of the 
state of incorporation is taken to govern the internal affairs of the corporation -  
the relation among shareholders, between shareholders and the corporation, and 
between directors (management) and the corporation21. As a result, a race of 
laxity (of rules in favor of managerial supremacy) began in the latter part of the 
19th Century, a race which by the 1960’s had been won by the state of Delaware 
(Conard, 1976:14; Cary, 1974). Inevitably calls for either federal corporation law 
or for federal minimum standards as a floor to state corporation law were again 
heard, as they had been from time to time in the past (Cary, 1974). This time, in 
defense of the position that Delaware law could not be so one-sided as was 
claimed or investors long ago would have signalled their displeasure by investing 
in non-Delaware corporations, the new argument borrowed from public choice 
theory was available. It weaves together the categorical concept of the public 
choice position and a type of efficient market position similar to the one 
previously described. The combination was well stated by Professor (now Judge) 
Winter:
Neither Delaware’s code nor the case law interpreting it is perfect -  no code is . . .  But in 
the case of corporation codes there is a mechanism which, over time, reasonably guarantees 
to shareholders and management alike a proper legal system to govern their relation in the

20 Winter (1978) argues that it is precisely this monopoly which is to be feared, whereas 
competition among the states would lead to an “ improvement” (in facilitation of private 
transactions leading to efficient resource allocation) of each state’s performance. This 
concept is explicitly applied to the states of the early American Union, as a guide to the 
development of the Common Market, in Kitch (1981).

21 For the traditional American doctrine, see Restatement (Second), Conflict of Laws Secs. 
296-310 (1971); cf. Conrad (1976:14).
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capital market. That process is the very one reviled by proponents of federal intervention: 
competition among the states for corporate charters.

A state that rigs its corporation code so as to reduce the yield to shareholders will spawn 
corporations which are less attractive as investment opportunities than comparable corpo
rations chartered in other states or countries . .  .

Considerations of the capital market make it not in the interest of management to seek 
out a corporate legal system that fails to protect investors, and the competition among 
states for charters is generally a contest to determine which legal system provides an 
optimal return for both interests. Only through that competition between legal systems 
can we perceive which legal rules are most appropriate for the capital market. Once a single 
legal system governs that market, we can no longer compare investor reaction. Ironically, 
in view of the conventional wisdom, the greater danger is not that states will compete for 
charters but that they will not. (Winter, 1978:43).

Before the implications of this approach for state tender offer statutes are 
considered, two comments about the significance of Winter's comments in their 
own context may be appropriate. Considering the ease with which an existing 
corporation may reincorporate in another state by the simple art of voting 
therefor, the choice of law principle in essence permits “ the corporation” to 
choose its own internally governing law as in the case of any contract, and to 
apply the new law even to preexisting internal relationships. Secondly, consider
ing the institutional realities of large company structures, this is a decision 
initiated by management, and ratified by shareholders under the same conditions 
of apathy and anomie as characterize their investment relationships generally 
(Buxbaum, 1984).

(b) Critique
That, in turn, leads to the underlying problem with expecting the law-making 
competition among states to signify anything. The limited and partial “ invest
ment” of any given shareholder's totality of passions and interests in his minor 
diversion of occasional surplus savings to a pool comprised of millions of fellow 
shareholders, and the relative fungibility of the 500 or so conglomerate pools 
among which this kind of investment choice can be varied, make the image of 
states fine-tuning their laws to accommodate vibrant and alert investors with 
significant interests at stake more of a caricature than a model.

The real problem, in other words, is the proper characterization of sharehold
ers as producers to be controlled or consumers to be protected; i.e., as powerful 
actors enjoying the less than fully competitive structure of markets or as weak 
actors facing those structures (Buxbaum, 1984). The harmony of managers’ and 
investors’ interests as they benefit from their corporations’ power in the market
place does not guarantee a harmony of interests as they seek to apportion the 
fruits of that power between themselves. That commonplace observation under
lies federal investor protection legislation which, in its embodiment in the federal 
securities laws, concentrates on full disclosure to present or potential investors of 
company-specific material information. It also underlies state shareholder pro
tection legislation (and especially jurisprudence), which concentrates on substan
tive legal rules concerning governance (as well as some investment) problems22.

This contrast in approach is well expressed in the early cases involving the effort to22
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This implies, however, that the state needs to be free to disregard the unequal 
parties’ distorted though contractual choice of law process; which in turn means 
disregarding, if necessary, the traditional orientation of the law governing the 
internal affairs of the corporation to the state of incorporation. Otherwise, the 
state’s choice of appropriate policies as a matter of substantive law would be 
rendered meaningless. In the actual field of contract law, for example, substan
tive rules protecting the weaker party have been supplemented either by statut
ory choice of law rules (as in the case of explicit consumer legislation) or by 
judicially initiated common law revision of choice of law doctrine in favor of the 
forum state or the state with the most significant relation to the transaction (as 
has happened particularly when the forum state’s statutes or precedents have 
embraced new substantive contract doctrines such as adhesion rules and the 
like)23.

It is just here, however, that the corporation law proponents of public choice 
doctrine protest state claims. The already described tender offer legislation is the 
occasion of the following effort to deny state competence to legislate, again from 
Winter; and it again reveals a questionable admixture of competitive capital and 
management market assumptions with public choice insights:
Takeover statutes, however, although they involve trading in shares, regulate the market 
for management control and may well serve as a vehicle for monopolization even at the 
state level. . .  In these circumstances, profit maximizing on behalf of the corporation -  that 
is, providing for easy takeovers -  may not be in managements’ economic self-interest.

The competition among states for charters may provide inadequate protection in the 
case of takeover statutes. Existing management of many corporations can be expected to 
lobby for such laws, and the ability to reincorporate without difficulty may pressure states 
into passing takeover statutes to prevent or to induce reincorporation . . .

. . .  Takeover laws apply not only to corporations chartered in a state but to all firms that 
have their principal offices there. Because they apply even when all shareholders reside 
elsewhere or are scatterd among the states, the competition for charters is not the 
significant factor in the state’s legislative judgment . . .

The extraterritorial features of takeover statutes restrain the competition among state 
legal systems for corporate charters . .  .

There is, therefore, a case for federal regulation protecting competition in the market for 
management control . . .  (Winter, 1978:43).

This is an argument against any state claim of legislative or subject matter 
jurisdiction breaching the extreme “party autonomy” notions of contract that 
underlie the classical choice of law doctrine in the substantive field of contract 
and corporation law.

As such, it flies in the face of two major modern perceptions: the general 
recognition that contract law in its substance may have to interfere at least in

insinuate “ internal governance” rules into federal securities regulation doctrine via the 
protean implied tort remedy derived from SEC Rule 10b-5. See particularly the 
discussion in the contrasting cases of O ’Neill v. Maytag, 339 F. 2d 764 (2d Cir. 1964) 
and Ruckle v. Roto American Corporation, 339 F. 2d 24 (2d Cir. 1964). Cf. generally the 
succinct overview in Jennings and Marsh (1982:944).

23 This is most explicitly suggested in Professor Cavers’ “better rule” conflicts principle; 
see Cavers (1965); see also the recent but more traditional approach of Kozyris (1985:1).
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those exchange relations that are not the expressions of socially and economically 
uncoerced will;24 and the special recognition that corporations are substantial 
and enduring institutions and therefore poor candidates for the unreflective 
application of principles of contract law and party autonomy, even to their 
internal governance (Buxbaum, 1984). In the latter case the probable inequality 
of bargaining power is not a necessary condition; that is, even equal parties 
joining to create a corporation may have to be subjected to special legal rules 
because of those rules’ spillover or reflexive benefits to third parties.

2.3 Fiscal Federalism Theory: Political Economy and Legal Doctrine

Under these circumstances the “competition between states” to produce “effi
cient law” cannot be limited to the production of laws that in effect and in their 
own substance and goal merely reproduce efficiency.

It is to this argument that the well-known categorization of governmental 
fiscal goals/functions in a federal system is particularly appropriate. This ap
proach, developed by Musgrave,25 separately identifies allocative, distributive 
and stabilizing goals, and suggests both categorical and empirical reasons why 
the state or the nation may be better positioned to enact laws pursuing one or 
another of these goals. It supports the public choice argument in tendency, but 
makes clear that matters of degree, not of kind, are critical to a fiscally sound 
division of powers in this area (Musgrave and Musgrave, 1976:627).

In tendency, the stabilizing goal of a price policy may be easily defeated by the 
influx of goods from outside the subordinate state sovereign’s borders26.

Countermeasures, placing imports under the same constraint, would relatively 
quickly lead to interference with a constitutional mandate favoring free com
merce and the condemnation of such state legislation. The allocative (or effi
ciency-supporting) goal of overcoming market failures by providing a public 
good as infrastructure (a fire department, a road, a school), by contrast, may be 
attainable relatively easily within such a state without the need for extraterritorial 
supplemental measures. This depends simply on the congruence between the 
benefit area and the tax-imposing political unit. In that case the constitutional 
warning against interference with national commerce is less often triggered.

This approach can be applied to the intangible spheres of commerce at issue in 
company law such as trade in shares of stock, and to the even more removed 
concepts of markets in control or in information. It helps to identify the degree 
to which state regulation infringes upon companies, investors and markets

24 The general recognition and acceptance of this principle is reflected in the well-known 
Article 2-302 of the Uniform Commercial Code, with its Civilian-derived “good faith 
performance of contracts” norm.

25 For this important categorization of governmental policies/goals, see Musgrave and 
Musgrave (1976, chaps. 1, 29, 30).

26 See Musgrave and Musgrave (1976), and Oates (1972:7). For a demostration of the 
essentially factual nature of resource mobility and state control accomodation, see 
Inman and Rubinfeld (1979:1662).
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elsewhere, and thus to identify the elements of market impact on the one hand 
and of state interests on the other, whose “balancing” , to put it inexactly, it is the 
function of the courts to achieve under the discretion claimed for them by the 
Supreme Court’s traditional Commerce Clause doctrine.

The emphasis on the state’s interest as one element of this process, highlighted 
by this fiscal theory’s categorization of goals, also is a useful reminder that no 
one of the three values is primary in constitutional value terms. Each of the three 
goals is in a categorical sense a legitimate expression of sovereignty, however that 
may in turn be subject to the further constraint of federalism (see Buxbaum, 
1984a). Indeed, one might argue more generally that of the three goals of 
economic legislation -  efficiency, distribution and stabilization -  efficiency is the 
one that in a free enterprise system cannot be commanded but only observed. It 
is the outcome of market forces which in turn function within the distributive 
and stabilizing framework -  i.e., the property or entitlement framework -  set by 
law.

If that is so, or even if there prevails only the special situation of a modern 
legal system struggling to maintain a free economic order against the exigent 
institutional distortions that threaten to create order in the name of freedom, the 
role of the states as competing providers of those public goods called laws needs 
to be honored beyond the minimal conditions suggested by Winter. The states’ 
role legitimately involves more than the providing of a facilitative regime; i.e., a 
regime of freedom of contract. By definition, therefore, it involves a larger 
jurisdictional claim in the corporation law field under discussion than that easily 
avoidable claim to govern only “its” corporations which Winter allows it. Some 
extraterritorial sphere of influence is an inevitable component of the very 
concept of state law once the states’ right to attempt to promulgate norms with 
distributional or stabilization goals is acknowledged.

This acknowledgement is missing in the distinction between legitimate 
(facilitative/territorial) and illegitimate (distributive/extraterritorial) use of state 
legislative power posited by Winter; and it is missing in the absolutist view of an 
interference with national commerce posited by Edgar v. MITE. Winter argues 
that an unholy alliance among self-aggrandizing managements may lure states to 
enact exorbitantly extraterritorial protective legislation. In turn this will block 
the ordinary signalling effect of “wrong” laws. This justifies their constitutional 
prohibition (Winter, 1978:44; Romano, 1985). While Winter does not explicitly 
argue for a stringent or absolute prohibition, the logic of his approach seems to 
leave little room for a moderate approach to that issue27. The probability that 
investment will flee from states whose takeover legislation sends investors a 
disinvestment signal is refuted on the ground that the law cannot be avoided by 
shifting the investment elsewhere, without any consideration of the cost to a 
state of embarking on such an adventure (and without recognition of the equally

27 This absolute constraint assumption (“no extraterritorial spillover”) is implicit in recent 
criticism of the Supreme Court’s continued exemption of mandatory direct state 
cartelization of private producers from the Sherman Act; see Easterbrook (1983:23).
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important fact that most actual takeover legislation required substantial investor 
or workforce connection to the state before it applied)28.

That cost, of disinvestment, might take longer to hit home than the immedi
ately apparent cost of watching local companies reincorporate elsewhere; but it is 
also much more significant than the latter. Reincorporation removes no real 
assets or investment, disinvestment by definition does. If “competition in the 
production of law” among states is to be taken seriously -  if the public choice 
theorem is to be honored -  then the risktaking inherent in the very concept of 
competition cannot be avoided.

3. Conclusion

If Edgar v. M ITE29 and Southland Stores v. Keating30 are expressions of the 
public choice theorem, they teach an extremely sterile form thereof. The states 
are free to be impotent, and may only compete to maximize that freedom.

That is not the tradition of Commerce Clause doctrine, which as to inadver
tent state restraints teaches that the courts should by some imperfect (i.e., 
political) calculus balance the legitimate aim of the state enactment against the 
amount or seriousness of the restraint thereby imposed on the channels of 
interstate commerce31. By apotheosizing the day-to-day trading in securities as 
quintessential commerce, the Supreme Court gives excessive weight to the 
burden aspect, a matter I do not further pursue here (see Buxbaum, 1984a). By 
denigrating the aims of the state legislation -  indeed, by purporting to find 
none32 -  the court completes the fashioning of an absolute bar to state regulation 
of enterprise activity if that regulation focusses on the stock market for its 
implementation. That is the use of “competition” as a shibboleth, not as a social 
value.

It is not necessary to go so far in turn as to limit the Commerce Clause to 
acting only as a self-enforcing mechanism of state experimentation -  the revenge 
of the marketplace as it were. The lesson of “overreach” may be learned in the 
long run, but in the meanwhile substantial damage to the free flow of interstate 
capital, goods and services may result. The political judgment granted the 
Supreme Court by virtue of its reading of the Commerce Clause permits it to 
intervene whenever the mobility of factor flows, human and material, is signific
antly restrained by unrestrained state regulation. That may well depend more on 
the extraterritorial claim of the state regulation than on anything else, but 
certainly it should not depend on whether the goal of the state enactment -  if at

28 See the review in Comment (1982:689).
29 457 U.S. 624 (1982).
30 104 S. Ct. 852 (1984).
31 Pike v. Bruce Church, Inc ., 397 U.S. 142 (1970). See Eule (1982:425); Maltz (1981:47). 

The Court reduced the state interest in the “weighing” of state goal v. interstate 
commerce constraint to zero, by declaring it already fully provided for in the Williams 
Act (though the majority did not find that the Williams Act preempted state regulation 
as such), E dgar v. M IT E , 457 U.S. 624 (1982) at 644.
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all legitimate under traditional “police power” concepts -  is distributive or 
facilitative of existing entitlements (see Buxbaum, 1984a).

In that sense, the distinction observed by Winter can be useful. But the 
ciritical difference of approach is exactly the difference of degree. The values 
postulated by the Commerce Clause are political values of nationhood, not 
particular economic values33. The discretion first arrogated by and now legiti
mately residing in the Supreme Court is a discretion animated and legitimated by 
that primacy of political values. It is not an appropriate use thereof to enshrine a 
particular economic philosophy in an absolutist position of primacy as the 
governing norm for the federal intergovernmental relationship.

Whether this interpretation of recent American developments in the interac
tion of economic theory and legal doctrine has any relevance to the European 
discussion of legal integration is hard to judge. Many differences in the respective 
stages of already achieved economic and political integration stand in the way of 
an easy transferability of experience or evaluation. What probably remains 
common ground, however, is the rhetorical aspect of the interplay between 
economic theory and legal doctrine, a critical understanding of which is as 
essential a tool of legal education and legal schorlarship as it is of education and 
scholarship in the social sciences.
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