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Contract Governance: Dimensions in Law
and Interdisciplinary Research

Stefan Grundmann, Florian Mdslein, and Karl Riesenhuber

N
O
I. Introduction and Overview . r;x\\
7N
This book introduces and develops contract governanc &% new approach to
contract theory. It thereby aims at setting an internaritazl and interdisciplinary
research agenda for a modern contract law.! At its 4> contract governance com-
bines insights from governance research and Vé.nlact theory. As an umbrella
term, contract governance therefore covers p\f\\ us and very diverse issues of gov-
ernance in contract law and contract pragiide Sjust as corporate governance does
for company law and finance. -Q

In chis context, governance is defified «s ‘the institutional matrix within which
transactions are negotiated at ieettted’.? Governance regimes are necessary
where risks of opportunism o u! or the interests of third parties are involved.
In contracts, governance bectimes relevant whenever the contractual agreement
reaches beyond a mere diserete spot exchange, namely in long-term or network
relations and wheresté@ty/ators employ the mechanism of contract to pursue regu-

latory goals. The .1&&6} aim can apply as well to masses of parallel spot contracts,

. {5, . . .
as where, for instaiice, herd behaviour risks producing adverse effects. When ana-
lysing suchphehomena, contract governance can obviously draw on a number

of existing approaches such as institutional economics, incomplete contracts and
relational contracting, networks of contracts theory, regulation theory and private
ordering, elements of ordo-liberalism, and the insights of behavioural economics.
Governance research may well be seen as the scientific answer to major economic
or state crises—which would explain as well why conceptions of corporate and

! F. Méslein and K. Riesenhuber, ‘Contract Governance — A Draft Research Agenda,” (2009) 5
European Review of Contract Law 248—89 (with differentiation of four modes of contract govern-
ance, see Section IV of this Chapter); particularly close before, namely in the English literature: J.
Brownsword, Contract Law — Themes for the 21st Century (Oxford: Clarendon Press, 2nd edn,
2006); H. Collins, Regulating Contracts (Oxford: Oxford University Press, 1999).

2 O. Williamson, ‘Transaction-Cost Economics: The Governance of Contractual Relations’
(1979) 22 Journal of Law and Economics 233—61, 239 (and see also 235: ‘by governance structure
I refer to the institutional framework within which the integrity of a transaction is decided.)
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public governance developed earlier and why the time may now be ripe for con-
tract governance (see Section II of this Chapter). Contract governance proposes a
scientific answer that is oriented towards the long-term and is principally aimed
at overcoming the isolation of these different existing approaches to contract gov-
ernance and thus strengthening both their theoretical coverage and their realism.

By bringing these existing approaches together, contract governance opens up
new research perspectives. More importantly, contract governance approaches
contract law in its entire width. While Williamson and subsequent governance
research focussed almost exclusively on long-term contracts and on organizations
(corporate governance),’> markets and exchange contracts require and depend on
governance structures as well. After all, the global financial crisis has strikingly
shown the third-party impact of contractual arrangements, and it has also shown
that in the world of contracts, there is a high risk of mutual contagion because a
modern economy is often arranged in networks. In financial mar ontractual
transactions like collateralized debt obligations increasingly se}x’é@l ilar purposes
to institutions such as credit banks, and the crisis has sh '\Qhat market- and
bank-based financial systems pose similar governance cial®ms.* In the Markets
in Financial Instruments Directive (2004) (MiFID), a ia llel phenomenon, stock
exchanges and its contract-based alternatives, whicl\in fact compete with stock
exchanges, had been similarly regulated alreac{y @’7'(;04 Therefore, Part II of the
present work focuses on third party impact i ®icracting, while Parts III and IV
on the network and on the long-term chgfé"ér of the phenomenon of ‘organiza-
tion by contract’. Indeed, at a more fur?:gf\hd{tal level, exchange contracts on the
one hand and long-term contracts,@;lc other hand are not as fundamentally
different as governance research hith*ito seems to suggest. Both types of contracts
do not pose entirely separate i§sucs, but rather comprise part of a continuum.” As a
consequence, CONtracts as o.rgn,nrzation and contracts as exchange need to be seen
and analysed within a 'Q*nmon framework. Contract governance broadens the
perspective accordinﬁ'§

Contract goverr*{l\\t@, therefore stands for a holistic, comprehensive approach.
It does so also 'Qgp\;ue other important respects. First, the governance perspective
contribute%(a genuinely interdisciplinary discussion. As opposed to law and
economics, the range of disciplines that ‘collaborate’ has greatly increased, and

3 Williamson, n 2; K. Hopt, H. Kanda, M. Roe, E. Wymeersch, and S. Prigge (eds) Comparative
Corporate Governance — the State of the Art and Emerging Research (Oxford: Oxford University Press,
1998); J. McCahery, P. Moerland, T. Raaijmakers, and L. Renneboog (eds) Corporate Governance
Regimes — Convergence and Diversity, (Oxford: Oxford University Press, 2002); T. Clarke (ed)
Corporate Governance — Critical Perspectives on Business and Management (5 vols) (London/
New York: Routledge, 2005); K. Hopt, ‘Comparative Corporate Governance: The State of the Art
and International Regulation’ (2011) 59 American Journal of Comparative Law 1-73.

4 As a consequence, the regulation of shadow banking is intensively debated see, inter alia,
Financial Stability Board, Shadow Banking: Scoping the Issues (2011); European Commission, Green
Paper on Shadow Banking, COM(2012) 102 Final. On the variety of financial systems in general
see F. Allen and D. Gale, Comparing Financial Systems (Cambridge, MA: MIT Press, 2000).

> See S. Grundmann, “The Future of Contract Law’ (2011) 7 European Review of Contract Law
490-527, esp. 523-5; S. Grundmann, F. Cafaggi, and G. Vettori (eds) 7he Organisational Contract —
From Exchange to Cooperation in European Contract Law (Oxford: Hart Publishing, 2013).
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these various disciplines contribute on an equal footing, gathering together into
one discourse community. With this approach, under the paradigm of regulatory
competition and by subjecting rule-setters themselves to a scrutiny of their incen-
tives, questions of rule-making become paramount and turn into a genuinely
‘constitutional’ question.® Beyond institutional economics, governance research
includes various different perspectives: law and legal practice, sociology, psychol-
ogy, and other behavioural sciences. In addition, if mutual consent is an alternative
instrument of governance, it is paramount to take insights from contract theory
and contract law into account. This broader interdisciplinary approach is what the
book aims to illustrate in its overall arrangement. Secondly, contract governance
takes a broader range of rule- and decision-makers into account. In addition to
hierarchies, mutual and consensual forms of coordination and decision-making
come to the fore. Part VI of the present work is devoted to this perspective. One
of the central issues in governance theory is the interplay betw: l&emal and
internal impacts on decision-making in institutions (state or/:%rationy and
the analysis of ‘weak spots’ within a scheme of collaboratio V“gﬂch is where gov-
ernance arrangements are required.® As in corporate gov Abte, we can therefore
distinguish external and internal mechanisms of goveirice, and as in general
governance theory, the relevant structures include/lwut are not limited to, legal
mechanisms. As a consequence, the substantivg Qus of contract governance is
inherently broad, taking into account the diffem 3¢ levels of rule-making, the dif-
ferent standard-setters, and the different,f‘é}bsetting schemes and procedures.
Finally, and as a consequence of the for &hg contract governance takes advan-
tage of broader circles of discussion@?,n corporate governance, the discussion
is not only interdisciplinary, b g@ ely international, starting from an analy-
sis of issues and considering sé}\ons in national law or contractual practice as
competing models. Moreoves, contract governance links the classical contract law
debate with modern reg 'Qiou theory. Summarizing all this, contract governance
research is holistic by 1@:;3 with respect to disciplines, with respect to the discus-
sion of standard serf@%, with respect to the discussion circles involved—contract
law, market re@ﬂpon, parallels in corporate law—and truly international.

<

¢ On the limited scope of traditional government (and regulation) in a globalized world, sce
J. Rosenau and E. -O. Czempiel, Governance without Government: Order and Change in World
Politics (Cambridge: Cambridge University Press, 1992).

7 This aspect is broadly taken up in this book in Part II. Ground-breaking in this respect is
A. O. Hirshman, Exit, Voice and Loyalty — Responses to Decline in Firms, Organizations, and States,
(Cambridge, MA: Harvard University Press, 1974); then J. E. Parkinson, Corporate Power and
Responsibility (Oxford: Clarendon Press, 1995) 178-99; W. Ebke, ‘Unternehmenskontrolle durch
Gesellschafter und Marks in O. Sandrock and W. Jaeger (eds) Internationale Unternehmenskontrolle
und Unternehmenskultur (Tiibingen: Mohr Siebeck, 1994) 7-35, 27; see also n 17.

8 This aspect is broadly taken up in this book in Part IV. Vulnerability (and a need for govern-
ance schemes) is seen if future developments are unforeseeable, but investments specific to this
relationship (and not easily to be re-used elsewhere) are made (creating the risk of sunk cost if the
relationship is terminated or if the other side devaluates it by behaving opportunistically [moral
hazard]), see Williamson, n 2, 233—61; O. Williamson, Markets and Hierarchies — Analysis and
Antitrust Implications (New York/London: Free Press, 1975) et passim; O. Williamson, 7he Economic
Institutions of Capitalism (New York: Free Press, 1985) 56—67.
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The added value of contract governance, however, is not restricted to broad-
ening the perspective. On the contrary, its broader perspective raises a whole
range of new and innovative research questions. Not only are old questions often
approached differently, but completely new ones become visible. For example,
where the question is whether there is an alternative to mandatory regimes even
where mandatory protection is desired, contractual and legal regimes of code-
termination and workers representation can be compared and analysed. Such
analysis promises to show less intrusive means of regulation.” More generally,
contract governance challenges the mandatory character of rules by understand-
ing legal and contractual provisions as alternative possibilities of rule-making.
Moreover, with its focus on external effects contract governance sheds new light
on the market dimension of contracts, for example, with regard to the systemic
effects of credit agreements. This approach diverges fundamentally from the
very broadly accepted view of contract as producing effects exck\ or at least
mostly amongst the parties alone. Conversely, a contract gov inghce perspective
proposes to study third party effects of, and on, contracts, \'\\mve and negative,
in a systematic way, and not only with respect to contrasi@™etworks.

The present work approaches issues of contract §Q‘ rnance by focusing on
particular sets of such real world problems from o s perspectives of various dis-
ciplines. On this basis, the book proposes to,,sy% two advantages of contract
governance in more detail: (i) how a govc&u >“c perspective leads to different
and new questions, a good number of wvh "~Q*em to have been neglected in tra-
ditional contract law scholarship, and f& H6w these questions are dealt with in
a different manner and style. We ;@ jt that a governance perspective helps to
formulate questions more prec to discuss them more thoroughly, with a
richer set of tools and possibl ‘L\\LOIHCS

This book addresses issueg or Contract governance in four areas:

(1) Contract and thi Xparties: how should the legal framework for the draft-
ing of controgg) aeal with the problem that different contract solutions
have d1ffe~&t imipacts on third parties and third parties exert their influ-
ence qed&tract solutions? What are the biological, behavioural, and social

Q models behind this mutual impact (Part II)?

(2) Contracts and networks: how should the regime driving contract practice
deal with the problem that contracts are often part of a larger network of
relationships, which are both individual contracts and at the same time

interdependent? What are the sociological and economic models behind
such hybrids (Part I1I)?

(3) Contracts as organization: how should the regime driving contract practice
deal with the problem that contracts, beyond individual exchange (as in the
typical sales contract) may also have an ‘organizational’ function in that
they may, and in modern market economies very often do, constitute the

° In asimilar vein, see I. Ayres, ‘Menus Matter’, University of Chicago Law Review 73 (2006) 3, 4
(with the general goal ‘to change the world with less intrusive interventions).
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basis of (long-term) collaboration? What are the behavioural, sociological,
and economic models behind such schemes of collaboration (Part IV)? All
these topics are rather marginal in traditional contract law thinking—but
not in current practice.

(4) PartV of this book concentrates on rule-setting as such, namely on (i) con-
tract law and regulation and (ii) on contract law and contract drafting.

Before addressing these specific issues of contract governance, this Chapter
addresses three cross-sectional themes, relevant for contract governance more
generally and recurrent in the subsequent chapters:

(1) the relationship between the established fields of corporate governance and
public governance and the emerging field of contract governance research

(Part ID); AN
(2) the issue of levels and of regulation (Part III); and .;@
(3) questions of interdisciplinary discourse (Part IV). y\\‘c}‘\
(2N
Despite the cross-sectional character of this Chapter, Ao 11 and III already

e
address the four topics which form the parts of this booknihird party impacts, net-

works, the long-term character of contracts (Part}[ e‘}v_d the issue of rule-setting

(Part I1). W)
\l\,
o ONY
I1. Governanr\\\f Hierarchies

and Governancc&f‘larket Relationships

\
1. Common ground betwgg'the governance perspectives
a. From public and cq@m‘e governance to contract governance

While governance ;\Igﬁﬁch has developed richly since the 1970s in the areas of
public governan ';7\:1 corporate governance where hierarchies and organizations
are concer te has not been a similar development in the area of contracts
where mar& and cooperation are concerned. This is all the more astonishing as
governance research is so strongly focused on the search for solutions to which
all affected parties could have consented and on arrangements installed by the
private actors themselves.

Hierarchies, of course, use state and supranational entities as paradigms. Indeed,
the most prominent branch, based on general governance research,'® can be found
in public governance. The term is highly heterogeneous, but in certain parts also
closely linked both to contract and to corporate governance. Public governance

19 M. Bevir (ed) 7he SAGE Handbook of Governance (London: Sage, 2010); R. v. Liide,
D. Moldt and R. Valk (eds) Selbstorganisation und Governance in Kiinstlichen und Sozialen Systemen
(Miinster: Lit, 2009); G. F. Schuppert, Alles Governance oder was? (Baden-Baden: Nomos, 2011).
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can be conceived mainly as governance of states.!! It is then mainly about the
allocation and balance of public power. This involves important questions which
are also relevant in other hierarchies, including the corporations, and which are
therefore less telling for contract governance than corporate governance. Public
governance can also be conceived as encompassing all mechanisms by which
public law, namely administrative functions, are enhanced by consensus-based
mechanisms, thus furthering co-operation between private actors and the pub-
lic authority or among different public authorities in the search for solutions.!?
This line of governance research has much in common with contract governance,
namely the interplay between consensus-based design and the importance of the
dimension of public good. In fact, while public governance would seem to be
clearly focused on public good(s) in the typical case, it is exactly this interplay
between consensus-based design and the dimension of public good that is also
important for contract governance (and other branches of go ce research
in private law areas). As the remainder of this Chapter, an ":;éthe following
chapters, illustrate one core aspect of governance research in¥ev«és considering the
private law side of contract design and the public regulagaiside as interdepend-
ent. This encompasses, in particular, private contract?e n and market stability;
individual and institutional functions. The most imao tant remaining difference
might be that in contract and corporate gove;@%é, the aspect of public good
is one of keeping intact a basically marketsd# i mechanism which is used for
finding solutions while in public governap‘?@.e solution is not seen as one driven
mainly by market mechanisms, but 1"’:;(\} Ky (re-)distribution or adjudication,
which in turn promotes the public@}. The same issue can, of course, be seen
as belonging rather to one are n@ ountry and to another in the other one, as
the example of the organizatiga §f universities illustrates.

On the private law side‘,‘.ons reason for the dominance of the corporation
(hierarchy) in governa ”\ iesearch may be that the most important economic

crises in the G7, G8 ; then G20 states centred around issues of the ‘irm’ and
N
gt

11 This str; k‘e’:earch owes a lot to the ‘crisis’ of globalization and the post Cold War period
both leadingg increase in comparison between countries. See on these issues, for instance,
K. Dingwerth%and P. Pattberg, ‘Global Governance as a Perspective on World Politics’ (2006) 12
Global Governance 185-203; U. Brand, ‘Order and Regulation: Global Governance as a Hegemonic
Discourse of International Politics?” (2005) 12 Review of International Political Economy 15576
J. Bolton, ‘Should We Take Global Governance Seriously?’ (2000) 1 Chicago Journal of International
Law 205-22; M. Shapiro, ‘Administrative Law Unbounded: Reflections on Government and
Governance’ (2001) 8 Indiana Journalof Global Legal Studies369-77; O.]. SendingandI. B. Neumann,
‘Governance to Governmentality: Analyzing NGOs, States, and Power’ (2006) 50 International
Studies Quarterly 651-72; ground-breaking in this respect is J. Rosenau and E. -O. Czempiel (eds)
Governance without Government: Order and Change in World Politics (Cambridge, Mass: Harvard
University Press, 1992).

12 J. Freeman and M. Minow, Government by Contract: Outsourcing and American Democracy
(Cambridge, Mass: Harvard University Press, 2009); P. Zumbansen, “The Law of Society: Governance
Through Contract’ (2007) 14 Indiana Journal of Global Legal Studies 191-233 (and further contri-
butions to the symposium ‘Governing Contracts: Public and Private Perspectives’, published in
the same issue); A. Habel, Contract Governance — eine Verfassungsrechtliche und Rechtsdogmatische

Analyse zu Vertraglichen und Vertragsrechtlichen Regelungsstrukturen in Belangen des Gemeinwohls
(Baden-Baden: Nomos Verlagsgesellschaft, 2012).



Contract Governance: Dimensions in Law and Interdisciplinary Research 9

thus company law. This may not be true of the Japanese and then Asian crises
1991/1992 and 1997/1998,'% but it was true of the crises in the UK and in the
US (and also some other European countries) which have been the focus of much
of the scholarly debates. These have concerned issues of control in companies
(UK Cadbury Report and Code of Best Practice, now Corporate Governance
Code)' and in the area of annual accounts, responsibility within the company
and their auditing in particular (Enron, Worldcom, Sarbanes Oxley Act).!® Some
of the problems were mainly related to capital markets, but capital market law,
despite its strong links to markets and contracts, can be seen as having an equally
strong relationship with company law.!® In other words, company law research
and accounting law considerations strongly integrate capital market law problems.

On the private law side, these circumstances may explain why corporate gov-
ernance research developed so strongly while contract governance did not. The
distinction is not, however, justified in substance. This develo @( is largely

due to historic coincidence—crises, but also certain features’ig “the scientific
P A
&

13 These were genuine bubbles. They were, however, distirse%m the financial crisis in
2007/2008/2009 in that while also, then, over-investment in~iea! >state markets was involved,
poor contract law design played no role. See for the Japanes®\and Asian crises: N. Roubini and
B. Setser, Bailouts or Bail-ins? Responding to Financial C‘Né Emerging Economies (Washington
DC: Institute for International Economics, 2004); G..3Y ¥, P. Pesenti, and N. Roubini, ‘Paper
Tigers? A Model of the Asian Crisis’ (1999) 43 Earﬂi@ Economic Review 1211-36; G. Corsetti,
P. Pesenti, and N. Roubini, “What Caused the &7\\}1‘;}Jrrency and Financial Crises?’ (1999) 11
Japan and the World Economy 305-73; G. KaufmaoNy. Krueger, and W. Hunter. The Asian Financial
Crisis: Origins, Implications and Solutions (BGs-ot; Kluwer Academic, 1999); M. Pohlmann, ‘Die
Entwicklung des Kapitalismus in Ostasien C\%{f Lehren aus der Asiatischen Finanzkrise' (2004) 32
Leviathan 360—81. g

14 Cadbury Committee, 7he FinartaiAspects of Corporate Governance (London: Gee Publishing,
1992); Greenbury Committee, Dirgesars’ Remuneration, (London: Gee Publishing, 1995); Hampel
Committee on Corporate Goy e&a:\ ce, Final Report (London: Gee Publishing, 1998) (all available
at <http://Www.ecgi.org/codet *London Stock Exchange Committee on Corporate Governance,
The Combined Code: Pring aley of Good Governance and Code of Best Practice (1998 and 2000) (avail-
able at <http://www.ec;§\<,\€, codes/documents/combined_code.pdf>). Now Corporate Governance
Code (available at <jtsp™/irc.org.uk/corporate/ukcgcode.cfm>).

15 The Sarb, -gmey Act of 2002 (available at <http://www.soxlaw.com>); on the Act see:
J. Chung,]J. FQ:, » Puri, and L. Thome, ‘Auditor Liability to Third Parties after Sarbanes-Oxley: An
International Cemparison of Regulatory and Legal Reforms’ (2010) 19 Journal of International
Accounting, Auditing and Taxation 66—78; H. -]. Hellwig, “The US Concept of Corporate Governance
under the Sarbanes-Oxley Act of 2002 and Its Effects in Europe’ (2007) 4 European Company and
Financial Law Review 417-33; also F. Frugier, Die Einrichtung Moderner Interner Kontrollsysteme
in Unternehmen mit US-amerikanischem Listing. Politische und Betriebliche Rahmenbedingungen
und Besonderheiten der Umsetzung des Sarbanes Oxley Act in Deutschland (Hamburg: Diplomica
Verlag, 2009).

16 “Final Report of the Committee of Wise Men on the Regulation of European Securities Markets
of 15 February 2001’, Annex 5, 12, 20ff (‘Lamfalussy Report); P. Miilbert, Aktiengesellschaft,
Unternehmensgruppe und Kapitalmarkt — Die Aktioniirsrechte bei Bildung und Umbildung einer
Unternehmensgruppe zwischen Verbands —und Anlegerschutzrecht(Miinchen: Beck, 1995); F. Mslein,
Grenzen unternehmerischer Leitungsmacht im markoffenen Verband (Berlin/New York: de Gruyter,
2007); S. Kalss, Anlegerinteressen — der Anleger im Handlungsdreieck von Vertrag, Verband, und Markt
(Vienna: Springer, 2001); E. Wymeersch, ‘Factors and Trends of Change in Company Law’ (2001)
2 International and Comparative Company Law Review 481-501, 484fF; and also, S. Grundmann,
European Company Law — Organization, Finance and Capital Markets (Antwerp: Intersentia, 2nd
edn, 2012) § 1 paras 5ff, § 30, and § 37 paras 36—41.
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communities dealing with the respective areas (see Section II(2) later in this
Chapter).

In fact, contract and company (‘market and firm’) can be viewed as the two
basic—and often alternative—instruments of economic planning and arrange-
ments. Contract and corporation are the two elementary areas where economic
players are invited to create their own designs via party autonomy, and conversely,
they are also the two core areas where business regulation sets limits to (and
thereby also additionally empowers) the use of individual autonomy (privatau-
tonomie) and freedom of contract:'” The dominant form of regulation with respect
to competition is antitrust law. Antitrust law has two main branches, control of
cartels and merger control, i.e. contracts and companies. The dominant form of
regulation of information problems and asymmetries are again clearly related to
firm and market and have been developed because of this source of market fail-
ure. This is, on the one hand, capital market and accounting ! v@. the area of
company law (firms) and, on the other hand, consumer law ”i‘\ts information
model in the area of contract law (markets).!® Both wavi \(gl'egulation—and
their imposition worldwide—follow important developfad(yin economic theory
with respect to the effects of competitive markets itvge 1930s through to the
1950s (highly influential for Europe is the Freibua\ﬁumol) and with respect to
information economics in the 1960s and 197Qs @§m Stigler through to Akerlof
and Spence).!® It would seem highly plausibl¢™ the idea of governance that has
been considered in long-term relationshi §’£§n\l often in networks), i.e. in ‘organi-
zation contracts’ or schemes, developec. \Chgl9705 and 1980s,2° should and will
follow the same path. In summary. '%) corporate and contract governance, are
equally about individual, private(FA#y-driven design, and market regulation or,
more generally, stability of oréf})ution forms and institutions.

K3

K\
%

17 For more detail NI following see S. Grundmann, ‘On the Unity of Private Law — From
a Formal to a Su ';?\ Based Concept of Private Law’ (2010) European Review of Private Law
105578, 105 1063—6.

18 On inéa on problems see, for the law of contracts, H. Fleischer, Informationsasymmetrie
im Vertragsrechs (Ttibingen: Mohr Siebeck, 2001); S. Grundmann, ‘Information, Party Autonomy
and Economic Agents in European Contract Law’ (2002) 39 CMLR 269-93; for company law see
S. Grundmann, ‘Information und ibhre Grenzen im Europiischen und Neuen Englischen
Gesellschaftsrecht’ in U.H. Schneider, P. Hommelhoff, and K. Schmidt (eds) Festschrift Lutter
(Kéln: Otto Schmidt, 2000) 61-82; U. Grohmann, Das Informationsmodell im Europiischen
Gesellschafisrecht (Berlin: de Gruyter, 2006); H. Merkt, Unternehmenspublizitir — Offenlegung
von  Unternehmensdaten als Korrelat der Marktteilnahme (Tibingen: Mohr Siebeck, 2001);
S. Grundmann, W. Kerber, and S. Weatherill (eds) Party Autonomy and the Role of Information in
the Internal Marker (Berlin: de Gruyter, 2001).

19 G. Akerlof, “The Market for ‘Lemons’: Quality Uncertainty and the Market Mechanism’
(1970) 84 Quarterly Journal of Economics 488-500; A. M. Spence, Market Signalling — Information
Transfer in Hiring and Related Screening Processes (Cambridge, Mass: Harvard University Press,
1974); G. Stigler, “The Economics of Information’ (1961) 3 journal of Political Economy 213-25;
today, for instance, see W. Magat, Information Regulation’ in P. Newmann (ed) 7he New Palgrave
Dictionary of Economics, vol 2 (London: Macmillan, 2002) 307-10; and also Grundmann, Kerber,
and Weatherill, n 18.

20 Seen 2.
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b. Three common paradigmatic questions
between corporate and contract governance

The parallels between firm and market do, however, not end at this racher abstract
level. These are not only the two areas where party autonomy is paramount and
perhaps the most developed and where certainly limits to and regulation of party
autonomy are the most extensive and prominent. On the contrary, much more
specific and nevertheless paradigmatic questions can be asked about both areas in
a similar way, though hitherto such questions have been mostly directed toward
corporate governance. The three fields of questions focussed in the present book
illustrate the point. First, there is the relationship of the firm or the contract to
third parties who are not part of the company or a party to the contract, respec-
tively, but who are nevertheless affected by it or who can influence thegelationship,
be it negatively or positively. Secondly, the question cab be posed w can the
relationships between a multitude of persons concerned be cont&iyéd—namely
where such a multitude exists also in the setting of contrgc‘g;—and how does
the ‘constitution’ of these relationships influence the righand duties and the
governance arrangements in the overall design. This issthevquestion of networks
of contracts and relationships within (contractual }}d}ompany) arrangements.

A third question is about the duration of the relp {oiship and its effects on the
problems to be solved between all parties cayr m"d Arguably, the issues raised
by long-term contractual relations are m,orp'inlar to those of companies than
to those of spot contracts, a proximity, #"t"would imply that one large part of
contract law is closer to company la Q.“o main problems than to the other, an
important dividing line. Let us co #hese three questions in more detail.

(1) Internal and external per.(ttlves

The first question is about §1i= internal and external perspectives. For corporate gov-
ernance, it is ev1dent a §Lhaps also the starting-point that instruments of inter-
nal and external gq sfknce are distinguished from one another and that their
interplay is pars egownt. 2! Thus, shareholder influence within the organization,
namely in ¢ ‘gn.ral assembly (voice), is distinguished from shareholder influ-
ence outsi e company’s organization, namely the influence they exercise via
purchase and sale (exit; Wall Street Rule). Both dimensions are often intimately
linked. Takeover law is paradigmatic for the interplay: the takeover bid to share-
holders on capital markets, offering to buy their shares (exit, external governance)
typically leads to a restructuring of the board as the core decision-making body
within the company (internal governance).

A similar interplay of internal and external forces can be seen with respect
to questions of the remuneration of management. From a legal perspective,
the position of management has a company law dimension (position on the
board) and a contract law dimension (contract for services for remuneration).

21 On the combination of internal and external governance, see n 7. For all this and the examples
given (also takeover law) see also Grundmann, n 16, §§ 14 and 30.
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Functionally, however, both dimensions are intimately linked which is already
evidenced by the fact that remuneration has increasingly become the object of
a complicated decision-making process within the company. Since the financial
crisis, the relevance of remuneration for the economy as a whole, in particular,
has been intensely discussed—on the grounds of its potential third-party effects
(see Section II of this Chapter). This last example also shows how important the
third party perspective is in the contract law context. Contract arrangements
have just as much potential for negative external effects as remuneration schemes.
In fact, the financial crisis is paradigmatic for a whole range of adverse external
(third-party) effects that contracts may have. Nevertheless, third-party effects are
only a minor research topic in traditional contract law doctrine, typically seen as
being unworthy of systematic inquiry. The issue of third party-effects may, for
example, shed a new light on the controversial (contractual) duty ef responsible
lending. The question is whether this aspect matters when the d @ of contract
law is at stake, and whether there has to be a governance fra}p’:%r beyond the
two parties. Similarly, securitization and the passing on of f#:éAnherent in credit
contracts via special purpose vehicles gives the incenti({ ¥d the legal instru-
ments to the first lender (creditor) to multiply the risBia%e can take. Moreover, is
the design not such that redress to the first creditor” \berik) who is the initiator of
the product is interrupted while, in the area 0@5@“\(% goods, Article 4 of the EC
Sales Directive of 1999 had introduced a rigi™ ¥ redress which the parties were
not allowed to interrupt—not even With‘i{fé\-\ B2B distribution chain? In a third
step, it is clear that also a credit ratin ’:K\.‘Jl{ is erroneously optimistic or disre-
gards systemic risk can hurt not ondy.tt ¢ partner who contracted for the rating,
but third (or fourth, fifth,...) thSlas well—all this in a context where rating
firms were subject to (usuall llﬁ)il:‘ClOSCd) massive conflicts of interests. Finally,
how can the legal arrangement Capture the phenomenon that parallel investment
behaviour (herd behavi ‘N) may transform individual risks into systemic risks,
i.e. understand the ppz®menon and develop a legal concept for it on the basis of
(interdisciplinary, '{&{ds of theory? When is herding problematic, even though
often it is seen a5?having positive effects?

Thus » & effects of contract drafting on third parties would seem to be a
major issue‘ef concern. At least four distinct forms can be identified in the chain
of causation in the financial crisis—each of them interesting in and of itself but
not discussed in depth in contract law scholarship: responsible lending; passing
on of risks without retaining at least some responsibility; mixing of risks and thus
inherently obscuring information; and credit rating under the influence of con-
flict of interests. All these have to do with the limits set by contract law, but influ-
ence market stability as well. Hence the question: can contract theory be amended
so as to take the issue of market stability into consideration? A general reference
to tort law has proved to be much less nuanced, insensitive to the problem that,
in many cases, there is some kind of ‘implied promise’ involved between ‘tortfea-
sor’ and ‘victim’. Conversely, for the corporate governance debate—as previously
in company law with its focus on creditor protection—adverse effects on third
parties are a major research topic. The corporate governance debate indicates that
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the full picture is worth discussing, with three more dimensions: positive effects
of contracts on third parties as well as negative, or positive, influence from third
parties on contracts. Again, the idea that even positive impact from third parties is
worth being analyzed becomes evident when turning to corporate governance: of
course, the positive effect which (potential) bidders in takeovers may have for
disciplining management (already ex ante), is a major issue in the corporate gov-
ernance debate. Likewise, could it not be that someday third parties—offering,
for instance, ratings on fair behaviour—become a major factor in, say, markets
characterized by long-term relationships, for instance franchise relationships???
Thus four dimensions of effects really have to be distinguished: contracts on third
parties and third parties on contracts, both positive and negative. All four dimen-
sions would have to be considered from a traditional private law perspective, from
a regulatory perspective (antitrust law being, of course, about negatiye effects of
certain contracts, i.e. cartels), and in the private drafting proce @uch. In all
dimensions, the legal framework can help to improve the outcomieg,"as evidenced,
for instance, in the area of ratings. A contract governance a "&\’Q’ch would favour
analysing the question in all three perspectives jointly rhact law, regulation,
and the forces present in the drafting process. It woul$’@ ¢ to be asked at which
level it is best to regulate and by which inscrumert\ihe financial crisis amply
proved that legal and economic sciences are in grst as well, namely with respect
to seeing contracts too much in isolation from/t* 3world around. The disregard of
third party relationships has a long—standi;nf\gdition—one major example being
that fiduciary (‘trust’) relationships ha'vc(&m '&:en conceived as contractual (hav-
ing third party effects), but only as o%?f—proprietary rights and effects.??

In the present work, the externé\fiects of contract—namely in situations of
herding, as in the financial crisis=t-are discussed from various perspectives: from
a biological/psychological pegspective and from an economic perspective as well
as from a legal perspecti °Xin most cases with comments from other disciplines).
Particular emphasis,is(}&d on the contractual reconstruction of how potentially
to internalize costs ﬁ%‘ﬁernal effects.?* In his contribution to this book, Micklitz
starts out from, ¢ raditional teaching that external effects are to be caught by
tort law onQ*uich does not pay particular attention to the pre-existing relation-
ships between all affected parties). Micklitz then asks how a liability regime could
be reconstructed on a contractual basis, rendering parties to the contract liable to
third parties, based on the assumption that there are networks of contractual rela-
tionships by which also those causing the external effects and those suffering the

22 See, for instance, S. Grundmann and M. Renner, ‘Vertrag und Dritter’ (2013) Juristenzeitung
379-89.

23 See S. Grundmann, “Trust and Treuhand at the End of the 20th Century — Key Problems and
Shift of Interests’ (1999) 47 American Journal of Comparative Law 401-28, 403—12; more exten-
sively (mainly on the German development) see S. Grundmann, Der Treuhandvertrag — Insbesondere
die Werbende Treuhand (Miinchen: C. H. Beck, 1997) §§ 7 and 8.

24 See contributions by T. Kameda and colleagues and P. Zumbansen (Chapter 2 and accompa-
nying comment), by B. Frey and R. Cueni and by G. Teubner (Chapter 3 and accompanying com-
ment), and by H.-W. Micklitz (Chapter 4). See also Section IV(3)(1) of this Chapter.
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losses are linked at least indirectly (via a chain). This is the basis for asking how
implied contractual arrangements between all parties affected could be conceived
and how incomplete contracts could be reconstructed so as to reach commitments
across the networks of contracts via presumed consensus.

(2) Networks of contracts

The second issue is that of networks of contracts (‘nexus of contracts’)—a concept
found both in contract and in company law. In company law, the concept of a
nexus of contracts is primarily employed to illustrate how each shareholder—and
potentially also stakeholder—or any other player, for instance a manager, has
individual incentives, but also rights and duties towards others. Thus, the concept
is a perfect image of methodological as well as normative individualism.?> Based
on this concept, it is easy to explain why the legal personality of the company as
such does not prevent the existence of direct duties and rights0K en the dif-

ferent members.?¢ The concept of nexus of contracts, howeve}.‘g\ﬁ s not cogently
A

explain whether all members have contractual relationship¥¥iéh all others indi-
vidually (multi-facetted network) or rather with the co )(;\1} which administers
the rights of all the other members in this respect @e chaped form of nexus).
The basic assumption of most laws would seem torhe, Lowever, that each mem-
ber has the right to keep the ‘same’ proportig{@}f{are in the profits (and, as a
starting-point, also share in the decision-ma%y power) and that each (other)
member has the duty to respect this priqc(i,\}and not to gain hidden additional
profits. The nexus of contracts is more ‘{&\} enecous and complex if stakeholders

o

are included. Whether this is to b a%’t}ned is, of course, one of the core diver-
i orate governance debate in different parts

gences which can be sensed in A
of the world, namely betweel‘é@‘ope and the United States.?”
.

v

25 Path-breaking for the&kary of a ‘nexus of contracts’, see A. Alchian and H. Demsetz,
‘Production, InformaﬁQ@nts, and Business Organization’ (1972) 72 The American Economic
Review 777-95; R. C’QN‘ - The Nature of the Firm’ (1937) 4 Economica 386—405; S. Cheung,
“The Contractual IQ:\ of the Firm’ (1963) 26 The Journal of Law and Economics 1-21; M. Jensen
and W. Mew -=theory of the Firm — Managerial Behaviour, Agency Costs and Ownership
Structure’ ( ) 3 Journal of Financial Economics 305-60; W. A. Klein, “The Modern Business
Organization Bargaining under Constraints’ (1982) 91 7he Yale Law Journal 1521-64;
O. Williamson, ‘Corporate Governance’ (1984) 93 7he Yale Law Journal 1196-230.

26 In this respect, it is an interesting development, for instance, that under the German Law on
the Plc, in particular situations a fiduciary duty may even be owed by small sharcholders to large
shareholders: see mainly Bundesgerichtsho— Official Reports: BGHZ 103, 184, 194 (Linotype); case
law of long standing tradition today, see for instance BGHZ 129, 136, 142—4 (Girmes) (also small
investors); BGHZ 142, 167, 169f (Hilgers).

27 For an increasing trend towards stakeholderism recently, see R. E. Freeman, ‘A Stakeholder
Theory of the Modern Corporation” in L. Hartman (ed) Perspectives in Business Ethics (New York:
McGraw-Hill, 3rd edn, 2004) 112-22; A. Keay, ‘Moving Towards Stakeholderism? Constituency
Statutes, Enlightened Shareholder Value, and More: Much Ado About Little?” (2011) 22 European
Business Law Review 1-49; A. Keay, ‘Shareholder Primacy in Corporate Law: Can it Survive?
Should it Survive?’ (2010) 7 European Company and Financial Law Review 369—413; or, describ-
ing more objectively the main stream in the different countries, see Modern Company Law — For
a Competitive Economy — The Strategic Framework — A Consultation Document from the Company
Law Review Steering Group (London, February 1999) 37-51 (available at <http://www.bis.gov.
uk/>); K. Hopt, ‘Common Principles of Corporate Governance in Europe?” in B. Markesinis (ed)
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In contract law, the contractual relationships integrated into a network are
manifold as well. Think, for example, of networks of suppliers, distribution
chains, or in networks of payment systems or syndicated loans, all these con-
stituting in some sense the backbone of the market economy. While all parties
have a ‘shared’ interest in the existence and success of these networks, the jointly
pursued purpose—with a pooling of inputs—and the common legal basis—a
charter or articles of association—are less clearly defined. The core question is
which modifications to general contract law are required to take account of the
intended interrelation or network structure of the various contracts. Different
legal instruments may come into play. So, for example, the remedies of the par-
ties to the various contracts in a chain may be aligned, or a direct claim within
a chain- or network-relation could be allowed—in modification of the general
principle of privity. In both instances, general contract law is modlﬁ&because of
the existence of a network.?®

Those inquiries dealing specifically with networks of contF;\\Jnanlmously
favour some kind of modification of general contract law. \ﬂrly recent) right
to redress in the distribution chain provided for in A c(e 4 of the EC Sales
Directive seems to indicate that legislatures (both omte Union and Member
State level) in principle concur. What is disputed, t e, 'is whether direct claims
should be the rule or the exception or, convegs(vﬂ a mere modification within
the single contractual link. While 1mportanN >t't10ns may have to be solved in
different ways in contract and company*L/’ for instance sharing of profits as
the core principle in company law and: ’R it accounts, costs and income in the
network of contracts—all core ques%r y)have to be asked in a very similar way

both in company law and in thé(r(’\ Kk of) contracts setting: whether an added

o

The Clifford Chance Mz[lef Lectures — The Coming Together of the Common Law and the Civil
Law (Oxford: Hart Pub&x}.’)g, 2000) 105-32, 1181k comparative law survey in E. Wymeersch,
‘A Status Report ot‘f’\ orate Governance Rules and Practices in Some Continental European
States’ in K. Ho Kanda, M. Roe, E. Wymeersch, and S. Prigge (eds) Comparative Corporate
Governance &te of the Art and Emerging Research (Oxford: Oxford University Press, 1998)
1045-199, 107987 (recognizing consensus in that there should be scrutiny always only when
clearly defined procedures have been violated). Even in the US, in principle, stakeholder interests
may at least be taken into account: ground-breaking on this is Shlensky v. Wrigley 237 N.E.2d 776,
778-80 (Ill App Ct, 1968).

28 See also, for the different opinions referred to in the text, M. Amstutz,
Vertragskollisionen: Fragmente fiir eine Lehre von der Vertragsverbindung’ in H. Honsel, W. Portmann,
R. Zich, and D. Zobl (eds) Festschrift fiir Heinz Rey (Ziirich: Schulthess, 2003) 161-76, 168-70;
F. Cafaggi, ‘Contractual Networks and the Small Business Act — Towards European Principles?’
(2008) 4 European Review of Contract Law 493-539; S. Grundmann, ‘Contractual Networks in
German Private Law’ in F. Cafaggi (ed) Contractual Networks, Inter-Firm Cooperation and Economic
Growth (Cheltenham: Edward Elgar Publishing, 2011) 111-62, 126-42; G. Teubner, Nezzwerk
als Vertragsverbund - Virtuelle Unternehmen, Franchising, Just-in-time aus Sozialwissenschaftlicher
und Juristischer Sicht (Baden-Baden: Nomos, 2004) 25-8, 141-3, 161ff, ez passim; M. Wellenhofer,
‘Drittwirkung von Schutzpflichten im Netz' (2006) Kritische Vierteljahresschrift 187-207, 192, 194,
196ft, et passim; the discussion started with W. Moschel, ‘Dogmatische Strukturen des Bargeldlosen
Zablungsverkehrs' (1986) 186 Archiv fiir die Civilistische Praxis 187-212; M. Rohe, Netzvertriige —
Rechtsprobleme Komplexer Vertragsverbindungen (Tibingen: Mohr-Siebeck, 1998).
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income which the network creates or added costs which it incurs should be shared
by all; which decision mechanisms should apply (majority, unanimity/consensus);
and which management powers should be delegated to one core decision body
(such as the franchisor or the board) and which should be direct claims between
the members. One thing is clear though: in each setting, party autonomy permit
to a large extent the mimicking of the default rules of the other setting (in the
charter or in the contract provisions).

In the present work, networks (of contracts) are also discussed from various
perspectives: law, economics, and sociology.?® Again, many issues are inspired
by the financial crisis. Gilson, Sabel, and Scott, for developing legal concepts in
this context, focus on network arrangements between entrepreneurial innovation
and the finance and other contracts needed for carrying this innovation to an
end. They conclude that traditional contract law (namely US case law) is not well
suited to cope with the governance of these contracts characte %’ by (highly
unforeseeable, incalculable, yet innovative) situations of unce %y and propose
a more flexible system of networks of contracts (‘braided coﬁ'{wta ). Also chapters
primarily focusing on third party effects—namely tho%c& Trey and Cueni and
by Teubner—cannot disregard network effects.

\
(3) Long-term relationships o

Acthirdsetofquestionsisrelated to the long-tewn™? Wtureof the relationship—evident
in the company law setting, but chargf \iitic as well of many contractual
relationships, namely those of organi a.‘\}u al character. Two approaches are
central—the theory of relational coritficts*® and—in fact—general governance
research as initiated by Willi Q Both approaches depart from a common
starting point: the uncertainfy ¢t ruture developments and needs raises specific
problems which fundamenraily “diverge from those posed by spot contracts. The

o
. / )

2% See contribugem R Gilson, C. Sabel, and R. Scott and by G. Hertig (Chapter 5 and accom-
panying co@ e former also published in The Kauffman Task Force on Law, Innovation,
and Growt for Growth: Promoting Innovation and Growth Through Legal Reform (Kansas
City, Mo.: Katffman, 2011); by R. Swedberg and by M. Amstutz (Chapter 6 and accompanying
comment); and by M. Klausner (Chapter 7). See also Section IV(3)(a).

30 S. Macaulay, ‘Non-Contractual Relations in Business — a Preliminary Study’ (1963) 28
American Sociological Review 55—67; 1. R. MacNeil. “The Many Futures of Contracts’ (1974) 47
Southern California Law Review 691-816; O. Williamson, ‘Markets and Hierarchies — Some
Elementary Considerations’ (1973) 63 American Economic Review, Papers and Proceedings 316-25;
and also n 31; then V. Goldberg, ‘Relational Exchange — Economic and Complex Contracts’ (1980)
23 American Behavioural Scientist 337-52; B. Klein, R. G. Crawford, and A. Alchian, ‘Vertical
Integration, Appropriable Rents, and the Competitive Contracting Process’ (1978) 28 Journal of
Law and Economics 297-326. In German literature, the parallel discussion has taken place very early
under the heading of ‘long-term obligation’ (dauerschuldverhilinis), see summary by M. Martinek
in Staudinger Commentary, vol I1 (Berlin: de Gruyter, 14th edn, 2006) ‘Introduction to §§ 662
et seq.” paras 68—88.

31°0. Williamson, ‘Transaction-Cost Economics: The Governance of Contractual Relations’
(1979) 22 Journal of Law and Economics 233—61; Williamson, The Economic Institutions of
Capitalism, n 8, 43—63, 68—84; for a combination of contract law and company law in this respect
see Moslein and Riesenhuber, n 1, 248, 251-60.
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parties to spot contracts are mainly confronted with the uncertainty of whether
the other party will perform. Consequently, the parties’ obligations can be
described in a fairly complete way. A so-called complete contract, i.e. a contract
regulating all potential developments, is more easily conceivable. For long-term
relationships, on the other hand, a precise and exhaustive description of the core
obligations is impossible, long-term contracts are inherently incomplete. This
is the source of a particular set of risks of opportunism. More often than not,
long-term relationships require high investments from one party or both and may
thus lead to a hold-up situation where one partner can take advantage of the other
partner’s sunk costs (or relation-specific investment), for instance, by demand-
ing changes in the arrangement or by asking the other party to accept certain
breaches.3? Conversely, there may also be a danger of holding the other partner
too strictly to the agreement—for instance with respect to the conditions of ter-
mination of labour contracts or credit contracts or also partners‘l\@greements.
A termination regime which is too protective increases this dapct&

Given the inherent incompleteness of long-term contracts) \%stment mecha-
nisms are required. Various different instruments are at %{;\ﬁrties’ disposal, and
choice of the right one is a core governance issue. In aS@ ¢s, procedure becomes
paramount. Agency is a core instrument in this cétte v —the basic model of a
duty to decide in the interest solely of the prisy:@* which also applies in com-
pany law. This basic model reveals far—reacM);;,\!imilarities in the treatment of
a contractual and corporate long-term IrJ’\:’\,QAship. The board’s fiduciary duty
to furcher the interests of the compan(ﬂsi:\alélolders is particularly prominent.
It has been discussed extensively i I@;ompany context but much less in the
context of contractual long-ter ll%nships, even though the underlying ques-
tions are largely identical. In othe} words, the principal-agent theory which deals
in particular with the questigti of how actions have to be taken in the interest of
another person (or pool 3§should be seen as a theory of company and contract
law. With respect tQ r{,’ and chances) resulting from the long-term duration of
the relationship, tlﬁg\}lﬁilarities between the contractual and the corporate set-
ting are partic{g:(y evident and striking. The examples discussed in this context
can equall mulated as those of contract law. Take, for instance, the ‘Alaska
Packers Cas&®4—like in Williamson’s example, this case involved a workforce

hired for a place in Alaska—which raised the issue of how proprietary rights and

32 On this form of opportunism see references in n 6.

33 Path-breaking in this regard, see M. Jensen and W. Meckling, “Theory of the Firm: Managerial
Behavior, Agency Costs and Ownership Structure’ (1976) 3 Journal of Financial Economics 305—60;
M. Jensen and W. Meckling, ‘Separation of Ownership and Control’ (1983) 26 journal of Law
and Economics 301-25; today M. Roe, Strong Managers and Weak Owners — The Political Roots
of American Corporate Finance (Princeton, NJ: Princeton University Press, 1994); A. Shleifer and
R.W. Vishny, ‘A Survey of Corporate Governance’ (1997) 52 Journal of Finance 737—83; good
description also in M. Ruftner, Die 6konomischen Grundlagen eines Rechts der Publikumsgesellschaft —
ein Beitrag zur Theorie der Corporate Governance (Zurich: Schulthess, 2000) 131ff. For these ques-
tions from a strictly contract related perspective see U. Schweizer, Vertragstheorie, (Tiibingen: Mohr
Siebeck, 1999) 33-85, 230-38.

34 Alaska Packers’ Association v. Domenico, 117 F. 99 (9th. Cir., 1902).
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investment in housing, as well in the local retail store, should be arranged. The
model of low search costs and high agency costs® is well adapted both to the
company law setting and to long-term contractual relationships—more or less
depending on the degree of stabilization, for instance via termination prerequi-
sites. It is always the legal shaping of the relationship—in the company law setting
or in a contractual setting—which makes it adopt more of one characteristic than
another, but the particular mix can be largely identical in contractual long-term
relationships and in partnerships/companies with respect to termination prereq-
uisites; the important question of compensation; inspection rights into the other
actor’s actions; and decision-making rights.

In the present work, the long-term dimensions of contracts—namely fair-
ness, reciprocity, and opportunistic behaviour—are again discussed from vari-
ous perspectives. In other words, it investigates schemes of behaviQur and then
looks at these from an economic and from a legal perspectiv &1 two case
studies, Klausner develops the parallels between corporate a}a.‘n;%ng-term (con-
tractual) relationships, emphasizing their similarity as welx@iey distinctions.
For long-term contracts, integration (pooling) of effors’drt assets does not go
as far leading to a situation where some problems?@ ess pronounced (some
players’ apathy), others more pronounced (holdal\:uuations), and many are
very similar. The chapter focusses on governag;@}e'chanisms in long-term con-
tractual relationships which can cope with/®®™ninimize, the problems result-
ing from hold-up situations and moral, fa'&\.rd. Gillette, in his contribution,
concentrates on opportunistic bchavi'w’:;é\dé/aluating firm- or relation-specific
investments made by the other sj :'\‘0} other parties®”. Starting out with an
analysis of legal rules aimed at@WNetiting opportunism and thereby encour-
aging relation-specific behdyioui, Gillette—very much in line with what
Williamson assumed—rea‘:.t,e;the conclusion that such legal rules may not
always achieve this goal \ludge-made rules, in particular, imposed ex posz, may
prove ill-informed qrjxcrprotective and thus provide room for opportunistic
manoeuvre. This ‘\\}x)lcism about rules is not completely shared by Schweizer
who, while a ’% in principle, nevertheless sees a much more prominent role
at least fo, %u t rules. The core of Gillette’s contribution is then about how
parties can®design their own arrangements to protect relation-specific invest-
ment. With regard to US law, Gillette concludes that courts too often adversely
interfere with contractual arrangements of the parties. At least in a commercial
setting, he argues, (virtually unlimited) deference to contractual governance
schemes would be preferable.

35 Jensen and Meckling, n 33.

36 See contributions by S. Magen and by G. -P. Calliess (Chapter 8 and accompanying com-
ment) by B. Defains and D. Demougin and by F. Gomez (Chapter 9 and accompanying comment),
and by C. Gillette and U. Schweizer (Chapter 10 and accompanying comment). See also Section
IV(3)(a).

37 Seen 6.
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2. Is contract governance needed
in addition to corporate governance?

If governance research seems to be particularly promising where contracts lead
to relations which have a structure similar to that of a company, is not contract
governance simply a plea for extending corporate governance? Could not corpo-
rate governance integrate the aspects of contract law? What is the added value of
a genuinely contract- and market transaction-centred governance discussion?3®

First, the recent discussion of the financial crisis indicates that such an ‘inclu-
sive’ approach would tend to disregard at least a good part of the important
problems if, in a particular setting or crisis, the problems are mainly contract- or
contract law-related. Secondly, a governance research agenda is important for con-
tract and market transactions in order to fully profit from all the highly important
tools and the changes in approach which a governance discussio gs about.
The two-fold answer would then be that without contract governﬂ?k the discus-
sion is too focused on the paradigm of the firm (dlsregardw\/ybe market), and
without contract governance, all the changes in approa i\c lissed are not fully
exploited for contract law and in its market context. Q

P<S)

a. Corporate governance not reaching deep ek&é, into markets

Corporate governance covers a lot of matcrri\\ at it does not reach deep enough
into market transactions and contractualehesdions. Looking at how the financial
crisis was dealt with would seem to 6% "good example. Again, market mecha-
nisms (including contract draftm@ .a‘ﬂlt rules, and the mandatory framework
have to be seen as different as ecig ¢t one overall governance scheme, taking into
account its legal and 1nterdlsc1¢n‘ Sary perspectives and paying particular attention
to the (transnational) rulessctiing scenarios.

For the regulator 1?:1 xvork in particular, it becomes evident that the focus is
too narrow. One foa\«QJaS on prudential supervision—and rightly so.>* Reforms

&

38 On thesegcstlons, see K. Riesenhuber, ‘A Need for Contract Governance?’ in S. Grundmann
and Y. Atamer (eds) Financial Services, Financial Crisis and General European Contract Law — Failure
and Challenges of Contracting (Alphen: Kluwer International, 2011) 61-83.

39 See, for instance, Directive 2009/111/EC of the European Parliament and of the Council
Amending Directives 2006/48/EC, 2006/49/EC and 2007/64/EC as regards banks affiliated to
central institutions, certain own funds items, large exposures, supervisory arrangements, and
crisis management (O] 2009 L 302/97); on this regime see, e.g., G. Spindler, ‘Finanzkrise und
Wirtschaftsrecht’ (2010) Aktiengesellschaft 60117, 606ff; broader surveys, also on the lacunae
leading to the crisis in V. Acharya and P. Schnabel, ‘How Banks Played the Leverage Game’ in
V. Acharya and M. Richardson (eds) Restoring Financial Stability — How to Repair a Failed System
(Hoboken: John Wiley & Sons, 2009) 83-100, 86-98; W. Heun, ‘Der Staat und die Finanzkrise
(2010) Juristenzeitung 53—62, 57ff and G61ff; see also Directive 2010/76/EU of the European
Parliament and of the Council Amending Directives 2006/48/EC and 2006/49/EC as regards capi-
tal requirements for the trading book and for re-securitisations, and the supervisory review of remu-
neration policies (O] 2010 L 329/3) and n 41. The largest lacuna would still seem to be that there
are important professional players active on credit markets who are not or only scarcely covered by
the supervisory scheme.
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dealt with (i) an increase in own funds, (ii) the question of how all institutions
and tools which provide credit can be integrated into the supervisory regime,
with extended supervision on a consolidated basis (also covering risks transferred
to SPVs and short term guarantees provided for other group members), and (iii)
supervision of market risks which can provoke problems similar to those resulting
from the ‘traditional’ risk of non-diversification (‘agglutination risks’).

Beyond prudential supervision, however, the reform discussion focused on one
‘private law’ topic only: remuneration of management.“® This is certainly impor-
tant and may even constitute a ‘systemic’ issue. If one considers the EU level
though, binding legislation has been enacted in a sector-specific way only.4! The
question why this particular issue attracted more legislative and academic atten-
tion than any other private law issue can probably best answered by referring to
the fact that there had been a debate about remuneration before insthe corporate
governance discussion.*? In any case, not only could the remune issue have
been considered a/so as a contractual one—certainly on the }e.'{\ f the brokers,
but also on the level of management, as rooted in the contr*\\j/«ﬁetween manage-
ment and firm—but moreover this issue by no meansiekthusts the private law
defects which lead up to the crisis. In fact, there are S?Q\ Issues which are clearly
firm-related, others which are clearly market—relarﬁ\;u;d still others relating to
both firm and market, such as takeovers and rg@*\\e'ration. Contract governance
and corporate governance, not one or the od™3¥would seem to be the approach
needed. And given that corporate governg‘\e}\s already so well developed, a crisis
like the financial crisis which is now ln’;@\f’ related to deficits in the drafting of
contracts is helpful in highlighting Ny }ather obvious statement.

N C”Q

40 On this issue and the rX):n steps see: S. Bhagat and R. Romano, ‘Reforming Executive
Compensation: Simplicity,«TxMsparency and Committing to the Long-term’ (2010) 7 European
Company and Financial lb Review 273-96; G. Ferrarini, N. Moloney, and M.-C. Ungureanu,
‘Executive Remunerat®giNii: Crisis: A Critical Assessment of Reforms in Europe’ (2010) 10 Journal
of Corporate Law &i\ 73-118; Y. Hausmann and E. Bechtold-Orthi, ‘Changing Remuneration
Systems in l@ the United States — A Legal Analysis of Recent Developments in the Wake of
the Financi ists’ (2010) 11 European Business Organisation Law Review 19-229. The dimension
of the issue is, however, disputed, see, for instance, G. L. Clementi, Th. Cooley, M. Richardson, and
I. Walter: ‘Rethinking Compensation in Financial Firms’ in V. Acharya and M. Richardson (eds)
Restoring Financial Stability — How to Repair a Failed System (Hoboken: John Wiley & Sons, 2009)
197-214; Heun, n 39, 53, 60.

41 Directive 2010/76/EU; on this directive see n 39; for all listed companies, only recom-
mendations have been enacted: Commission Recommendation 2009/385/EC complementing
Recommendations 2004/913/EC and 2005/162/EC as regards the regime for the remuneration of
directors of listed companies (K(2009) 3177, O] 2009 L 120/28) and Commission Recommendation
2009/384/EC on remuneration policies in the financial sector (K(2009) 3159, O] 2009 L 120/22);
on these recommendations see n 3 (namely Hopt (2011) 1, 40-2).

42 See, for instance, G. Ferrarini and N. Moloney, ‘Executive Remuneration and Corporate
Governance in the EU: Convergence, Divergence and Reform Perspectives’ (2004) 1 European
Company and Financial Law Review 251-339; and first, in the UK in 1995, the Greenbury
Committee, Directors’ Remuneration, n 14 (disclosure of remuneration and recommendation of
an independent committee); and those named in nn 40 and 41. Quite lucidly in the sense that
corporate and contract governance should be seen in conjunction in such cases: K. Riesenhuber, n

38, 64-77.



Contract Governance: Dimensions in Law and Interdisciplinary Research 21

There are many other issues which would have deserved just as much, perhaps
even more attention with respect to the repercussions on the overall system. For
instance, would not a duty of responsible lending—as discussed in the legisla-
tive history of the consolidated EC Consumer Credit Directive—*3 have pre-
vented a consistent practice of issuing loans which were given to debtors who
systematically did not even have the funds to afford the repayments out of their
own income? Would not a mandatory redress rule or scheme—Ileading from any
purchaser of a defective financial product up to the initiator—have prevented
initiators from making such loans and then completely selling them off? Did
not the lack of such a scheme of redress dramatically reduce the incentive to care
about the creditworthiness of the debtors? This is not an abstract question either,
given that such a mandatory redress rule does exist in Article 4 of the EC Sales
Directive with respect to goods.%* It can be argued that such a redfess rule is at
least as appropriate for financial products. And finally, would andatory
disclosure rule—at least for all substantial conflicts of interest i’ém Article 18
of MiFID)—have prevented rating agencies from structuri 5' \%m bonds and at
the same time rating them very positively (without such @is¢l5sure)?

Three main contract law factors constituting the ch?@ w~hich led to the finan-
cial crisis—sub-prime lending, a complete passin or of risks in distribution
chains, and rating under conflicts of 1nterest—\¢(/ Urgely left undiscussed in the
corporate governance dialogue—as well as 1m\>‘iuonal contract law. A contract
governance discussion would have been n/\zVJ for this purpose. These aspects
have, of course, been discussed as issues: rg Rgllation and prudential supervision.
A governance approach would, how%re yave added the view that regulation and
prudential supervision should en in isolation, but in conjunction with
their ‘private law” side, i.e. théltodls of contract law, on which the schemes were
based. Thus, with respect tc, nhL market, private law and supervision were not
seen together, as alterna sand mutually reinforcing each other. Such a holistic
approach would, thsr*; be needed also for market phenomena and also in a
rule-setting perspec‘,e% 1t would indeed be helpful to ask—rtaking all alternatives
into consideratj@;'y —WhICh level(s) and which substantive remedy to choose or
whether th ﬁu ation of different remedies or levels would be preferable, consid-
ering moreover how parties will probably respond to the alternative legal settings.

43 Arts 8-9 of the Proposal for a Directive of the European Parliament and of the Council
on the Harmonization of the Laws, Regulations and Administrative Provisions of the Member
States Concerning Credit for Consumers, COM(2002) 443 final; then Directive 2008/48/
EC of the European Parliament and of the Council on Credit Agreements for Consumers and
Repealing Council Directive 87/102/EEC (OJ 1987 L 133/66). See, for instance, Y. Atamer,
‘Duty of Responsible Lending — Should the European Union Take Action?” in S. Grundmann and
Y. Atamer (eds) Financial Services, Financial Crisis and General European Contract Law — Failure and
Challenges of Contracting (Alphen: Kluwer International, 2011) 179-202 (favouring strong paternal-
ism); C. Sunstein, ‘Boundedly Rational Borrowing’ (2006) 73 University of Chicago Law Review
249-70 (favouring weak paternalism).

44 See Art 4 of Directive 1999/44/EC of the European Parliament and of the Council of 25
May 1999 on certain aspects of the sale of consumer goods and associated guarantees (O] 1999
L 171/12); on redress, see, i.e.: M. Bridge, C.M. Bianca, and S. Grundmann (eds) EU Sales Directive—
Commentary (Antwerp/Oxford: Intersentia, 2002) Art 4, paras 12-36.
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For ‘the firm’, i.e. for company law, such a discussion in mutual isolation—of the
law of organization and of regulation—would not have happened to the same
extent, and the corporate governance discussion helped in developing this more
integrated perspective.

The discussion that has been summarized in the preceding paragraphs would
seem to indicate that a corporate governance discussion does not reach deep enough
into the market side of the question if the problem is genuinely contractual and
that it cannot help contract law to develop the vision that indeed contract law tools
and regulatory tools—from prudential supervision or investor protection—are to
be seen as alternatives: both are capable of improving market structures and of
contributing to their stability. As a matter of fact, it seems even peculiar that gov-
ernance research did not first start in contract law. This is not only the area that is
seen as the paradigm of any consensus-based method of problem solying and the
‘first’ area in traditional private law doctrine in most counmes, illiamson,
when he coined the concept and also the term, took his examp};‘.g\n inly from this
area.®> Theoretically, the development could have been j Justf f“l\mher way around.

b. Contract law in need of a governance appmﬂg& N
§~

If the first strand of the answer is mainly abous,/ie fact that corporate governance
does not reach deep enough into market phei™ >ﬁena, the second strand is more
about the status of contract law as such‘wx, zvelop the potential of governance
as a tool may well contribute to the 1iy' ‘\Lnity (also) of contract law. Contract
governance studies can indeed be ,Qﬁﬁs a particular way to contribute to the
modernization of contract law, \

To this end, the three more cdncrete issues can be considered which form the
contract and network, con-
tract and long-term du {011. ThlS will be done in more detail later, but some
comments are helgfu?j*§ An important aspect of modernization would be that
of developing a "Q\e 'ntegrated view of regulation and private law in market
transactions. ,ntegrated view would seem to be indicated by the character-
istics of SQ tive law and to correlate with recent trends, but it is still far from
being mainsSeream in a contract law setting (or at least much less so than in com-
pany law). A first consideration would be that regulation can not be seen only as
a limit to freedom of contract, but also as restoring the actual foundations—the
prerequisites—for a meaningful exercise of party autonomy, thus contributing to
rather than restraining it.#6 Antitrust would then mainly be about restoring real
freedom of choice and negotiation to the other side of the market, and consumer

45 Seen 2.

46 Ground-breaking in this regard, see F. Béhm, ‘Privatrechtsgesellschaft und Marktwirtschaft
(1966) 17 Jahrbuch fiir die Ordnung von Wirsschaft und Gesellschaft (ORDO) 75-151, esp. 85, 88,
138; W. Eucken, Grundsitze der Wirtschaftspolitik (Tiibingen: Mohr Siebeck, 6th edn, 1990; 1st edn,
1952) esp. 241-50 et passim; see only D. Kennedy, ‘A Transnational Genealogy of Proportionality in
Private Law’ in R. Brownsword, H. Micklitz, L. Niglia, and S. Weatherill (eds) 7he Foundations of
European Private Law (Oxford: Hart Publishing, 2011) 185-220.
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law would primarily be about allowing an informed choice and negotiation by
those contract partners who typically suffer from information problems and
asymmetries, etc.

A second consideration would be that regulation and traditional private—in
this context——contract law are furthering one common goal, i.e. free and informed
choice in the process of formation of contract, but that they do so by focusing on
different ways of cure, raising also different problems of proof; etc. One is looking
at the overall market structure, the other at the individual position of (propri-
etary) rights of the parties but, by doing so, this, indirectly, also furthers overall
market functions.?” Thus, regulation in antitrust law requires consideration of the
relevant market and that for a good part of this market competition no longer
properly works. On the side of regulation, no actual damage has to be proven. If,
however, actual damage can be proven, the more recent trends show that there
is no reason not to provide also compensation rights for private ﬁ{é and even
encourage action.*® On the other hand, in contract law settings.¥he effect on the
whole of the market (structure) is not needed; it is not a cor ;;\.{ngry in contract
law, but rather actual loss (and lost gains). Third parté ré}lour may therefore
be prohibited because it caused loss—destroying, fqr i"sthice, a relation-specific
investment—even if it did not reach the level of cafielization of whole markets.
However, it may again be an argument to prohib@*a'ctices by third parties more
easily if, in addition, they affect the marked ™ cture. Market regulation and
contract law could then be considered to,(";z,\\_itute what has been called in the
German literature (with respect to pu“';g\idw and private law more generally)
‘mutually supplementary orders’ ( ge@@) pige auffangordnungen).*®

The third consideration wou (3\ at the first steps to close the gap between
private law (contract) remedie@ 18d market regulation have already been taken.

K3

R\

47 Particularly strikingf})‘k parallelism in capital market law between the scope of protecting
individual investors anditie “cope of protecting the market: see, for instance, very explicit Recitals
2,5, 17,31, 34, and @;}« Directive 2004/39/EC of the European Parliament and of the Council of
21 April 2004 stnets in financial instruments amending Council Directives 85/611/EEC and
93/6/EEC anf Direttive 2000/12/EC of the European Parliament and of the Council and repealing
Council Directive 93/22/EC (O] 2004 L 145/)—the basic Act on securities’ exchange in Europe; or,
from literature, N. Moloney, EC Securities Regulation (Oxford: Oxford University Press, 2nd edn,
2008) 564-71; Grundmann, n 16, § 19 paras 15-17; ground-breaking for Germany (which was
late in its development) is K. Hopt, Kapitalanlegerschutz im Recht der Banken (Munich: C.H. Beck,
1975) 511f, 334-7.

48 White Paper on Damages for Breach of Competition Law, COM(2008) 165 (consider-
ing also remedies such as collective actions); on this development see J. Basedow, ‘Incentives and
Disincentives for the Private Enforcement of EC Competition Law’ in T. Egers, C. Ortt, J. Bigus, and
G. von Wangenheim (eds) Inzernationalisierung des Rechts und seine Gkonomische Analyse Festschrift fiir
Hans-Bernd Schiifer zum 65. Geburtstag (Wiesbaden: Gabler, 2008) 499-508; G. Wagner, ‘Should
Private Enforcement of Competition Law be Strengthened?” in D. Schmittchen and M. Albert (eds)
The More Economic Approach to European Competition Law (Tiibingen: Mohr Siebeck, 2007) 115-29;
for the latest developments see V. Pinotti and D. Stepina, ‘Antitrust Class Actions in the European
Union: Latest Developments and the Need for a Uniform Regime’ (2011) 2 Journal of European
Competition Law and Practice 24-33.

49 W. Hoffmann-Riem and E. Schmide-ABmann (eds) Offentliches Recht und Privatrecht als
Wechselseitige Auffangordnungen (Baden-Baden: Nomos, 1996); Grundmann and Renner, n 22.
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With respect to the prime field of regulation, i.e. antitrust law, there is already
a discussion and even a legislative procedure leading to a particular private law
action for damages. It would be desirable to evaluate this trend and inquire more
into the general repercussions such a trend may have. For example, what should
be the private law actions for violation of regulation (including punitive damages),
and what regulatory dimensions can influence interpretation of private law norms
and concepts?

For a fourth consideration, one could refer to the old dispute on the nature of
default rules: whether they should (primarily) aim at mimicking the assumed will
of (the majority of) typical parties or at finding the equilibrium between the inter-
ests which the legislature sees as adequate for overall society, taking into account,
of course, the preferences of the parties as well.>® In fact, the result reached in
a concrete contract can be seen not only as the result of a (bipolas) negotiation
process between the parties, but also as a (triangular) process'\ en the leg-
islature as the author of the default rule and both parties.’! ’f\') tract law and
regulation thus have a common goal but with differing ap;??"@fles, different rule
setters, different ways of imposing the standard, differe '@\Cls at which the rules
can be situated. Considering the interplay described ﬁ\u oing so from manifold
perspectives as described—taking it as one mega-tHsn .c of contract law—would
constitute a core feature in a contract governag@)ebate to come. All this shows
again that contract governance—just like corte governance—is just as much
about individual, private party driven degi&bés it is about market regulation and
stability or more generally, stability of *\’?g’fhr{ation forms and institutions.>

The plea for a more integrated viq@ gontract drafting, default rules, and mar-
ket regulation exemplified by 3\l considerations is, however, at odds with
powerful structural charactefigtids of contract law legislation and scholarship as
they currently exist. A contract governance approach may also have been and may
still be particularly diffigdlt=-and at the same time particularly needed—Dbecause
of a marked heterquf4§>' in the subject matter and in the discussion and deci-
sion platforms. Tl*‘{s)i consideration about the ‘contract law community’. First,
the legislature ";(bj seem to be less ‘homogeneous’ in contract law than in com-
pany (an ital market) law. In the EU scenario, one Directorate General is
responsible $or company and capital market law, while for contract law several
Directorates General are competent with fundamentally diverging ‘philoso-
phies’, on the side of B2C contracts DG Sanco (with interests also in general
contract law), on the side of B2B contracts DG Internal Market (lately also, for

30 See n 128 and n 150 on the one hand and n 129 on the other.

> F. Méslein, Dispositives Recht — Zwecke, Strukturen und Methoden (Tiibingen: Mohr Siebeck,
2011) esp. 129-50; F. Moslein, ‘Governance by Default’ in S. Grundmann, B. Haar, H. Merkt, ez a/
(eds) Festschrift fiir Klaus . Hopt zum 70. Geburtstag am 24. August 2010 (Berlin: deGruyter, 2010)
2861-80; in a similar vein, see J.-H. Binder, Regulierungsinstrumente und Regulierungsstrategien im
Kapitalgesellschaftsrecht (Tiibingen: Mohr Siebeck, 2012).

>2 In some more detail (with respect to governance taxation) see F. Maslein, ‘Steuerrecht und
Marktstabilitit' (2012) Juristenzeitung 243.
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all contracts, DG Justice). In the US, capital markets are mainly regulated under
federal law with a strong supervisory and regulatory commission, the SEC, and
company law is dominated by one trend setter (Delaware), whereas in contract
law, competences are scattered among the states—with the important exception
of the Uniform Commercial Code.

Similarly, the scientific community would seem to be less homogeneous in the
contract law area, with a split between the ‘Civilists” and ‘Commercialisti’ (which,
despite the Italian terminology, is a split which describes the status quo at least in
most of the EU), the former primarily ‘responsible’ for contract law, but mostly
neglecting important parts such as financial services (or other commercial) con-
tracts and even more so regulation of markets, the latter often less integrated
into the discourse community in core civil law. Within civil law, contract law is,
moreover, typically combined with other civil law areas such as tort$\(thus form-
ing the paradigm of a law of ‘obligations’), property or family { ther than
with other modes of shaping economic transactions via party f.’é\%omy, namely
with company law. There are few typical common discussi))?&ﬁdtforms between
‘contract/market’ and ‘firm’ and not even between ‘co%ﬁ,}‘ and ‘market’. The
same could be said of the courts. There would seem¥©\be more of a trend to
have only one leading court competent in compay\lew, a court which guides
and accompanies the discussion, which is certqifi#: the case in the US with the
Delaware Supreme Court, but also in soma/™ ¥ Member States like Germany
and (at least in Germany) also very meani,r’é,\\f joint platforms between practice
and academia. The same is more diffi?ty w’find for contract law and market
regulation. Whereas company law '?t} its organizational and capital market
aspects—is mostly discussed b & circles of scholars and practitioners, the
same is much less true of contfast law—with respect to the contractual basis and
the regulation affecting it. This Status quo may also be influenced to a certain
extent by the high hete ‘(&eueity of contract types, a consequence of its high
degree of flexibility, Whitle companies, associations, and partnerships all share a
common aim, conf{xl,) can be the basis of highly antagonistic and on-the-spot
exchange, but %';} very intense and long-term cooperation. Certainly, contract
governanc need to aim at bridging gaps where they hinder the discussion
needed. Comeract governance discussion could act as a catalyst when develop-
ing a common methodological framework for this large variety of phenomena,
which are currently still viewed as being too heterogeneous for such a joint dis-
course. Even better, a genuine contract governance discussion would probably
not fail to develop the links to corporate governance—because they are twins
in problems, party autonomy and its regulation, and they can be twins in their
modes of discussion.

In fact, there is a continuum from the company law setting to the long-term
contractual setting to the more short-term and spot contract setting, but also from
market regulation to mandatory contract law to default rules in contract law. And
seeing more of a continuum here would be one core challenge, but would as well
be typical for a contract governance approach.
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III. Multi-level Regulatory Perspectives

1. Levels of regulation

If; following Williamson, governance is defined as ‘the institutional matrix within
which transactions are negotiated and executed’,® the issue of the levels of regulation
is at the heart of governance in general and of contract governance in particular.’
The example of the employment relation is a particularly suitable example to illus-
trate the issue from a legal perspective.

2. Levels of contract governance: employment as an example

If we look at private governance by the parties, there is, first of \dje employ-
ment contract. Yet, it is a characteristic of the employment contrad¢as a long-term

relation that not all the details of the mutual obligations cag (@;%elled out at the

beginning.”> Some aspects have to be left to renegotiatiog, & \b,‘he central contrac-
tual instrument of adaptation is the employer’s managerid Zuthority. In addition,
there are other mechanisms in the vicinity of th?nz‘}*mgerial authority. Many
aspects of work are determined by practice, custgis‘erasage. An established usage
may under certain conditions gain the qua@fmﬁn enforceable promise. Other
aspects are governed by autonomous agreepghy Sfa group of employees. Yet other
aspects may be determined by standard.,s#<trs/or work rules.

At another level of autonomous gexariance, collective agreements govern the
workplace. They are subdivided ilt\ iérent levels as well: some with nation-wide
or industry-wide effect, other wisweffect for a company or a plant or shop-floor.
They may be concluded by ©wtons or by employees’ representatives of smaller
units on the one hand an&iﬁd;vidual employers or their associations on the other.

Y
o @ )

3 Seen 2. AN

>4 See, e.g. H, “3incher, ‘Corporate Governance in Europa als Mehrebenensystem’ (2012)
ZGR 160-96; Ldmann and W. Kerber, ‘European System of Contract Laws — A Map for
Combining €the’Advantages of Centralised and Decentralised Rule-making’ in S. Grundmann and
J. Stuyck, An Academic Greenpaper on European Contract Law (The Hague: Kluwer International,
2002) 295-342; in S. Grundmann and J. Stuyck, ‘An Optional European Contract Law Code —
Advantages and Disadvantages’ (2005) European Journal of Law and Economics 21, 215-36;
See also Méslein and Riesenhuber, n 1, 248—-89. With some adaptations also G. F. Schuppert,
‘Contract Governance — Voriiberlegungen zur Strukturierung einer Newen Forschungsperspektive’ in S.
Grundmann, M. Kloepfer, C. Paulus, and G. Werle (eds) Festschrift 200 Jahre Juristische Fakultiit der
Humboldt-Universitit zu Berlin: Geschichte, Gegenwart und Zukunft (Berlin/New York: de Gruyter,
2010) 1333-59, esp at 1340-7. For a different approach of levels of social analysis, see O. Williamson,
“The New Institutional Economics: Taking Stock, Looking Ahead’ (2000) 38 Journal of Economic
Literature 595, 596fF.

>3 See the discussion earlier at Section II(1)(b)(3). See also, e.g., H. Collins, Employment Law
(Oxford: Oxford University Press, 2nd edn, 2010) 6ff; see also H. Collins, ‘Legal Regulation of
Dependent Entrepreneurs’ (1996) 152 Journal of Institutional and Theoretical Economics 26370
A.-S. Vandenberghe, ‘Employment Contracts’ in K. G. Dau-Schmidt, S. D. Harris, and O. Lobel
(eds) Labor and Employment Law and Economics (Cheltenham, Edward Elgar Publishing, 2009)
62ff; Williamson, n 6, 218fF (‘The employment relationship is, by design, an incomplete form of
contracting.’).
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Collective agreements can in principle be considered as part of private govern-
ance. Yet, they may serve as an instrument of public governance, too. With a view
to established practice in some Member States, EU law provides for the possibility
that directives in the area of social policy may be implemented by collective agree-
ment (Article 153(3) of the Treaty on the Functioning of the European Union
(TFEU)). Anti-discrimination directives encourage the social partners to adopt
anti-discrimination programmes complementing public regulation (see, for exam-
ple, Article 21 of Directive 2006/54/EC).

If we focus on public governance (in the sense of public ordering), again
we find a muld-layered system. The regulatory cooperation of the EU and the
Member States has already been indicated, as has the regulatory cooperation
between public authorities and the social partners (on various levels). Regulation
may take the form of substantive or procedural rules for the individyal employ-
ment contract or relationship. It may also take the form of su ve or pro-
cedural rules for collective agreements. The EU’s ‘social dialggq; procedure of
Articles 154 and 155 of the TFEU is an example of an intrj ,\;\\%nixture of pub-
lic and private governance.’® Management and labourf¢X€30cial partners, are
involved in the legislative process from the beginning?@ y are being consulted
on whether there is a need for EU legislation and o the 1orm it should take; and
they may request to be given an opportunityg@‘gﬁlate the issue by way of a
collective agreement (‘framework agreementiNg¥ich then may be implemented
by a Union legislative act. (This is an in};’é, > of ‘bargaining in the shadow of
the law’—or a ‘regulatory threat’—a'ni\ﬁ‘ug a private-public governance- and
ordering-mix.)>’ ,%\\ )

At another level, issues of constiiihtonal law, fundamental rights in particular,
come into play. There are, of cqurle, many established issues such as the prohibi-
tion of slavery and forced wqris or the protection of collective action as a funda-
mental right. Recent yearg Yave evidenced an increasing sensitivity—or sometimes
inventory spirit—for ff%; of fundamental rights. An (in)famous example is, of
course, the inventi*(“\\x,f a fundamental right against age discrimination in the
Court of Justic ";k\ﬁmgold decision.”® The long list of ‘fundamental social rights’
included i &solidarity’ chapter of the EU’s Charter of Fundamental Rights
(ChFR)> has raised expectations—although the vague and deferential wording
(in itself an example of multi-level governance) of almost all of the ‘social rights’
confirms their limited reach.®®

¢ For a survey see K. Riesenhuber, Europdisches Arbeitsrecht (Heidelberg: C. F. Miiller, 2009)
§ 4 paras 26ff.

57 See also K. Riesenhuber, ‘Schatten des Rechts' in S. Grundmann, P.O. Miilbert, and M. Roth
(eds) Festschrift fiir Klaus J. Hopt (Berlin: de Gruyter, 2010) 1225-43.

58 ECJ Case C-144/04 Mangold [2005] ECR 1-9981. See also K. Riesenhuber, ‘Case Note: ECJ]
of 22 November 2005—Case C-144/04—Mangold’ (2007) 3 European Review of Contract
Law 62-71.

59 Charter of Fundamental Rights of the European Union, reproduced in O] 2010 C 83/389.

60 See, e.g., Case C-323/08 Rodriguez Mayor [2009] ECR I-11621 paras 58fF (concerning Art
30 ChFR).



28 Stefan Grundmann, Florian Moslein, and Karl Riesenhuber

3. Aspects of contract governance

Levels of governance raise a multitude of—often conflicting—issues. The large num-
ber and disparity of issues leads to the question of meta-governance: how can conflict-
ing governance issues be resolved? We will briefly address this latter issue in Section IV.

a. Coberence

The multi-faceted and muldi-layered governance structures in the area of employ-
ment law lead to the problem of maintaining coherence. Means to this end may
be a clear demarcation of the various levels, for example by supremacy or conflict
rules or—for the overall body of law at transcending levels—a pre-structuring in
substance by principles.

In chis work, Hugh Collins’ contribution gives an illustration of 5@65 involved
from another field. If courts from different jurisdictions decide ently on the
recognition of a charge over property by way of security fog (l;;}an, this may be
considered an issue of horizontal levels. As Collins sugg slrfé;&': issue may also be
discussed as a matter of ‘global law’, i.c. a level on the Qr&; scale. Such global law
can, in this instance, however only be found in the ‘1?" cat the parties created, a lex
mercatoria. And while such lex mercatoria may clajpsatiigher position in terms of its
geographic scope of application, national con ‘".z' Yaws (and thereby also national and
supra-national substantive laws) assume a hjg@s: position in the hierarchy of norms
and—certainly traditionally—refuse recast \itibh of such ‘private laws’ or, in any case,
do not without reservation allow their de¥2ation of mandatory national provisions.!
The governance response to the ist\ af be different, depending on how we view
the reliability and responsibiligf ci'*4¢ parties concerned, resulting externalities and
other public policy issues that wbiic regulation is intended to accommodate 2

K3

A\
b. Fundamental vig

Among the pripgipies for the demarcation of different levels of governance, fun-
damental i nay be particularly prominent and high up in the hierarchy.
There are%amcntal rights of various actors to be taken into consideration.
At the outset, the individual liberty—freedom of contract—of the contracting
parties is concerned.®® Individual liberty is not only a fundamental right in itself

61 See Recitals 13ff Rome I-Convention. For the discussion in the EU see C. -W. Canaris, ‘Die
Stellung der ‘UNIDROIT-Principles’ und der ‘Principles of European Contract Law’ im System der
Rechtsquellen’ in J. Basedow (ed) Europdische Vertragsrechtsvereinheitlichung und deutsches Recht
(Tiibingen: Mohr Siebeck, 2000) 5-31; S. Grundmann, ‘General Principles of Private Law and Jus
Commune Modernum as Applicable Law?’ in T. Baum and K. J. Hopt (eds) Corporations, Capital
Markets and Business in the Law — Liber Amicorum Richard M. Buxbaum (Den Haag/London/
Boston: Kluwer Law International, 2000) 213-34.

62 See the different approaches by H. Collins and H. Eidenmiiller (Chapter 12 and accompany-
ing comment).

63 See, e.g., R. A. Epstein, ‘In Defense of the Contract at Will’ (1984) 51 University of Chicago
Law Review 957—-82.
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but a fundamental right that is reinforced by every individual’s right to respect
for his dignity. Focused on regulation, governance theory always has to assure
that it respects individual liberty instead of only using individual contract to a
regulatory end.

Employers and employees enjoy freedom of association. The more recent col-
lections of fundamental rights grant employees as a group (or as a collective)
rights such as the right to information and consultation (Article 27 of the ChFR).
Workers and employers and their organizations have a fundamental right to nego-
tiate and conclude collective agreements and, in cases of conflict, take collective
action (Article 28 of the ChFR).

While the state or other public entities (such as the EU) do not as such enjoy
fundamental rights, they may rely on the fundamental rights of, for example,
employees to justify intervention. Indeed, they may be under an dbligation to
intervene in order to protect the fundamental rights of individu & groups.4
Thus, for example, the Union or Member States may justify ,n ct10n against
unjustified dismissal under Article 30 of the ChFR (although Pourse, the pro-
vision does not in a strict sense mandate regulation a%dms not constitute a

competence basis). >
QD
W&

-,

\l\,
Conversely, the principle of subsidiarity rp c seen as a conflicts rule, albeit a
hidden rule, arranging for interplay bet\&*l ‘ﬂe levels:®>

c. Subsidiarity

Under the principle of subsidiarity. . t\ i 1')n shall act only if and in so far as the objec-
tives of the proposed action cannCv ciently achieved by the Member States, either
at central level or at regional and |Seat level, but can rather, by reason of the scale or effects
of the proposed action, be betrerachieved at Union level.#¢

While the principle 15);&& spelled out with regard to the vertical division of pow-
ers between the UriorZand the Member States, it may also apply as between
public and priv \umes and as between (private) organizations and individu-
als, for ex QQOmons and workers. Closely related to issues of fundamental
rights—freedom of contract in particular—it provides for a presumption of com-
petence of the smaller entity. Also fundamental freedoms may be seen as rules pre-
scribing subsidiarity of state action as against action taken by private law subjects,
thus prescribing subsidiarity for Member States and subjecting them to an outside
scrutiny in this respect (by the European Court of Justice).®”

64 Seethe seminal decision in Case C-265/95 Commission v. France[1997] ECRI-6959. For the the-
oretical framework see C. -W. Canaris, Grundrechte und Privatrecht (Berlin/New York: de Gruyter,
1999) (with a hint at the ‘internationality’ of the issue at 10ff); C. -W. Canaris, ‘Grundrechte und
Privatrecht’ (1984) 184 Archiv fiir die ivilistische Praxis 201-46.

%5 In a governance context, see recently Fleischer, n 54, 160, 168ff.

66 Art 5(3) TEU. For a recent (and critical) discussion see Méslein, n 51, 77ff.

67 See in more detail and with references from the ECJ case law: S. Grundmann, “The Concept
of the Private Law Society after 50 Years of European and European Business Law’ (2008) European
Review of Private Law 553—81, esp at 558—67.
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d. Public and private levels

The issues of fundamental rights on the one hand and subsidiarity on the other
also lead to the public-private divide. Subsidiarity, individual autonomy (pri-
vatautonomie) and freedom of contract can be construed as value judgments in
favour of private governance as opposed to public governance and ordering. And
indeed, recent years have evidenced a move to private governance also in the area
of employment law.

Employee participation in the European Company (Societas Europaea) is a
prominent example where mandatory public regulation (public governance
and ordering) has been superseded by a system of contract governance. For
no less than 30 years, repeated and creative attempts of the Member States to
agree on a substantive regulation of employee participation in the European
Company failed. The breakthrough came with a shift from ¢ \ubstantive
approach to a procedural approach of regulation. Insteadr’of#providing a
one-size-fits-all solution, the legislator opted for a negoti@{ﬁ;}nodel pursuant
to which employee participation is to be determined, ifj\orinciple, by way of
agreement between the employer-side and the employee™side. The agreement
is being negotiated by the representatives of the pari\ipating companies and a
‘special negotiating body’, formed specifically faxsiie purpose of representing
the employees—their number and their istrw,lon over Member States—of
the participating companies.® (Note, iprrdcntally, how the creation of the
special negotiating body as well as th# @ :termination of the representation
on the employer side again raisessisss of governance.)®® The parties can
determine employee participatiphaecérding to their interests and needs—a
custom-tailored solution. If gheg™do not reach agreement wichin the prescribed
period of negotiation, the falsback solution annexed to the Directive applies.
The system is mixed with 2 few mandatory elements with regard to the sub-
stance of regulation,« §Landatory procedural framework, and considerable
room for freedom?af€ontract. The freedom to determine the employee partici-
pation is combig=d., ‘though, with elements of incentives and ‘nudges’ as they
result fro e¢lll-back solution.

The same/structure was subsequently employed for the European Cooperative
Company (Societas Cooperativa Privata) and cross-border mergers. It is also the
model discussed for cross-border transfer of the company seat and for the European
Private Company (Societas Privata Europaea). Contract governance serves various
purposes here. It gives back responsibility to the parties concerned, thus at the
same time alleviating the legislature of a burden, re-empowering private parties,
and providing for additional legitimacy of the employee involvement regimes

%8 For a survey see, e.g., Riesenhuber, n 56, § 29 paras 31fF.

% C. Windbichler, ‘Der Gordische Mitbestimmungsknoten und das Vereinbarungsschwert —
Regulierung durch Selbstregulierung? in U. Jirgens, D. Sadowski, G. F. Schuppert, and
M. Weiss (eds) Perspektiven der Corporate Governance — Bestimmungsfaktoren unternehmer-
ischer Entscheidungsprozesse und Mitwirkung der Arbeitnehmer (Baden-Baden: Nomos, 2007)
282, 291-3.
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ultimately installed. Indeed, the negotiation model takes the idea of employee
involvement a consequential step further than mandatory models. Negotiated
employee participation promises to be better suited to the needs of management
and labour in the individual firm. At the same time, procedural safeguards take
account of the specific needs of the parties.

In this work, Pistor discusses how switching from hierarchical and coercive
forms of governance in the area of global finance to ‘inclusive, horizontal, coop-
erative’ forms of governance—i.e. forms of contract governance—may con-
tribute to improving existing structures. She uses the example of the European
Banking Coordinative Initiative (EBCI) as a ‘full-fledged contractual govern-
ance regime’. Drawing on organizational theory, Pistor suggests that the pre-
dominant circumstances of uncertainty make contractual governance regimes
superior in the financial markets. She expounds in more detail ofythe central
elements—inclusiveness, horizontality, and cooperation—that j@cterize this

model of governance.”® 7N
& O O
C\

e. Democracy and representation \

Where collectives make rules, this may raise é‘ecmc questions of legiti-
macy: democracy, self-determination, and reprgsfl ation. This issue is of consid-
erable relevance also with regard to contract’\h winance. Private rule-making in
particular raises intricate issues of legmm &.)

A good (and still virulent) exa‘&pc is participation of the social
partners—management and labox§1 n EU legislation under the social
dialogue-procedures of Articl d 154 of the TFEU discussed earlier.”?
Originally, Parliament was not ﬁtutlonally involved in this form of rule-making
at all. Article 155(2)(1) of the TFEU now provides for a right to be informed.
Legislation adopted in § soc1a1 dialogue-procedure cannot draw democratic
legitimacy from the P‘ pean Parliament. The Court of First Instance (CFI)
empbhasized the n *Q\uv for the organizations involved to be representative for
their constltu

Another¢exa ple is the posting of workers. Posting of workers raises intri-
cate issues ofNegitimacy and representation on the horizontal level of the various
Member States. For the posted employees who, purportedly, are to be protected
by the application of the employee protection laws of the host Member State do
not have a voice in the making of these laws or in the determination whether and
in how far they should apply to them.”

7% See Chapter 13. The mechanisms as such may, of course, not all be new and can be related
back to general governance discussion: see comment accompanying Chapter 13.

71 See in detail G. Bachmann, Private Ordnung (Tiibingen: Mohr Siebeck, 2006) 159-226.

72 See n 56.

73 Case T-135/96 UEAPME v. Council [1998] ECR 11-2335, paras 88-90.

74 A. R. Ganesh, ‘Appointing Foxes to Guard Henhouses: The European Posted Workers’
Directive’ (2008) 15 Columbia Journal of European Law 123—42.
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[ Competition and cartelization

Uniform rules at one level exclude competition at the lower levels.”> The carteli-
zation of employees in unions was generally accepted in the latter half of the
19th century.”® On the EU-level, the Court in its Albany decision accepted that
agreements concluded in the context of collective negotiations between manage-
ment and labour in pursuit of social policy objectives are not covered by Article
101(1) of the TFEU.”” This does not exclude the possibility, however, that under
fundamental freedoms, standard-setting that covers activities nationwide or
even beyond is or might be scrutinized and struck down if amounting to an
impediment.”®
Harmonization of laws of the Member States eliminates competition. Yet
social policy legislation of the EU is (at least in principle) limited _to minimum
standards (Article 153(4) of the TFEU) and some areas, pay in ticular, are
exempted from EU legislation. Intra-Member State competition\§=$trong where
free movement of goods is concerned. Competition on th%}%‘ of employment
standards is restricted though where free movement o se?z@:s is concerned. In
Rush Portuguesa, the Court accepted that: A
\

Community law does not preclude Member States froa\c::tcnding their legislation, or
collective labour agreements entered into by bothQO:: of industry, to any person who
is employed, even temporarily, within their tesy;\z_v, no matter in which country the

employer is established.”” o f\’ '\\
T\

N . . . . .
While subsequent decisions have spc]\\‘ﬂ out certain limits to a duplication of
standards of employee protection, o{g‘t Jimits are rather broad. They do not even

coincide with the Union sta is'of protection. Thus, while EU law provides
that every worker is entitled \,\‘Dur weeks of paid annual leave, the Court has
accepted that the host Mensber States may extend this entitlement—in this case
six weeks—for posted N{ers.go

The Posting of W@‘z;‘s Directive (PoWD) responds to this judgment with an
attempt to coor@ig\ﬁ national posting of workers laws and make their operation

3
transparent. &k‘t

75 For a comprehensive discussion of issues of the employment market and competition from
a legal perspective, see V. Rieble, Arbeitsmarkt und Wettbewerb Der Schutz von Vertrags- und
Wettbewerbsfreiheit im Arbeitsrecht (Berlin: Springer, 1996).

76 See, e.g., S. Deakin and G. Morris, Labour Law (Oxford: Hart Publishing, 5th edn, 2009)
paras 1.4ff; W. Zollner, K. -G. Loritz, and C. W. Hergenréder, Arbeitsrecht (Munich: C. H. Beck,
6th edn, 2008) 22fF.

77 Case C-67/96 Albany [1999] ECR I-5751 paras 52-9.

78 Case 36/74 Walrave [1974] ECR 1405, 1419ff; Case C-415/93 Bosman [1995] ECR 1-4921,
5065—7; and similar Case 155/73 Sacchi [1974] ECR 409, 431ff; Case 13/76 Dond [1976] ECR
1333, 1340ff; and Case 90/76 van Ameyde [1977] ECR 1091, 1127ff.

79 Case C-113/89 Rush Portuguesa [1990] ECR 1-1417 para. 18; to the same effect already Joined
Case 62 and 63/81 Seco [1980] ECR 223 para. 14; and subsequently Case C-43/93 Vander Elst
[1994] ECR I-3803 para. 23; Case C-272/94 Guiot [1996] ECR I-1905.

80 Joined Cases C-49/98, C-50/98, C-52/98 to C-54/98 and C-6898 to C-71/98 Finalarte
[2001] ECR I-8731 paras 57f.0
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g Functions of workers’ representation

If we look at workers’ representatives, they may serve various functions. Much of
the debate focuses on ‘participation’, ‘representation’, and ‘industrial democracy’ 8!
Indeed, this relates back to the issues discussed earlier.8? Representation and voice
are all the more important where decisions affect a person directly and where
the exit option may be restricted. It is quite another issue, of course, whether the
respective rights should be mandated by law or left to individual agreement. Let
us briefly consider two other aspects: information and adaptation.

In various instances, workers’ representatives mediate information.8? Take
the example of the Transfer of Undertakings Directive (TUD). Article 7 of the
TUD requires the employers, both transferor and transferee, to provide the rep-
resentatives of their workers with detailed information about the gransfer. The
information is certainly too detailed for the rank and file employ; \The work-
ers’ representatives serve as information intermediaries. While cheNirformation is
detailed, channelling it through the workers’ representatives 91@3?1(65 the burden
of providing it for the employer. The workers’ representatjvedwhli usually be espe-
cially experienced and often specifically trained in handhiy such information.
They will thus be in a position to ask (the right) qw(u}*ns and make additional
suggestions. They thus serve similar functions ag-ituarmation intermediaries do
more generally, for instance accountants or r{;uf g toms whose roles for corporate
governance are currently debated.®* And agafiyas there is usually only one work-
ers representation forum, channelling infAstnation thus alleviates the burden that
comes along with information for empicy #:s.

As a long-term relationship, thec\ layment contract requires adaptation over
time.*> Employee representatigfi zi¥the system of collective bargaining can serve
as adaptation mechanisms. Thisas particularly obvious for collective bargaining
over wages. But it also apu!ies with regard to employees’ representatives at the
plant level and their ri& to information, consultation, or co-determination
with regard to issuéac€ahe workplace. As Windbichler puts it ‘[clollective agree-
ments and codetp.';ﬁ& nation at the shop-floor level serve as tools for the necessary
redeﬁnitiorQﬂéggts and obligations over time, i.e., they are part of a sophis-

ticated contgdct governance system.3¢ Other contracts, long-term contracts in

81 F. Gamillscheg, Kollektives Arbeitsrecht vol. II — Betriebsverfassung (Munich: C. H. Beck,
2008) 22ff, 42ff; Zollner, Loritz and Hergenréder, n 76, 4554t

82 See Section III(2)(d).

83 K. Riesenhuber, ‘Arbeitnehmerschutz durch Information beim Betriebsiibergang’ in R. Krause,
W. Veelken, and K. Vieweg (eds) Recht der Wirtschaft und der Arbeit in Europa - Gediichtnisschrift
Jor Wolfgang Blomeyer (Berlin: Duncker & Humblot, 2004) 195-215; K. Riesenhuber,
‘Informationspflichten beim Betriebsiibergang’ (2004) Recht der Arbeit 340-52.

84 See survey and references in S. Grundmann, n 12, § 14, paras 43-5, 50-3.

85 See Section III(2).

86 C Windbichler, ‘Cheers and Boos for Employee Involvement: Co-Determination as Corporate
Governance Conundrum’ (2005) 6 European Business Organisation Law Review 6 507-37;
C Windbichler, ‘Betriebliche Mitbestimmung als Institutionalisierte Vertragshilfe' in M. Lieb,
U. Noack, and H. P. Westermann (eds) Feszschrift for Wolfgang Zillner (Koln/Berlin/Bonn/
Miinchen: Carl Heymanns, 1999) 999-1009; Rieble, n 75, paras 1418ff.
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particular, involve similarly intricate governance arrangements, for example fran-
chise agreements.

h. Principal and agent

Levels of contract governance may also be analysed in terms of principle and
agent.8” If we consider issues of employment law with a view to employee protec-
tion, who is the best agent of the employee’s interests?

This could initially be the employee himself. The concern here is that he may
not be in a position to adequately pursue his interest in the market. Yet, this
requires more detailed analysis.®¢ Secondly, the employer may function as the
employee’s agent. While certainly the employer pursues his own interest and while,
undeniably, there are numerous examples of the worst forms of exph&ation there
are, in a working market environment, also elements that ind even force
the employer to take the employees” interests into account. Hrgs; the employer
constantly needs to attract employees and thus has to be j A‘\fosted in establish-
ing a good reputation. Again, as the employer cannot i(;%l every aspect of his
employees’ work (thus being potentially exposed OSQ} oyee-opportunism), he
may use remuneration as an incentive to reduce thissisk:

Let us pursue the example of employee rm@‘efation that we have already
encountered earlier a little further.®? Follovﬁh‘,}}’he financial crisis, remuneration
has often been discussed as an issue of cg,‘i\\rdte governance. Indeed, it undeni-
ably is an issue of corporate governalt.i‘&??vhere (a) the manager’s remuneration
is concerned or (b) remuneration @%‘ is used as an incentive mechanism for
employees whose work is essentid: ' whose misbehaviour may be fatal) for the
company. Yet, remuneration \2ay also be a pure issue of contract governance.
So, for example, Akerlof hgg aavanced the thesis that employers pay more than
just market-clearing wages su as to induce their employees to excel in their work
(asa ‘counter—gift’),.?%%ced, subsequent laboratory studies seem to support this

N
&

87 V.. Cgberg, ‘Regulation and Administered Contracts’ (1976) 7 Bell Journal of Economics
426, 4291F et passim; C. Gillette, ‘Rolling Contracts as an Agency Problem’ (2004) Wisconsin Law
Review 679-722.

88 See R. A. Epstein, In Defense of the Contract at Will’ (1984) 51 University of Chicago Law
Review 957-82; E. Picker, ‘Das Arbeitsrecht zwischen Marktgesetz und Machtanspriichen — Zur Kritik
und Korrektur gesetzlicher, “richterrechtlicher” und korporativer Fehlentwicklungen am Beispiel von
Betriebsverfassungs-, Kiindigungs- und Tarifvertragsrecht’ (2005) Zeitschrift fiir Arbeitsrecht 353-90
on the one hand; P. C. Weiler, Governing the Workplace — The Future of Labor and Employment Law
(Cambridge, Mass: Harvard University Press, 1990) on the other.

89 See also K. Riesenhuber, ‘Vergiitungssysteme unter dem Blick von Governance und Compliance’
in V. Rieble, A. Junker, and R. Giesen (eds) Finanzkriseninduzierte Vergiitungsregulierung und arbe-
itsrechtliche Entgeltsysteme (Miinchen: Zentrum fiir Arbeitsbezichungen und Arbeitsrecht (ZAAR),
2011) 133,

%0 G. A. Akerlof, ‘Labor Contracts as Partial Gift Exchange’ (1982) 97 Quarterly Journal
of Economics 543-69. See also C Windbichler, ‘Das Arbeitsverhilinis als Austausch wund
“Geschenkverhiiltnis” in H. Hirte, K. Frey, and R. Wank, Festschrift for Herbert Wiedemann
(Munich: C. H. Beck, 2002) 673—83.
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theory®® However, more recent empirical research casts doubt on these find-
ings. It appears that above-market remuneration merely works as a short-term
incentive.”? Governance needs to rely on interdisciplinary research, yet, the issues
involved may be complex and difficult to prove or falsify.

Then there are collectives on the employee side. Unions and employees’ rep-
resentatives in the firm recommend themselves as agents with their market
power derived from the concentration of individual interests and cartelization.
Their deficiencies as agent for the individual employee result from the stand-
ardization of solutions they offer—Dby which, on the other hand, they also may
mediate between heterogeneous employees’ interests—2? and from the focus
on the interests of those whom they represent. The standardization is likely
to be over- or under-inclusive, depending on the individual interests and the
individual ‘strength’ or market power. In any event, (mandatory) collective
regulation is by definition heteronomous, thus infringing with dividual’s
self-determination.”* A focus on, usually, those who are currepsiy émployed will
often go at the expense of the unemployed. Or, conversel}}}‘,(\ﬁmg into account
of the labour markert at large (including the unemplo (L}hay go beyond the
unions’ mandate. VQ

Legislators and courts, too, have their deficits as ak\}t:, of the employees. Again,
employment protection is put in place for thogefw o are employed and not for
the unemployed. Protection of the employed\vit Des entry into employment more
difficult for the unemployed. Where cour;f\z}}av themselves as adjudicators who
follow the mandate of the law, they wi'li(\é«ft)ably) reinforce the same tendency.

N

9
i. Substantive and procedur. 7"‘941‘1'071

v
While substantive rules provide ror regulation on a given level, procedural rules
do so to a lesser extent, Qvuling only for a framework within which collectives

&
or individuals may mé&r="their own rules.”®> The framework may be more or less
D
&

o1 E. Fehq irchsteiger, and A. Riedl, ‘Does Fairness Prevent Market Clearing? An
Experimental Investigation’ (1993) 108 Quarterly Journal of Economics 437—60.

2 U. Gneezy and J. A. List, ‘Putting Behavioral Economics to Work: Testing for Gift Exchange
in Labor Markets Using Field Experiments’ (2006) 74 Econometrica 1365—84.

93 A parallel function of mediator is attributed to the (supervisory) board: see, for instance, the
description by P. Davies, ‘Board Structure in the UK and Germany: Convergence or Continuing
Divergence?” (2000) 4 International and Comparative Corporate Law Journal 435—6, 450-5;
E.-J. Mestmicker, Verwaltung, Konzerngewalt und Rechte der Aktionire—-eine Rechtsvergleichende
Untersuchung nach Deutschem Aktienrecht und dem Recht der Corporations in den Vereinigten Staaten,
(Karlsruhe: C.F. Miiller, 1958) 81fF; C. Steinbeck, Uberwachungspflicht und Einwirkungsmaiglichkeiten
des Aufsichtsrats in der Aktiengesellschaft (Berlin: Dunker & Humblot, 1992) 45-54; this is common
ground in comparative law (even if the board member represents a certain group of shareholders
or even employees and has been nominated by that group): Wymeersch, n 27, 1079, 1091, 1132fF.

4 Picker, n 88, 353, 3591F.

%5 For a discussion of different regulatory approaches, see Collins (2010) n 55, 27ff. On ‘pro-
ceduralization’, also discussing the impact of procedural rules on substance, see J.-H. Binder,
‘Progeduralisierung und Corporate Governance’ (2007) Zeitschrift fiir Unternehmens- und
Gesellschafisrecht (ZGR) 745-88.
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rigid, providing for a guardrail, a (perhaps ‘threatening’) ‘shadow of the law’?$, an
incentive, or a ‘nudge’”.

We have already discussed employee participation in the European Company in
the context of public and private levels of governance.”® It may also be considered
from the angle of substantive and procedural regulation. EU employment legisla-
tion more often uses procedural elements. So, for example, the European Works
Council Directive®® leaves prior agreements in place and was, indeed, the first
directive to provide for a negotiation model. The Information and Consultation
Framework Directive, too, leaves room for agreements of different ‘practical
arrangements. The Temporary Agency Work Directive provides for a mechanism
to accommodate both employee protection and freedom of contract for collec-
tive agreements. Collective agreements may provide for less favourable treatment
provided that they respect ‘the overall protection of temporary agency workers’
installed by the directive. The regulatory mechanism thus combi road range
of freedom with a ‘global’ control mechanism. While it thus I};‘i&ins flexibility,
the obvious drawback is that the global standard of contrg¥¥¢ther diffuse and

N\
difficult to predict, leading to legal uncertainty. Q\f
[
> \
j. Complexity—of life and of regulation . 0\\
Complex issues may require complex rules#ﬁ;\"i'mple rules.’®® In the EU, rules

appear to become increasingly complex," (drlicular taking into account the lev-

e
. N ) .
els of regulation. New governance strui&'cs{'lave to be evaluated with a view to

existing structures, in particular wigh a3jiew to an increasing complexity.

An increasingly promineng.ef%iple is fundamental rights. Originally, the
EEC (as it then was called -):)rrlary law did not provide for a catalogue of
written fundamental rightg. liie situation was thus that the German Federal
Constitutional Court, $ts famous Solange I decision, declared that ‘as long as’

&)

(solange) Communitff.) did not provide for protection of fundamental rights,
it would exert it;\:\\n control under the German Constitution (the Basic Law,

Grundgesetz, ggl?:\ 9).190 After the European Court of Justice in its jurispru-
dence dev undamental rights as so-called general principles of EC law, the
Bundesverfdssungsgericht, in 1986, declared that it would not use its fundamental
rights control as long as the Community maintained a standard of protection that

6 R. Mnookin and L. Kornhauser, ‘Bargaining in the Shadow of the Law: The Case of Divorce’
(1979) 88 Yale Law Journal 950-97.

97 R. H. Thaler and C. R. Sunstein, Nudge: Improving Decisions About Health, Wealth, and
Happiness (New Haven: Yale University Press, 2008).

98 See Section III(3)(d).

99 Directive 2009/38/EC of the European Parliament and of the Council of 6 May 2009 on the
establishment of a European Works Council or a procedure in Community-scale undertakings and
Community-scale groups of undertakings for the purposes of informing and consulting employees
(Recast) (O] 2009 L 122/28).

100 R. A. Epstein, Simple Rules for a Complex World (Cambridge, Mass: Harvard University
Press, 1995).
101 Federal Constitutional Court (‘Bundesverfassungsgericht’, ‘BVerfG’), BVerfGE 37, 271.
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was substantially equivalent to that of the Basic Law (Solange 11).1°2 While the
1989 Charter of Fundamental Social Rights was rather a political declaration than
a binding legal instrument (‘solemn press release’), the Charter of Fundamental
Rights of 2000 has, since the 2009 Lisbon Treaty acquired the binding force sta-
tus of EU primary law (Article 6(1)(1) of the Treaty on European Union (TEU)).
Next to the fundamental rights as general principles and the fundamental rights
of the Charter, there is further the provision of Article 6(3) of the TEU pursuant
to which fundamental rights, as guaranteed by the European Convention for the
Protection of Human Rights and Fundamental Freedoms (ECHR) and as they
result from the constitutional traditions common to the Member States, consti-
tute general principles of the Union’s law. So even on the level of EU law, there
is a multitude of three distinct collections of fundamental rights, the (simple)
general principles as developed by the Court; the ECHR fundaniental righes,
applicable as general principles; and the Charter fundamental ri &ext there
remain the fundamental rights of the national constitutions all Member
States are, of course, also party to the ECHR so that its fun \ﬁntal rights apply
here as well. Finally, the EU has committed itself to acce g,*u the ECHR under
Article 6(2) of the TEU. The multitude of regimes ceﬁ@ ly may have its merit.
So, for example, there may be good reason for in (l)n* an outside control so
that the Member States or the Union may be subje: D16 supervision by the ECHR
(although, of course, that displays distrust in\t 2 Snstitutional courts). Yet, there
are evident limits to control of control. And QQe is a downside to it, too. A multi-
tude of regimes of fundamental rlghts an &m ﬁ)’m for their control opens room for
manoeuvring: for cherry picking ng{‘ ew to the fundamental rights sources or
with a view to procedural issue uititude of sources may also invalidate the
opt-out of Poland and the UK f\e sohdarlty—rlghts of Title IV of the Charter.!%?
Indeed, it has been pointed quit that in Viking and Laval, the Court refers to the
Charter of Fundamenta'; lguts—but not exclusively—leaving room for found-
ing the right to strlkqf Wsay, general principles of EU law as well which would
then be sufﬁaent \\> wurce for this right and thus make it applicable to these
countries as we

Anti-dis atlon laws are another example. The irregularity that the princi-
ple of equal Q‘y for men and women is provided for in Article 157 of the TFEU
and thus in the ‘constitution’ of the EU has historical reasons. Yet, this has not
been changed, irrespective of the fact that the Court has subsequently substituted
the original economic rationale (competitive disadvantage of French business) to
one of social policy.!°> With the invention of a fundamental right against age

102 Federal Constitutional Court (‘Bundesverfassungsgericht’, ‘BVerfG’), BVerfGE 73, 339.

103 Cf Protocol on the Application of the Charter of Fundamental Rights of the European Union
to Poland and to the UK.

104 A C. L. Davies, ‘One Step Forward, Two Steps Back? The Vikingand Laval Cases in the ECJ’
(2008) 38 Industrial Law Journal 126, 138.

105 Case 43/75 Defrenne II [1976] ECR 455 para 12; Case C-17/05 Cadman [2006] ECR 1-9583
para 28; Joined Cases C-270/97 and C-271/97 Sievers and Schrage [2000] ECR] 1-929 paras 53-7; Case
C-256/01 Allonby [2004] ECR I-873 para 65. For a critical discussion, see Riesenhuber, n 56, § 9 para 1.
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discrimination as a general principle of EU law in Mangold,'°¢ the Court has
cemented this development—and, to a certain degree, insulated it from interfer-
ence by the legislator.'®” This is particularly noteworthy as the issue of age dis-
crimination often involves difficult decisions of social policy—!°8 decisions that
are best left to the legislator. The Court has, though, stopped short of recognizing
more extravagant prohibitions of discrimination as general principles of EU law
when confronted with the issue of discrimination on grounds of ‘socio-professional
category or place of work’.19?

In EU contract law, the directive has thus far been the central instrument of
contract governance (governance of contract law).!’® As a matter of legislative
technique, the instrument of a directive warrants revision as does the cooperation
of the Court of Justice and national courts. Article 288(3) of the TFEU states
that ‘[A] directive shall be binding, as to the result to be achieved, upon each
Member State to which it is addressed, but shall leave to the nati authorities
the choice of form and method. It is thus an instrument ?P'ai& ti-level legis-
lation. The idea seems captivating: let the central authorﬁ“f?cll out the prin-
ciples and the decentralized authorities make the rul @\ﬁ first of all, that is
not how it works in practice. Directives tend not to"@ ¢ much room at all for
interpretation by the Member States. But things A\Jrnre complicated when it
comes to implementation and application. Iryt@}r, interpretation and judicial
development of directives follow their own/®¥s. The multiplicity of language
versions and a lack of common legal ct;]’t’\g are two factors that make things
complicated. Implementation of the ru'?,'\:\s ot enough. The principles of equiva-
lence and of effectiveness supplem 'B)c specified rules of a directive, together
with the effer utile, resulting i 3 etimes far-reaching—though not easy to
foresee—consequences. And rr:kpective of the general concept of legislation in
two steps, directives may ur}del certain conditions be directly applicable, though
only as against the Mergber States. The Court has, so far, resisted the temptation
of recognizing a dire{}krizontal effect.! But it has developed an obligation to
construe the natiofdl 4w of the Member States in conformity with the wording
and zelos of the ";?ttive. While the theoretical development is clear enough, prac-
tical com ion and confusion is unavoidable. This is certainly true for indi-
viduals subject to the rights and obligations determined by a directive, but also for
national courts. Thus, for example, the limits of the obligation of interpretation

106 Case C-144/04 Mangold [2005] ECR 1-9981.

197 For a critical discussion, see Riesenhuber, n 58, 62-71.

108 See A. G. Geelhoed, Opinion of 16 March 2006: Case C-13/05 Chacén Navas, 2006 ECR
1-6467, paras 46-56.

109 Case C-310/10 Agafigei [2011] ECR 1-5989.

110" See the survey in S. Grundmann, Europdisches Schuldvertragsrecht (Berlin: de Gruyter, 1999).
Notable exceptions (now) are the meta-rules on the applicable law in the Rome-Regulations and the
Group Exemption Regulations in EU competition law.

11 See recently Case C-227/09 Accardo [2010] ECR 1-10273, paras 45fF; Joined Cases C-397/01
to C-403/01 Pfeiffer [2004] ECR 1-8835 paras 108ff; Case C-168/95 Arcaro [1996] ECR 1-4705
para 36; Case C-192/94 El Corte Inglés [1996] ECR I-1281 para 16; Case C-91/92 Faccini Dori
[1994] ECR 1-3325 par. 20.
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of national law in conformity with a directive are uncertain both on the EU level
and on the national level. But this is not the end of it. Where collective agree-
ments are used to implement a directive, there is yet another level involved. To be
sure, the collective agreement then replaces the legislation. But the obligation of
the social partners vis-a-vis the Member State does not relieve the latter from its
obligations in relation to the Union.!1?

4. Constructivism and evolution

Discussing even a few issues of governance makes us cautious and humble.
Governance raises a multiplicity of complex issues and requires an interdiscipli-
nary approach. Yet, in many areas, an ex ante full-scale investigation into the
issues involved from every angle concerned will arguably not be feasible (or not in
this life). The example of Akerlof’s remuneration theory!'3 Wthh riggered a
decade-long debate is sobering. More often than not, though, gpe\" ance regimes
are not created from a clean slate or at a clerk’s desk. Ins 4\“Eney evolve over
years in practice in a procedure of trial and error. The exfwpi€ also illustrates the
importance of a factual analysis. It is not by accid VQ* ‘empirical legal stud-
ies’” have gained considerable weight in academic déPate in recent years. Indeed,
empirical studies have to be considered an impeiiit tool in the governance dis-
cussion as well. \l\

With Hayek, we should be wary of a CQ fctlwst approach to regulation.
Regulatory restraint finds its basis also ii s&spect for individual liberty. Moreover,
the knowledge of the (state as) regulatoy is inevitably restricted. Contract gov-
ernance, however, can help ovt@ oth concerns to some extent. In the first

S

114

place, contract governance is buacdd on consensus. Rather than restricting indi-
vidual liberty, it is based onindividual decisions. Secondly, contract governance
takes advantage of privat \ﬁurmatlon Depending upon the circumstances, such
information may wcll/‘ \perlor to the knowledge of the legislator, namely with
respect to very spe ’Q\n « particularly innovative subjects of regulation.!> On the
other hand, ho 1:1, private parties are for many reasons not necessarily in the
best post egulate themselves. It is therefore important to find an equilib-
rium betweeh state-made, mandatory regulation, and private, contractual gov-
ernance. Hence the real challenge lies at a meta-level and consists in designing a
framework that allows for such equilibrium, restricting private autonomy (only)
insofar as necessary while enabling private rule-making where adequate. In the

112 Case 143/83 Commission v. Germany [1985] ECR 427; Case 235/84 Commission v. Iraly
[1986] ECR 2291.

113 See Section I1I(3)(h)

14 F. A. v. Hayek, Law, Legislation and Liberty (London/Henley: Routledge & Kegan Paul,
1973, 1976, 1979).

115 See, for instance, W. Hoffmann-Riem, Die Governance-Perspektive in der rechtswissen-
schafilichen  Innovationsforschung (Baden-Baden: Nomos, 2011) 31-3: more specifically with
respect to corporate law, see J. -H. Binder, Regulierungsinstrumente und Regulierungsstrategien im
Kapitalgesellschafisrecht (Tiibingen: Mohr Siebeck, 2012).
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long-run, such a framework needs to be open for new, potentially better regula-
tory solutions. It must allow for evolution and innovation of norms, triggered by
a dialogue between public and private rule-setters.!'® Designing such a frame-
work requires not only legal skills, but also insights from many other sciences —
economics, sociology, behavioural sciences.!!” Sure enough, there is reason to
believe that Orgel’s second law prevails: ‘Evolution is cleverer than you are.!8

IV. Multitude of Disciplines—An Equilibrium in Law

Governance—and contract governance in particular—is a quintessentially inter-
disciplinary endeavour. Governance provides a conceptual bridge that facilitates
the dialogue across disciplinary borders.!*® Even more, governancé\heory draws
on insights from various behavioural sciences like sociological, gxo al, and eco-
nomic theory but also neurological and evolutionary scieness!*® Governance
therefore provides a helpful tool for legal academics to learnfi ¥ other disciplines.
At times, traditional contract law scholarship may haféXen other disciplines
into account as well, be it as auxiliary tools or a s?\h\ ards of comparison.'?!
For contract governance, however, such interdisci Liwary exchange and dialogue
is no less than a core element—a plea to appl%“,em as systematically as pos-
sible. Of course, most institutions that are‘de,v ant for governance research are
designed by (legal) rules, and therefore I;Q'Q.\Ju'holarship plays a central role. Yet,
governance theory does not limit itsei{ % analysing the structure of such rules.
The perspective on contractual an&v\q;l rules widens. In addition to the usual
ex post perspective on conclu (‘C nts, it takes an ex ante view: contract gov-
ernance understands rules ndg ahly as an instrument of dispute resolution, but
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116 Tn detail, with 1’\[,\\6 to default rules, see F. Méslein, n 51, 2861, 2869-73; see also K. Pistor,
et al, Tnnovation iy=eStporate Law’ (2003) 31 Journal of Comparative Economics 676.

117 Recent ﬁ‘ similar vein, see S. Deakin, ‘Legal Evolution—Integrating Economic and
Systemic A@ac es’, (2011) 7 Review of Law & Economics 659—-83; see also P. Zumbansen
and G. -P. Calliess (eds) Law, Economics and Evolutionary Theory (Cheltenham: Edward Elgar
Publishing, 2010).

118 Named after the British chemist Leslie E. Orgel (1927-2007) and attributed to the British
physicist and biochemist Francis H. C. Crick (1916-2004).

119 K. van Kersbergen and F. van Waarden, ‘Governance as a bridge between disciplines’ (2004)
43 European Journal of Political Research 143-71; G. F. Schuppert, ‘Governance im Spiegel der
Wissenschafisdisziplinen’ in K. van Kersbergen and F. van Waarden (eds) Governance-Forschung: V'
ergewisserung tiber Stand und Entwicklungslinien (Baden-Baden: Nomos, 2nd edn, 2006) 373ff; in
a similar vein, see O. Williamson, “The Institutions of Governance’ (1998) 88 American Economic
Review 75 (‘interdisciplinary undertaking’). (Werkstattgesprich aus Anlass des 60. Geburtstags von
Eberhard Schmidt-Afsmann), 103fF.

120 See, for instance, P. Zumbansen, ‘Governance from an Interdisciplinary Perspective’ in
David Levi-Faur (ed) Oxford Handbook on Governance (Oxford: Oxford University Press, 2012)
with a view on corporate governance in particular see S. Deakin and A. Hughes, ‘Comparative
Corporate Governance: An Interdisciplinary Agenda’ (1997) 24 Journal of Law and Society 11-9.

121 Generally on ‘plurality of methods as a challenge’ (translation by the authors) see
S. Grundmann, ‘Methodenpluralismus als Aufgabe’ (1997) 61 RabelsZ 423ff.
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also as a mechanism for steering and coordinating human behaviour.!?? Hence
the governance perspective focusses on the steering effects of rules, necessar-
ily taking into account the reactions of its addressees.!?® The impact of such
reactions depends on the character of the rules in question: the less hierarchi-
cal and mandatory, the more consensual and contractual the character of these
rules, the more important the reactions of addressees for their very effectiveness.
Human behaviour therefore plays a crucial role for the understanding, analysis
and design of contract governance structures.

Once this interplay between rules and behaviour has been described in some
more detail,'?* the need for a dialogue with different behavioural sciences becomes
obvious. Behavioural sciences provide models of human behaviour and therefore
allow certain predictions about human reactions to specific rules. Contrary to a
widespread assumption in the law and economics literature, behavidural sciences
provide not just one, but various models of behaviour, dlfferlng (?u assump-
tions and also in their predictions. Namely in view of rule- Orl?ﬂ& haviour, it
seems paramount to take these differences into account. Co Q"governance the-
ory therefore needs to draw on insights from a wide rang fhiterent behavioural
sciences.!?> More importantly, it needs to build on thes?(e sons, taking them into
account when conceptualizing legal and extra-lega s, when predicting their
steering effects, but also when designing the arghf ~ture of contract governance.
Law, legal scholarship, and rule-setting thereﬁb‘\' ed to bring insights of various
behavioural sciences into a specific equlltb\.,QA, considering and weighing their
respective impact for every single regu I ty”context. The challenge is not just
the application of these insights, b \peally—translatlon and even informed
choice between approaches—with(i\¥ew to the institutional and factual settings
encountered. This need becomes L‘altlcularly obvious whenever governance faces
phenomena that transcend zhe bilateral privity of spot contracts—in herding,
networks and long—term nuzacts, the core features taken up in parts 2—4 later
in this Section. Neye:f':&ss, these insights are equally essential for contract law
rule-setting in genc \— -with basically the same overall challenge.!2¢

(‘:t

1. Gover@ce: regulatory structures and human behaviour

Governance is about regulatory structures and human behaviour. Let us
consider both aspects in turn. First, contract governance is about regulatory
structures, consisting of legal as well as extra-legal rules. Generally speaking,
governance is understood as the entirety of various collective impacts on a

122 Mbslein and Riesenhuber, n 1, 248, 257.

123 For a survey on the term ‘governance’ S. Burries, M. Kempa, and C. Shearing, ‘Changes
in Governance: A Cross-Disciplinary Review of Current Scholarship® (2008) 41 Akron Law
Review 1, 7-12; A. M. Kjaer, Governance (Cambridge: Polity Press, 2004) 3—7, with further refer-
ences; J. Pierre, Introduction: Understanding Governance’ in J. Pierre (ed) Debating Governance
(Oxford: Oxford University Press, 2002) 1, 3ff; O.E. Williamson, “The Economics of Governance’
(2005) 95 American Economic Review 1.

124 Gee Section IV(1). 125 See Section IV(2). 126 See Section IV(3).
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social system.'?” The focus is primarily on institutions that shape and coordi-
nate human behaviour. Such institutions largely consist of rules, be they formal
or informal, legal or social, strict or flexible. With respect to contracts, rules
at various levels shape the regulatory structure that may ultimately have an
impact on individual behaviour.!?® At the very top, the institutional framework
for contract law rule-making consists mainly of constitutional rules, providing
for procedural and substantive guidelines for designing contract law (govern-
ance of contract law). At a second level, contract law rules form an institu-
tional framework that influences private contracting (governance by contract
law). Contractual arrangements require this infrastructure of contract law, but
to some extent, they are also influenced by this ‘shadow of contract law’.1??
Contract law may thirdly pursue regulatory goals, steering individual behaviour
(governance by means of contract law). Finally, contracts themselves provide an
institutional framework, guiding and coordinating the future iour of the
contracting parties. Therefore contracts are part of the reg ’&) structure of
contract governance as well, even though they are provi :‘\ﬁ'y private parties,
not by legislative bodies (governance by contract). %{_\

Secondly, contract governance is about human beﬁQ\ ar. One of the key ele-
ments of governance theory is its focus on how huk\p actors make decisions, on
their incentives as well as their utility functions, ’w}(’)n the feedback mechanisms
between institutions and behaviour.!3° W’hﬂ\&volitioal and economic steering
such as the ‘dirigisme’ of the 19705—beé'\\4nderst00d control and regulation
of a country’s economy and social ins*?:;‘\\l’ s by the state as far-reaching—has
largely proven unsuccessful'®' and d¢d~0 a veritable steering crisis of law (szeu-
erungskrise des rechts),!3? the idga ShBovernance changed the perspective. Rather
than systematically distinguishidg between the state and private actors as sub-
ject and objects of such steeg:Lns'attempts, governance theory takes into account

the interplay between &ktwo, and thereby focuses on the interaction between
*
N
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127 7. Kén @%&B’iwzﬂ:ierung des Rechts’ (2006) 206 Archiv fiir die ivilistische Praxis 477, 514,
following t@pr ach of M. Hill and P. Hupe, Implementing Public Policy - Governance in Theory
and in Practice{London: Sage, 2002) 13ff. See also text accompanying n 4.

128 More extensively on these different levels Méslein and Riesenhuber, n 1, 248-89.

129 Mnookin and Kornhauser, n 96, 950-97; see also K. Riesenhuber, ‘Schatten des Rechts— Contract
Governance und Governance der Vertragsverhandlungen bei der SE-Mitbestimmung' in S. Grundmann,
B. Haar, H. Merke, ez al (eds) Festschrift for Klaus Hopt (Berlin: de Gruyter, 2010), 1225-43.

130 Similar with respect to corporate governance, R. Gilson, ‘Corporate Governance and
Economic Efficiency: When Do Institutions Matter’ (1996) 74 Washington University Law
Quarterly 327.

131 In detail G. -P. Calliess, Prozedurales Recht (Baden-Baden: Nomos, 1999) 60-83; G.
Teubner, ‘Das regulatorische Trilemma — Zur Diskussion um Postinstrumentale Rechtsmodelle’ (1984)
13 Quaderni Fiorentini per la Storia del Pensiero Giuridico Moderno 60, 120-132; see also Chr Engel,
‘Rationale Rechtspolitik und ihre Grenzen’ (2005) Juristenzeitung 581, 583-9.

132 With respect to private law recently G. -P. Calliess, ‘Die Steuerungskrise - jetzt auch im
Privatrecht?’ in G. -P. Calliess, A. Fischer-Lescano, D. Wilsch, and P. Zumbansen (eds) So/ziologische
Jurisprudenz — Festschrift for Gunther Teubner (Berlin: de Gruyter, 2009) 465-479; see also
E. Schmide-Afmann, ‘Gefihrdungen der Rechts- und Gesetzesbindung der Exekutive’ in J. Burmester (ed)
Festschrift for Klaus Stern (Miinchen: C.H. Beck, 1997) 745, 748-50.
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institutions (rules) and individual behaviour.!?* In order to analyse this interac-
tion, and to assess the impact and effectiveness of specific rules and regulatory
structures, understanding human behaviour is fundamental.

The impact of human behaviour is even greater where the rules in question are
not mandatory, strict and hierarchical in character, but optional, flexible, and driven
by mutual consent. In other words, the softer the regulatory structure, the more
important the reactions of private actors for understanding the functionality of the
governance framework.!?4 This is because the impact of rules that allow for (certain)
deviations is potentially limited. It depends on private actors following these rules
at least to some extent, despite their margin of choice. While non-hierarchical rules
are typical for governance in general, contract governance is particularly driven
by mutual consent.!® In this perspective, contract governance is an extreme and
very ‘pure’ form of governance, namely if one follows Williamson’s perception of
the approach which implicitly and partly also explicitly favours tonomous
arrangements set up by the parties themselves. Such consentdepéndency is, of
course, obvious with respect to governance through contracg V“:\fdiring the forma-
tion of a contract and therefore being literally built on Ada¥ consent. However,
mutual consent is equally important for governance bV(@ reans of) contract law.
This area of law typically consists of default rules thaa%c open for deviations by the
parties.!6 If parties are able to contract around gdfai t rules, however, law-makers
need to take their expected contracting behaviaf® h!to account when drafting them.
‘By enacting a default rule to govern a con}iv’é\\};y, then, lawmakers implicitly ren-
der a determination that the desires of thg gt s to a transaction will be permitted
to take precedence over other policy gonce yns.'” As a consequence, parties’ prefer-
ences, their (hypothetical) consengGhdtheir contracting behaviour in general are
widely regarded as a yardstick fogddfault rules in contract law.'** More generally, the
contract governance framewogk cannot be understood without analysing the behav-
iour of private parties. If ity iollow certain contract law rules blindly, without even
thinking about conr,rar;‘% around them, but also if they take it only as a reference
point, default rules ‘*%‘Q.; ne much more influential and can be designed much more
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133 More extensively, see F. Méslein, n 51, 2861, 2875ff.

134 For a (purely economical) discussion of the impact of soft law on individual behaviour see,
for instance, J. Gersen and E. Posner, ‘Soft Law: Lessons from Congressional Practice’ (2008) 61
Stanford Law Review 573, 586-99.

135 Moslein and Riesenhuber, n 1, 248, 258, 260; K. Riesenhuber, n 38, 61-83, 64.

136 See, e.g., I. Ayres and R. Gertner, ‘Filling Gaps in Incomplete Contracts: An Economic Theory
of Default Rules’ (1989) 99 Yale Law Journal 87; R. Craswell, ‘Contract Law, Default Rules, and the
Philosophy of Promising’ (1989) 88 Michigan Law Review 489; A. Schwartz, “The Default Rule Paradigm
and the Limits of Contract Law’ (1993) 3 Southern California Interdisciplinary Law Journal 389.

137 R. Korobkin, “The Status Quo Bias and Contract Default Rules’ (1998) 83 Cornell Law
Review 608, 611.

138 Often quoted, for instance, Justice Oliver Wendell Holmes in Globe Refining Co. v. Landa
Cotton Qil Co., 190 U.S. 540, 543 (1903): ‘[A]s people when contracting contemplate performance,
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probably would have said if they had spoken about the matter’ (emphasis added).
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autonomously by the law-maker.!3® Hence the power of default rules ultimately
depends on contracting behaviour.%® Even at the level of governance of contract law,
mutual consent and individual behaviour play a certain role. In times that are often
described as an ‘era of negotiated law’,'4! the institutional framework for contract
law rule-making itself becomes subject to private actors’ choices and preferences, at
least to some extent. Parties can—and increasingly do—choose between different
national contract laws, or between national and supranational contract laws (like
the Uniform International Sales Law or a potential future Common European Sales
Law).!42 If contract law as a whole becomes optional, understanding parties’ choices
is even more essential. In short, Contract Governance, the institutional matrix in
which contractual transactions are negotiated and executed,'*® cannot be under-
stood without taking into account human behaviour.

2. Insights from social and behavioural sciences .r %

Contract governance therefore requires interdisciplinary /f\c arch. While legal
scholarship tells us much about regulatory structures, i &a a specific model of
human behaviour. What is therefore required is a mo, e? sive dialogue with other
disciplines—not just economics, but social sc1ence9 é&e generally, in particular sci-
ences of human behaviour, including neurobiol FGovernance not only provides
for a common language which greatly fac1llt§t N his dialogue,'> but even ‘offers a
unique opportunity for the social scwnces,r\ e a meeting point, if not for reuni-
fication, after their separation over a cet *NV ago. 146 While the institutional matrix
consists largely of contractual and le@'}mes, its functioning cannot be understood
by legal scholarship alone. Co vernance may provide a tool to take advan-
tage of much-needed insights @&1 other disciplines. Default rules, situated at the
meso-level of contract goverpznce, may serve as a preliminary illustration for the
potential of such interdi %ﬁlmary dialogue."”” By way of example, we will therefore
address default rule,s s(*; times.

139 In th R Korobkm, n 137, 608, 675 concluding that the ‘[lJawmakers’ choice of
default terms 1 llkcly to affect contracting parties’ preferences for substantive contract terms.

140 See extensively Méslein, n 51.

141 M. Mekki and M. Kloepfer-Pelése, ‘Good Faith and Fair Dealing in the DCFR’ (2008)
European Review of Contract Law 338, 341; in a similar vein, see S. Chassagnard-Pinet and D. Hiez
(eds) Approche Critique de la Contractrualisation (Paris: L.G.D.J., 2007); Ph. Gérard, F. Ost, and
M. de van Kerchove (eds) Droit Négocié, Droit Imposé? (Paris: L.G.D.J., 1996).

142 For a recent account, see H. Eidenmiiller, “The Transnational Law Market, Regulatory
Competition, and Transnational Corporations’ (2011) 18 Indiana Journal of Global Legal Studies 707.

143 Seen 2.

144 F. Mbslein, “The Focus of Regulatory Reforms in Europe after the Global Financial
Crisis: from Corporate to Contract Governance’ in W. Sun, J. Stewart, and D. Pollard (eds)
Corporate Governance and the Global Financial Crisis (Cambridge: Cambridge University Press,
2011) 284, 294.

145 See references at n 119.

146 A. Dixit, ‘Governance Institutions and Economic Activity’ (2009) 99 American Economic
Review 5, 6.

147 Tn much more detail on this example see Méslein, n 51.
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a. Economics

Economics provides for a specific, widely-used model of human behaviour, the
so-called homo oeconomicus.}® This model corresponds with the theory of rational
choice.!® It is based on the assumption that actors want to maximize their own
utility. However, their ability to make rational decisions is limited by various
restrictions, for example with respect to money, time, and knowledge.!>° All pos-
sible options are evaluated according to subjective preferences. Conceptually,
restrictions and preferences need to be strictly dissociated. Legal and contractual
norms, however, cannot always be firmly allocated to one of these two catego-
ries. While one could well imagine legal rules and even self-imposed standards
as restrictions,' norms can also be internalized, thereby potentially modifying
individual preferences.!>? According to the traditional concept of ragional behav-
iour, however, preferences need to comply with certain formal %wrements
These requirements are designed in order to safeguard falmﬁabllm\’\ d testability
of the behavioural model.'>*> However, insofar as stable psp( rgrices are postu-

lated, the possibility of internalizing new norms and sogja¥}adining in general is
severely limited.!> In any event, to decide rationally Qe {0 choose the option
that maximizes subjective utility. Given that inforthze:da about future events is
limited, this decision has to be taken under uncepy; \\u y, on the basis of expected
benefits.!> \l\’\;'

RN

." N
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149 For a comprehensive introd Ctigenssee 1. Gilboa, Rational Choice (Cambridge: MIT
Press, 2010). °

150 To the point is G. Buchanen, fwe Economics and the Ethics of Constitutional Order (Ann
Arbor: University of Michigan I§e> 1991) 5: ‘“Without scarcity, there would be no need to choose’
see also G. Becker, ‘Nobel Le The Economic Way of Looking at Good Behavior’ (1993) 101
Journal of Political Etonor/é 3, 386.

151 See J. Elster, U/ \h'/ the Sirens (Cambridge: Cambridge University Press, 1984); J. Elster,
Ulysses unbaund( ige: Cambridge University Press, 2000).

152 J. Cross ofAddptwe Economic Behaviour (Cambridge: Cambridge University Press,
1983); R. HCQ Orlgm of Predictable Behavior’ (1983) 73 American Economic Review 560-95
and already F ight, “The Limitations of Scientific Method in Economics’ in R. Tugwell (ed) 7he
Trend of Economics (New York: Alfred A. Knopf, 1924) 229, 229: ‘Life is at bottom an exploration
in the field of values, an attempt to discover values, rather than on the basis of knowledge of them
to produce and enjoy them to the greatest possible extent.’

153 Ground-breaking and in more detail, see J. v. Neumann and O. Morgenstern, Zheory of
Games and Economic Behavior (Princeton, NJ: Princeton University Press, 3rd edn, 1953) 73—-6;
see also H. Eidenmiiller, ‘Der Homo Oeconomicus und das Schuldrecht: Herausforderungen durch
Behavioral Law and Economics’ (2005) Juristenzeitung 216, 217.

154 Rather sceptical, for instance, L. Kornhauser, "The New Economic Analysis of Law: Legal
Rules as Incentives’ in N. Mercuro (ed) Law and Economics (Boston: Kluwer Academic Publishing,
1989) 27, 28-32; see also R. Cooter, ‘Dezentralized Law for a Complex Economy: The Strutural
Approach to Adjudicating the New Law Merchant’ (1996) 144 University of Pennsylvania Law
Review 1643, 1661fF; R. E. Scott, “The Limits of Behavioral Theories of Law and Social Norms’
(2000) 86 Virginia Law Review 1603, 1637.

155 This concept ultimately goes back to D. Bernoulli, ‘Specimen Theoriae Novae de Mensura
Sortis’ (1738) 5 Commentarii Academiae Scientiarum Imperialis Petropolitanae 175, translated by
L. Sommer, ‘Exposition of aNew Theory on the Measurement of Risk’ (1954) 22 Econometrica22-36.
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Applying this behavioural model to the example of default rules shows that
utility-maximizing actors will agree on contracting around the default rule if
one single actor can be better off without making anyone else worse off (pareto
optimality).’>¢ According to Coase’s theorem, rational actors will tend to allocate
property rights by contractual agreement in a way that maximizes their subjec-
tive ucility and provides for an efficient outcome.’®” These actors will therefore

contract around default rules whenever deviating arrangements are more efficient.

As a consequence, the substance of such default rules proves to be irrelevant.!>®

However, this theorem depends on specific assumptions, namely on the escapist
proposition that no transaction costs arise.!>® Taking into account such trans-
action costs, default rules gain importance. Nevertheless, in this perspective
default rules can only be legitimated if they facilitate efficient transactions, reduc-
ing their cost. According to the behavioural model of economicsndefault rules
should therefore imitate the hypothetical consent of the pam@lcerned 160
Generally speaking, homo oeconomicus will contract around t;}e eta It whenever
this increases his subjective utility. 5’ O &

NG

Sociology provides another model of behavious, & *1rely different from the forces
which drive the homo oeconomicus are those dii ‘\;the so-called homo sociologicus.*®!
“The former is ‘pulled’ by the prospect*o \ ture rewards, whereas the latter is

‘pushed’ from behind by quasi- mertla tQmes ’162 Hence external circumstances
A

156 V. Pareto, Manual ofPolitic(Fme (New York: Augustus M. Kelly, 1971 (originally
1897)); more extensively, for instance.t}’ Gravelle and R. Rees, Microeconomics (Harlow: Pearsons
Education Limited, 3rd edn, 2004) 290-2; H. Eidenmiiller, Effizienz als Rechtsprinzip
(Tiibingen: Mohr Siebeck, 33 0§ , 2005) 48-50. However, the criterion does not decide whether
a pareto-optimal state is sc" desired or just: A. Sen, ‘Markets and Freedom: Achievements
and Limitations of the n) ¢t Mechanism in Promoting Individual Freedom’ (1993) 42 Oxford
Economic Papers 519

157 R. Coase, ’Ig:\ olem of Social Cost’ (1969) 3 Journal of Law and Economics 1-44.

158 More ﬁ ’11 I. Ayres and R. Gertner, ‘Strategic Contractual Inefficiency and the
Optimal C Legal Rules’ (1992) 101 Yale Law Journal 729, 732 and 737-46; J. S. Johnston,
‘Strategic Bgnmg and the Economic Theory of Contract Default Rules’ (1990) 100 Yale Law
Journal 615, 624.

159 Pointedly already Coase, n 157, 1, 8: “The ultimate result (which maximises the value of pro-
duction) is independent of the legal position if the pricing system is assumed to work without cost.’

160 So-called ‘majoritarian’ or ‘market-mimicking’ default rules, see I. Ayres and R. Gertner,
‘Majoritarian vs. Minoritarian Defaults’ (1999) 51 Stanford Law Review 1591ff.; R. Craswell,
‘Contract Law: General Theories” in B. Bouckaert and G. deGeest (eds) Encyclopedia of Law and
Economics, vol 3 (Cheltenham: Edward Elgar Publishing, 2000) 1, 3-5; R. Posner, ‘Economic
Analysis of Contract Law After Three Decades: Success or Failure?’” (2003) 112 Yale Law Journal
829, 839; H. Unberath and J. Cziupka, ‘Dispositives Recht welchen Inhalts? Antworten der 6konomis-
chen Analyse des Rechts’ (2009) 209 Archiv der Civilistischen Praxis 37, 48—63.

161 This expression was coined by R. Dahrendorf, ‘Homo Sociologicus. Ein Versuch zur Geschichte,
Bedeutung und Kritik der Kategorie der sozialen Rolle’ (1958) 10 Kolner Zeirschrift fiir Soziologie und
Sozialpsychologie 178-208, 345-78.

162 7. Elster, ‘Social Norms and Economic Theory’ (1989) 3 Journal of Economic Perspectives 99;
referring to the title of D. Gambetta, Were they Pushed or did they Jump? (Cambridge: Cambridge
University Press, 1987).

b. Sociology
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serve as an aid to orientation. Behaviour therefore depends to a much greater
extent on the social, moral, and legal context.

The social setting is regarded as the most important determinant for individual
behaviour. It consists of faits sociaux’, composed of social values and rules of
behaviour.’®® Legal rules can also rank among social facts, as long as deviations
are sanctioned by negative social consequences (loss of reputation).'®4 However,
social facts prevail only in the framework of certain social relationships, sharing
common values and moral conceptions. A second important component of the
sociological model of behaviour concerns the placement of individual actors in the
coordinate system of such social relationships. Social positions can be achieved on
purpose, but they can also be ascribed without any effort of one’s own.!®> Each
social position is tied to specific role expectations to which individual actors see
themselves exposed.!®® These actors are socially embedded.’®” Howayer, they do

not follow such expectations blindly. In a world full of uncertai compliant

behaviour can reduce complexity and stabilize expectations. 165}-‘\

With respect to the example of default rules, homo soci /QVus proves rather
unresponsive to contracting around the default. Accord 5 the so-called nor-
mative paradigm, human behaviour is guided by, r&Q iodels and normative
requirements.!®® Similar to the Coase theorem, h “ever, this paradigm is also
based on certain assumptions. Norms need to b 1ciently institutionalized in

NG
fa\

163 Ground-breaking in this respect is E. 0" \'ﬁjﬂm The Rules of Sociological Method
(New York: Free Press, 1982; French languagep-\\ 1895) 105-15.

164 Tn this sense already, see E. Durkhei } cience Positive de la Morale en Al/emﬂgne (1887)
24 Revue Philosophique de la France et xb néer 33-58, 11342, 275-84, 278: ‘les maeurs, les
coutumes, le:pre:crzptzam du droit posifif, s dnénoménes économiques en tant qu’ils deviennent l'objer
de dispositions juridiques.

165 SeeR. Linton, YheStua'yofM‘w (I\ewYork Appleton Century Crofts, Inc, 1936) 115: Ascribed
statuses are those which are assignes! to individuals without reference to their innate differences or
abilities. They can be predicted\nd trained for from the moment of birth. The achieved statuses are,
as a minimum, those requitsny special qualities, although they are not necessarily limited to theses.
They are not asslgned t’\\] viduals from birth, but are left open to be filled through competition
and individual effor

166 On the Lyéeg ocial positions, see also R. K. Merton, Social Theory and Social Structure
(New York: e Press, 3rd edn, 1968) 390-440; S. F. Nadel, 7he Theory of Social Structure
(London: Cohem & West, 1957) 20—44.

167 The concept of embeddedness goes back to K. Polanyi, 7he Great Transformation (Frankfurt
am Maim: Suhrkamp, 1978 (English language orig., 1944)) 75; path-breaking on this is M.
Granovetter, ‘Economic Action and Social Structure: The Problem of Embeddedness’ (1985) 91
American Journal of Sociology 481, 506. On its prevalence see, for instance M. Guillén, R. Collins,
P. England, and M. Meyer, ‘The Revival of Economic Sociology’ in M. Guillén, R. Collins,
P. England, and M. Meyer (eds) 7he New Economic Sociology: Developments in an Emerging Field
(New York: Russell Sage Foundation, 2005) 1, 4 (‘economic sociology’s most celebrated metaphor’).

168 In much more detail, see J. M. Barbalet, Emotion, Social Theory, and Social Structure
(Cambridge: Cambridge University Press, 1998) 87ff; J. Beckert, ‘Die Abenteuer der Kalkulation: Zur
sozialen Einbettung ikonomischer Realitit’ (2007) Leviathan— Berliner Zeitschrift fiir Sozialwissenschaft
295; see also N. Fligstein, 7he Architecture of Markets (Princeton, NJ: Princeton University Press,
2001): ‘creation of stable worlds’y and N. Luhmann, Vertrauen: Ein Mechanismus der Reduktion
Sozialer Komplexitit (Stuttgart: UTB, 4th edn, 2000): ‘mechanism to reduce social complexity’.

169 Onits origin (Talcot Parsons) and specifications, see T. Wilson, ‘Normative and Interpretative
Paradigms in Sociology’ in J. Douglas (ed) Understanding Everyday Life (London: Routledge &
Kegan Paul, 1971) 571
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order to establish identifiable expectations; they must also be sufficiently inter-
nalized in order to influence needs, goals, and attitudes of individual actors.'”®
External institutions develop by circles of innovation, imitation and the crea-
tion of traditions, i.e. by a permanent process of socio-cultural objectification.’”?
Internalization is effected by an adaptive process of trial and error.’”? As a conse-
quence, only those rules that do not disappoint subjective expectations are inter-
nalized, but stand the test as an instrument for reducing uncertainty. Patterns
of behaviour therefore develop in long-term individual and collective learning
processes, driven by mechanisms of mutation and selection.!”?

¢. Behavioural sciences

While these two models of behaviour seem to diverge significantly frbggeach other,
and perhaps even to be in diametrical contradiction to one other, {@are theoreti-
cal models of social sciences, based on specific assumptions, fp;‘x ng on specific
interdependencies and thereby simplifying the complexity ofufian behaviour.!”*
While specific outcomes of these models have been t %d,\’cxperimentally, they
largely ignore the cognitive and neurobiological underp?@ igs of human behaviour.
Behaviour, thinking, and choice are, however, outehes that occur in the human
brain."”> It therefore seems important to take pgyGnn ogical and biological findings
into account in order to understand how hutwat decisions are made. Indeed, there
is an emerging trend towards a biologicEJ (}E‘nce of making choices, integrating
insights from cogpnitive psychology angl D{G@\uﬁfology into economic, but also socio-

logical models of behaviour.7¢ In a s'Q?h‘r vein, Kameda illustrates the relevance of
@)

N

.

17¢ On both components: S. Aavelrouth and L. Edles, Sociological Theory in the Contemporary
Era (Thousand Oaks: Pine Fyrge Press, 2010) 27ff; W. Sharrock, J. Hughes, and P. Martin,
Understanding Modern Socielogy London: Sage Publications Ltd, 2003) 29-32.

71 Similar P. Bergerafd §' Luckmann, 7he Social Construction of Reality (New York: First Anchor
Book Editions, 1967, '(x\ (stitutionalization occurs whenever there is a reciprocal typification of
habitualized actior ?b; 5pes of actors. Put differently, any such typification is an institution.’

72 In thi &%%-:Ieiner, n 152, 560; V. Vanberg, ‘Rational Choice, Rule-Following and
Institutions? olutionary Perspective’ in U. Miki, B. Gustafsson, and C. Knudsen (eds)
Rationality, InSeitutions and Economic Methodology (Oxon/New York: Routledge, 1993) 171, 173;
see also Cross, n 152, and Knight, n 152, 229.

173 Cf D. Barash, Sociobiology and Behaviour (Oxford: Elsevier Science Ltd, 1977).

174 These models are therefore aptly compare to searchlights, irradiating different and
subject-specific aspects of human behaviour: K. Méslein, Der Markt fiir Managementwissen
(Miinchen: Deutscher Universitits-Verlag, 2005) 56-86 (‘Rationalitits — und Fachdisziplin —
Scheinwerfer’).

175 D, Kahneman, ‘Remarks on Neuroeconomics’ in P. Glimcher, C. Camerer, E. Fehr, and
R. Poldrack (eds) Neuroeconomics — Decision Making and the Brain (2009) 523.

176 In economic literature see, for instance, P. Glimcher, Decisions, Uncertainty, and the Brain
(2004); P. Politser, Neuroeconomics (2008) and the contributions in P. Glimcher, C. Camerer,
E. Fehr, and R. Poldrack (eds) Neuroeconomics — Decision Making and the Brain (London: Elsevier,
2009) and D. Houser and K. McCabe (eds) Neuroeconomics (Bingley: Emerald Group Publishing
Limited, 2008); in sociological literature, on the other hand, see L. Brothers, Fridays’ Footprint -
How Society Shapes the Human Mind (Oxford: Oxford University Press, 1997); M. Gazzaniga,
The Social Brain (Jackson: Basic Books, 1985) as well as the contributions in J. Cacioppo, et al
(eds) Foundations in Social Neuroscience (Cambridge: The MIT Press, 2002). The dialogue between
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biological findings for understanding human behaviour, and Zumbansen qualifies
contract governance as a conceptual bridge to improve our understanding of the
relevant neural, psychological, and behavioural mechanisms.'”” Most interestingly,
neuro-scientific findings underpin both of these seemingly contradictory mod-
els, rather than confirming one and discarding the other. By means of functional
magnetic resonance imaging, one can localize brain activities for specific decisions.
Decisions tend to be made in two different areas of the human brain, the amyg-
dala and the orbital and medial prefrontal cortex, and they follow different pacterns
accordingly. For instance, a recent study shows that human choices are remarkably
susceptible to the manner in which options are presented when decisions are taken
in the amygdala, whereas orbital and medial prefrontal cortex activity predicted a
reduced susceptibility to such framing effects.!”® In simple terms, the latter area of
the brain would seem to follow the homo oeconomicus pattern of behavigur, whereas
the former would seem to decide largely in accordance with the mod &omo socio-
logicus}”® With respect to the example of default rules, ¢ ontra?: g around them
seems much more likely in the first case than in the second yr\\‘ﬁnd out whether
one or the other mode of thinking prevails under specifi lf,unstances, however,

certainly requires additional research and 1nterdlsc1p11n§\2~ 2xchange. In any event,

it is crucial to consider both approaches to decision- JQJ 15, one fast, intuitive, and
emotional, the other slower, more deliberative and Gui-re - logical. In short, ‘thinking,

fast and slow’ needs to be taken into account 3™
o ONY
d. Multidisciplinarity

WA
Contract governance should ké}cé take both models of behaviour into
account—and potentially evely <ther disciplines as well. Rather than contra-
dicting each other, these mgdels are rooted in different research interests and

perspectives: . &\

Sociologists typlcallV: \bse economics for inappropriately emphasising choice while
ignoring the relevu’\m genuinely rule- or norm-guided behaviour, and economists tend
to criticise so:og. ’for its preoccupation with norms and rules while ignoring the rel-

evance of ¢

psychology and sociology started already much earlier, in the ground-breaking H. Gerth and
C. Wright Mills, Character and Social Structure (New York: Harcourt Brace, 1953); see also J.
Piaget, Le Jugement Moral chez l'enfant (Paris: Alcan, 1932); L. Kohlberg, 7he Psychology of Moral
Development (New York: Joana Cotler Books, 1984).

177" Chapter 2 and accompanying comment.

178 B. de Martino, D. Kumaran, B. Seymour, and R. Dolan, ‘Frames, Biases, and Rational
Decision-Making in the Human Brain’ (2006) 313 Science 684-7; likewise: R. J. Dolan, “The
Human Amygdala and Orbital Prefrontal Cortex in Behavioural Regulation’ (2007) 362
Philosophical Transactions of the Royal Society B 787-99.

179 In a similar sense J. Hewig, ez @/, “Why Humans Deviate from Rational Choice’ (2011) 48
Psychophysiology 507-14.

180 D. Kahneman, 7hinking, Fast and Slow (London: Penguin, 2011).

181 V. Vanberg, ‘Rules and Choice in Economics and Sociology’ (1988) 7 Jahrbuch fiir Neue
Polsitische Okonomie 146, 147.
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Yet both models interlock. While the economic model does not take into considera-
tion how preferences originate, the sociological model does not analyse how humans
behave in the absence of norms.!8? Both models therefore explain different aspects
of human behaviour, and every human decision can be influenced by both kinds of
rationality, but to different degrees. As a matter of course, economic and sociological
theorists like von Hayek and Max Weber have taken both patterns of behaviour
into account.!®® Today, behavioural and identity economics!®* as well as economic
sociology'®> contribute to their integration, partly under the telling designation /omo
socioeconomicus'8¢ All this speaks in favour of methodological pluralism. Rather
than presuming one single model of behaviour, contract governance should therefore
consider insights of different social and behavioural disciplines, taking advantage of
its capacity as a conceptual bridge and meeting point. “The recommendation is that,
awaiting a unified theory, we should be accepting of pluralism.8” It may even be that
pluralism will (and should) always remain. . @
PA
O

w O

PN
182 Similar, for instance, P. A. Hall and R.C.R. Taylor in K. %I%ff, Haufler, and E. Uslaner
(eds) Institutions and Social Order (Ann Arbor: University of Mic @ Press, 1998) 15, 17ff (‘calcu-
lus approach’ and ‘cultural approach’). >\

85 On the one hand, F. A. v. Hayek, Studies in:Siuiiosophy, Politics and Economics
(London: Routledge and Kegan Paul, 1967) 56 (‘But t'?g“fu ¢s of which we are speaking gener-
ally control or circumscribe only certain aspects of cdC¥ ¥ actions by providing a general schema
which is then adapted to the particular circumstapce®. Shey will often merely determine or limit the
range of possibilities within which the choice is gde gonsciously. By eliminating certain kinds of
action altogether and by providing certain rourin®w ays of achieving the object, they merely restrict
the alternatives on which a conscious choig€™is reguired. The moral rules, for example, which have
become part of a man’s nature will mean @ riain conceivable choices will not appear at all among
the possibilities between which he chos=Thus even decisions which have been carefully considered
will in part be determined by rules efighich the acting person is not aware’); on the other hand: M.
Weber, Wirtschaft und Gesellschaf:{ Tubingen: Mohr Siebeck, 5th edn, 1980); Economy and Society
(Berkeley: University of Calif’)s:‘; Press, 1968) 26 (It would be very unusual to find concrete cases
of action, especially of sociatactivn, which were oriented only in one or another of these ways’).

184 OQp behavioural«;{ﬁ)mics, at a glance C. F. Camerer, G. Loewenstein, and M. Rabin (eds)
Advances in Behavioral'c>anamics (Princeton, NJ: Princeton University Press, 2004); D. Kahneman
and A. Tversky (e "';\,,’,01'[13:, Values, and Frames (New York: Russell Sage Foundation, 2000);
R. Sunsteit:é&gh,w’om[ Law & Economics (Cambridge: Cambridge University Press, 2000);
ground-bre ih this respect is H. A. Simon, Homo Rationalis (Frankfurt am Maim: Campus,
1983); on idéntity economics: G. Akerlof and R. Kranton, Identity Economics (Princeton,
NJ: Princeton University Press, 2010); G. Akerlof and R. Kranton, ‘Economics and Identity’ (2000)
115 Quarterly Journal of Economics 715-53; B. D. Bernheim, ‘A Theory of Conformity’ (1994)
102 Journal of Political Economy 841-77; S. -K. Chai, Choosing an Identity (Ann Arbor: University
of Michigan Press, 2001); D. Cooter, ‘Do Good Laws Make Good Citizens? An Economic
Analysis of Internalized Norms™ (2000) 86 Virginia Law Review 1577; R. Frank, Choosing the
Right Pond (Oxford: Oxford University Press, 1986) and S. Jones, The Economics of Conformism
(Oxford: Blackwell Publisher, 1984).

185 At a glance: J. Beckert and M. Zafirovski (eds) International Encyclopedia of Economic
Sociology (London: Routledge, 2006); S. Granovetter and R. Swedberg, 7he Sociology of Economic
Life (Boulder: Westview Press, 2nd edn, 2001); N. Smelser and R. Swedberg (eds) 7he Handbook of
Economic Sociology (Princeton, NJ: Princeton University Press, 2nd edn, 2005).

186 D Weise, ‘Homo Oeconomicus und Homo Sociologicus: Die Schreckensminner der
Sozialwissenschaften’ (1989) 18 Zeitschrift fiir Soziologie 148, 156; similar Vanberg, n 181, 146,
163-5 (‘calculating homo sociologicus’).

187 Q. Williamson, ‘The New Institutional Economics: Taking Stock, Looking Ahead’ (2000)
38 Journal of Economic Literature 595, 595.
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3. Application to contract governance
a. An equilibrium of disciplines

The challenge of such integrated, multidisciplinary approach of contract govern-
ance consists in specifying the criteria that prove to be decisive for rule-related
behaviour. A contract governance analysis needs to weigh these different criteria
with respect to any single situation, in order to balance situation-specific equilib-
ria of different methods, models, and disciplines. Empirical legal studies can help
to carve out the relevant criteria.'®® While they are multi-layered and highly com-
plex, three major factors stand out: transaction costs, ignorance, and autonomy of
individual preferences.

First, compliance even with ‘soft’ regulatory structures seems more likely as
the transaction costs of contracting around rise.’8? Such costs can alise as search
and information costs (arising for figuring out or drafting altet} rules), as
bargaining costs (arising for the respective consent with the p;lxr party), or as
enforcement costs (arising for making sure that the other PFEN Yysicks to the terms
of the contract, and for taking appropriate action if thl%‘ds out not to be the
case).! The amount of these costs depends on a mu Qlue of different factors,
for instance on the availability of alternative rulf:c “henever standard forms are
widely used for certain transactions, sw1tch1ng »/* pubhc made contract law to
this private-made regime is possible at very loV Jansaction cost and therefore very
likely. Different factors with an impact ogn action cost may compensate each
other. Certain factors may also be infli*n: e{ by the legislator.’®! For example,
to require potentially burdensome fi 1%;1065 for contracting around the default
will increase transaction costs, 1@ rivate actors are more likely to stick to the
standard regime.!? C)

Ignorance of private actois-is a second important factor. While neo-classical
economic theory assum \Hat information is easily available and easily process-
able, information a.nar' havioural economics highlight its limits, for instance
information asym&c\r s or decision-making based on heuristics.!®® In the

"

&

188 SimilaQLlstokm, “The Meaning of Contractual Silence: A Field Experiment’ (2010) 2
Journal of Legal Analysis 397, 399401 (with respect to default rules).

189 Ground-breaking on transaction cost see R. Coase, “The Nature of the Firm’ (1937) 4
Econometrica 386, 390 (‘cost of using the price mechanism’); similar K. Arrow, “The Organization
of Economic Activity: Issues Pertinent to the Choice of Market versus Non-market Allocations’ in
Joint Economic Committee of Congress (ed) Analysis and Evaluation of Public Expenditures: The
PPP System (Washington DC: Government Printing Office, 1969) 47, 48 and, taking up these
references, Williamson, n 6, 18 as well as O. E. Williamson, 7he Mechanisms of Governance
(Oxford: Oxford University Press, 1999) 5, 93, 161 (‘costs of running the economic system’).

190 C. Dahlmann, “The Problem of Externality’ (1979) 22 Journal of Law and Economics 141, 148.

191 See in more detail and with further references, F. Méslein, n 51, 335-437 (with respect to
default rules).

192 See, also on effects in the opposite direction (acceleration of negotiations): R. Cooter, “The
Cost of Coase’ (1982) 11 Journal of Legal Studies 1, 23; R. Cooter, S. Marks, and R. Mnookin,
‘Bargaining in the Shadow of the Law: A Testable Model of Strategic Behavior’ (1982) 11 Journal
of Legal Studies 225, 238—40.

193 See n 16 and n 171.
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context of contract governance, ignorance plays a particularly important role
because legal rules (and consensus about their application or about divergent
contractual rules) necessarily point to the future.!®® As a matter of fact, this
future is unknown: ‘[i]f we are candid, knowledge of the future is a contradiction
in terms.'®> In such a context, rule-guided behaviour is more likely because it
helps to reduce uncertainty. Moreover, respective regulatory structures typically
concern transactions” auxiliary conditions. Actors will often tend to leave these
auxiliary conditions aside and concentrate on the proper substance of the trans-
action. In many sales contracts, for example, parties will base their decisions on
a comparison of product and consideration rather than taking the conditions of

warranties into account.'?® For cognitive reasons, choices are made by using sim-

ple heuristics, so that human actors turn out to be ‘one-reason-decision-makers’.”

For this reason, auxiliary regulatory structures are seldom challenged even if con-
tracting around would be possible. Yet the degree of uncertaineyfmiight change.
Individuals can have (‘good’ or ‘bad’) experiences and there “Srn to take cer-
tain auxiliary conditions into account.! Such new inforMaién may well lead

to a process of adaption that can ultimately challeng apventional regulatory

structures.'®?

N

194 One could refer to ‘constitutional ignorap®<s=toncept that goes back to F. A. v. Hayek,
‘Rechtsordnungund Handelnsordnung(1967) inF\\ Hayek (ed) Rechtsordnungund Handelnsordnung
(Tiibingen: Mohr Siebeck, 2003) 35, 45ff; L}’Pre detail on this concept see E. J. Mestmicker,
Regelbildung und Rechtsschutz in Markth\ 1lichen Ordnungen (Tiibingen: Mohr Siebeck, 1985)
8ff; E. Hoppmann, Prinzipien Frei/r@%‘. +# Wirtschafispolitik (Tiibingen: Mohr Siebeck, 1993) 30;
see also the monograph by H. Kunz Mg ksystem und Information (Tiibingen: Mohr Siebeck, 1985)
with the subtitle ‘Konstitutionelle Luwissenbeit’ als Quelle von “Ordnung™ (‘constitutional ignorance
as a source of order’). §

195 G. L. S. Shackle, Epiettres & Economics (Piscataway: Transaction Publishing, 1992) 47.

196 By exempting pridi/and goods in exchange from the control procedure, Arc 4 (2) Unfair
Terms Directive is_4fn" explained on similar grounds: CW. Canaris, ‘Wandlungen des
Schuldvertragsrech =S Pnienzen zu seiner “Materialisierung” (2000) 200 Acta Psychologica 273, 327;
J. Drexl, Die lgh’:ftlz'c/ﬂe Selbstbestimmung des Verbrauchers (Tiibingen: Mohr Siebeck, 1998)
3291f; K. Réh ber, ‘Die Inhaltskontrolle von Vereinbarungen iiber Hauptleistung und Preis im
Europdischen Vertragsrecht’ in T. Pfeiffer, W. Grunsky, and J. Damman (eds) Gedichtnisschrift for
M. Wolf (Miinchen: C.H. Beck, 2011) 123, 124fF.

197 For respective empirical studies, see R. Shepard, ‘On Subjectively Optimum Selections
Among Multi-attribute Alternatives’ in W. Edwards and A. Tversky (eds) Decision Making
(Harmondsworth: Penguin Books, 1967) 257-83; J. Shanteau, ‘How Much Information Does An
Expert Use? Is It Relevant?’ (1992) 81 Acta Psychologica 75-86; A. Bréder, ‘Decision Making with
the “Adaptive Toolbox™: Influence of Environmental Structure, Intelligence, and Working Memory
Load’ (2003) 29 Journal of Experimental Psychology: Learning, Memory and Decision Making 611-24;
J. Rieskamp and U. Hoffrage, “When Do People Use Simple Heuristics, and How Can We Tell?” in
G. Gigerenzer and P. Todd (eds) Simple Heuristics that Make us Smart (Oxford: Oxford University
Press, 1999) 141-67.

198 At a glance, on respective psychological and neurobiological research, see M. Domjan,
The Principles of Learning and Behavior (Belmont: Wadsworth, 6th edn, 2010); R. Kesner and J.
Martinez (ed) Neurobiology of Learning and Memory (Oxford: Elsevier, 2nd edn, 2007).

199 Similarly, see Vanberg, n 181, 93, 107ff (decision-making as a ‘process in which our para-
digms are constantly extended to new situations and modified in the light of experience’); see also
Y. Choi, Paradigms and Conventions (Ann Arbor: University of Michigan Press, 1993) 471t
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The third factor concerns the autonomy of preferences.?°° The likelihood of
contracting around the default depends on whether individual preferences depend
on and are influenced by regulatory structures.??! Processes of internalization and
institutionalization of specific rules would seem to have a potential impact on
individual preferences. Preferences for specific legal or contractual rules might
develop due to learning effects.??? They might also be rooted in psychological
phenomena like the endowment effects or the status quo bias.?°> Moreover, such
preferences can arise because actors feel bound to these rules due to their social
and cultural identity.2°4 Finally, the order of preferences, seldom a subject of eco-
nomic discussion, seems very relevant.?®> The more central a specific purpose,
the more likely it is that actors behave purpose-rationally in this respect.?°¢ In
other words, while contracting around the default is quite likely with respect to
rules that are relevant for purposes which are very important to thsactors, it is
much less likely with respect to rules that concern auxiliary pu@s. Human
behaviour corresponds to the model of homo oeconomicus in tJ;f t case, but it
resembles to the model of the homo sociologicus in the seco

w\‘

With respect to contracts, multidisciplinarity ag(o_‘; lulhbrla of disciplines will be
required particularly whenever respective tr,a}*\g stions go beyond simple, discrete

b A COﬂZ'V&ZCl’gOUEVﬂdﬂCf context

0’ \')

200 Often taken for granted in economic }J see G. Stigler and G. Becker, ‘De Gustibus Non
Est Disputandum’ in K. Cook and M. Le 1he Limits of Rationality (Ann Arbor: University of
Michigan Press, 1990) 191 (* degu:tzf. €:t disputandum’).

201 Tn a similar vein, long ago, see Shnich, The Theory of Moral Sentiments (London: A. Millar,
1759) 269 (“Those general rules cfconduct, when they have been fixed in our mind by habit-
ual reflection, are of great u correcting misrepresentation of self-love concerning what is fit
and proper to be done in a x alar situation’); in more detail, A. Sen, On Ethics and Economics
(Oxford: Basil Blackweltl ) 871t

202 Similarly, see R, (,\oL Km ‘Behavioral Economics, Contract Formation, and Contract Law’
in C.R. Sunstein (eq) 5 Bomevioral Law & Economics (Cambrldge Cambridge University Press, 2000)
116, 137 (‘If la I‘Qﬁ, ch01ce of default terms alters parties’ preferences for contract terms — causing
an increase i strength of their preferences for the default term and a decrease in the strength
of their preferertee for alternative terms — the choice of default terms has the potential to affect any
private contract’).

203 On these phenomena see, on the one hand, R Thaler, “Toward a Positive Theory of Consumer
Choice’ (1980) 1 Journal of Economic Behavoiur & Organization 39, particularly at 44; Z. Carmon
and D. Ariely, ‘Focusing on the Forgone: How Value can Appear so Different to Buyers and
Sellers’ (2000) 27 Journal of Consumer Research 360-70; on the other hand, W. Samuelson and
R. J. Zeckhauser, ‘Status Quo Bias in Decision Making’ (1988) 1 Journal of Risk ¢ Uncertainty
7-59; D. Kahneman, J. L. Knetsch, and R. H. Thaler, ‘Anomalies: The Endowment Effect, Loss
Aversion, and Status Quo Bias’ (1991) 5 Journal of Economic Perspectives 193, 197-9.

204 Akerlof and Kranton (2000), n 184, 715, 717 (‘Identity [...] changes the “payoffs” from dif-
ferent actions’).

205 From a philosophical perspective, see R. Jeffrey, ‘Preference Among Preferences’ (1974) 71
Journal of Philosophy 377.

206 Even the price can be downgraded to an auxiliary factor, see H. Leibenstein, ‘Bandwagon,
Snob, and Veblen Effects in the Theory of Consumer’s Demand’ (1950) 64 Quarterly Journal of
Economics 183, 202—05; and a ground-breaking view from T. Veblen, 7he Theory of the Leisure Class
(New York: Brookride, 1899).
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spot contracts and contain relational elements.?” On the one hand, contracts

for the immediate sale and delivery of spot commodities can still be quite easily
explained on the basis of the economic model of behaviour. In principle, they
can be decided on the basis of a very few identifiable criteria (price and quality),
they constitute purely bilateral exchanges and they carry but short-term effects.?%8
On the other hand, whenever contracts are of a relational nature, be it because
they are concluded under uncertainty, because they involve or affect third par-
ties or because they have long-term bearings, then important governance ques-
tions arise.?%” In the same instances, multidisciplinarity becomes an issue of even
higher importance.

First, under conditions of uncertainty, humans tend to be highly socially recep-
tive. To maximize utility on a rational basis proves particularly difficult whenever
information is lacking, for instance in financial markets where important price
fluctuations arise or where highly complex products are tradecx nder such
circumstances, collective behaviour gains importance, and ¢ "' N4y now also be
an issue for spot contracts because of their mass character. ?‘\@iduals may learn
from each other (wisdom of crowds), but they may a é\f influenced by oth-
ers’ hysteria (herding effects).?!! Kameda develops tﬂQ ea in some detail. For
fear of, say, bank-runs, public regulators may feelk\c need to prevent defective,
maladaptive herding, but concurrently risk sup@x‘\sfng expedient societal learn-
ing, for both phenomena are underpinned 4~ ™iilar basic mechanisms.212 And
integrating this idea then into a governg‘é&\perspective, Zumbansen proposes
that, as a conceptual bridge, contract gdwemdnce can improve our understanding
of the relevant neural, psychological; "2 d behavioural mechanisms, and might
thereby help to segregate the t @ asting collective phenomena.?!3 Such inter-
disciplinary understanding is\nodlcss than a precondition for designing effective
rules to prevent herding effegts, Tor example by encouraging countervailing forces
like whistle-blowing, ax& Geveloped more broadly by Frey and Cueni.?!* Even

*

N

208 Tp g ein, see R. Prasch, How Markets Work (Cheltenham: Edward Elgar Publishing,
2008) 291L.

209 O, E. Williams, “Transaction-Cost Economics: The Governance of Contractual Relations’
(1979) 22 The Journal of Law and Economics 233—61.

210 So-called ‘noise trading), i.e. trading that is not based on specific information, but oriented
towards other investors’ behaviour, is therefore a much-debated phenomenon in capital market
theory, see Stiglitz, ‘Using Tax Policy to Curb Speculative Short-term Trading’ (1989) 3 Journal
of Financial Services Research 101, 105-12; L. H. Summers and V. P. Summers, “When Financial
Markets Work Too Well: A Cautious Case For a Securities Tax’ (1989) 3 Journal of Financial Services
Research 261, 268; J. B. De Long, A. Shleifer, L. Summers, and R. Waldmann, ‘Positive Feedback
Investment Strategies and Destabilizing Rational Speculation’ (1990) 45 Journal of Finance 379,
379-81.

211 Ground-breaking from a sociological perspective is G. Le Bon, The Crowd: A Study of the
Popular Mind (West Valley City: Walking Lion Press, 1895); for the first contributions in econom-
ics, see Veblen and Leibenstein, n 206.

212 For more detail see Chapter 2.

213 For a broader discussion see comment accompanying Chapter 2.

214 See Chapter 3 and accompanying comment.

2
207 On r% kz!)ntracts, see n 26.
ar
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when courts decide on whistle-blowing, governance effects need to be taken into
account. Indeed, the discussion of the Heinisch decision of the European Court
of Human Rights has much to do with its ignorance of respective governance
effects.!> But also in times where market stability is at the top of the legislative
agenda in capital market regulation (to name but another example), understand-
ing herding effects seems of paramount importance.?!¢

Secondly, third-party effects and more particularly the connectedness of con-
tracts to a nexus raise similar questions, requiring a multidisciplinary analysis.
Does the embeddedness in such networks change the behaviour of private actors?
Given that every single contract stipulates self-imposed limits for future action,
restrictions for individual future action cumulate and intensify. Additionally,
however, preferences may also change, given that every single contract poten-
tially changes the placement of individual actors in the coordinate sy$eem of social
relationships.?'” Respective contracts may well go beyond legal® tions and
create new social relationships, with a potential impact on BN %s values and
moral conceptions.?’® Additionally, and under condltlons 0 cErtamty, mutual
confidence plays an important role in effective contrac% wmch as Swedberg
develops in more detail, is likely to follow differentSgatterns in a network as
compared to bilateral relationships.?'® Much depe Non Whether the aggregates
have a simple cumulative structure and represefir 'lothmg more than the sum
of their parts,??° or whether they have a mkt\‘, mplex structure. In the latter
case, discrepancies may emerge ‘between tb\, stives of individual behaviour and
the macroscopic consequences they pros %s ! This observation, if true, would
even call into question methodologi l\}dwlduahsm as the very cornerstone of
rational choice theory, with far- a@% consequences for the governance analysis
of contractual networks. é

For long-term contracts, j«mmlar considerations apply.??? Again, embedded-
ness in social relations agQ niatual confidence play a much more significant role
than in simple spot, cgt %»ts Additionally, uncertainty gains additional impor-
tance for long-term k\\h racts pointing much furcher to the unknown future. The
incompleteness &%’lp'lg—term contracts and their relational character have already

215 European Court of Human Rights, Heinisch v. Germany, Chamber Judgment, 27 July 2011,
App no 28274/08; more extensively on the relevance of whistle blowing for (corporate) governance
see N. Bruun, ‘Employee’s Participation Rights and Business Restructuring’ (2011) 2 European
Labour Law Journal 27, 33ff.

216 On market stability as legislative leitmotiv in the aftermath of the global financial crisis, see
Méslein, ‘Steuerrecht und Markistabilitit’ (2012) Juristenzeitung 243.

217 Tn asimilar vein, see J. Cannon, R. Achrol, and G. Grundlach, ‘Contracts, Norms, and Plural
Form Governance’ (2000) 28 Journal of the Academy of Marketing Science 180.

218 See, for instance, the various contributions in D. Campbell, H. Collins, and J. Wightman
(eds) Implicit Dimensions of Contract: Discrete, Relational, and Network Contracts (Dublin: Irish
Academic Press, 2003).

219 Stressing the importance of confidence, with respect to financial markets, see Chapter 6.

220 Comment accompanying Chapter 6, Section II.

221 Comment accompanying Chapter 6, Section I1.

222 For a general account, see A. Arrighetti, R. Bachmann, and S. Deakin, ‘Contract Law, Social
Norms and Inter-firm Cooperation’ (1997) 21 Cambridge Journal of Economics 171.
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been mentioned.??? Therefore, as Magen develops in some detail, issues of fairness
and reciprocity are much more important than in simple spot contracts, and they
seem to require multidisciplinary explanations.??* Beyond that, parties have to
rely on social norms and common traditions in order to fill the contractual and
legal gaps.??® Therefore they are likely to attribute major significance to (or maybe
even to try to influence) the social and cultural identity of the other party.?2¢ In
labour relations, for example, such common values and social norms often lead
to job performances that are much higher than required by the labour contract
(‘partial gifts’).?” Last but not least, time patterns may even have an impact on
the effectiveness of procedural settings. With respect to class actions, for instance,
Defains and Demougin argue that intrinsic motivations based on morality may
help to solve the problem of externality in the long-run.??® Beyond the subject
of long-term contracts and inquiring into questions of long-ternieffects more
generally, this observation underscores the importance of study'rs@ long-term
interaction of individual motivations and the legal environmep.t“'\ cussing on the
relationship between human behaviour and regulatory str}y*\‘(és likewise accen-
tuates the need for contract governance research. \ »
s}
\

V. Challenges and %{¢§étives
N

>

Contract governance certainly is a subs}egg challenge. As compared to tradi-
tional contract law theory, it requires a (&u:h wider perspective. It requires taking
into account internal and external @essiectives of contracting parties within the
contractual relationship, but rQ he market. In addition, it requires consid-
ering phenomena like herding; Sontractual networks, and long-term contracts.
Moreover, it requires analysing a whole range of various levels of regulation, from
the legislative sphere t licctive bargaining and the individual contract. Last
but not least, it re.qu(})“ a multidisciplinary approach, including not only eco-
nomic, but also %l\ Cgical and even neuroscientific knowledge. All this makes
contract goveﬁéfmc an extremely complex, but even more rewarding endeavour.
This book% rst attempt to trigger such interdisciplinary discussion.

In the end, contracts themselves might turn out to be much more complex
instruments than hitherto discussed. Yet this complexity makes them an even
more interesting subject to study. While the global financial crisis has illustrated
considerable risks of contractual relationships for the stability of (financial) mar-
kets, phenomena like innovation, privatization, and globalization show the limits

223 See text accompanying n 26 and n 201.

224 In a similar vein, Chapter 8.

225 See generally I. R. Macneil, ‘Contract Adjustments of Long-Term Economic Relations
Under Classical, Neoclassical and Relational Contract Law’ (1978) 72 Northwestern University Law
Review 854.

226 In a similar vein, see Akerlof and Kranton (2010), n 184, 41-3 (with respect to labor
contracts).

227 See n 86. 228 See Chapter 9.
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of traditional national law-making.??* Concurrently, contracts come to the fore,
inter alia, as an instrument of transnational regulation. In such an era of negoti-
ated law,?*® understanding contract governance becomes of paramount impor-
tance. Hence this venture promises to be worth every single effort. Can there be
a better moment for venturing into this direction than now? The present book is,
of course, only a first step.
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229 In much more detail, and with respect to facilitative contract law, see Méslein, n 51.
230 See Mekki and Kloepfer-Pelése, n 141.



