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If people cannot accurately know their world, how can they be expected to act
wisely in it}

If corporations were required to disclose information about their actions affecting
[stakeholders], then pressure would mount to justify those acts; and justifying one’s acts,
most ethicists would grant, is the first step toward improving one’s behavior.?

* The author received his J.D. from the University of lowa in 1995, and is currently a doctoral candidate
at the Wharton School of the University of Pennsylvania. | am especially grateful to Thomas W. Dunfee for his
guidance and assistance on this research. This research also benefited from the advice and comments of Thomas
Donaldson, Eric W. Orts, and Randall Thomas. The positions expressed in this paper do not necessarily reflect
those of any of the people listed above and any errors are mine alone.

1. Quote attributed to Walter Lippman, 20th century political commentator.

2. THOMAS DONALDSON, CORPORATIONS & MORALITY 204 (1982).
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[. INTRODUCTION

We will soon be upon the twenty-fifth anniversary of the publication of Christopher
D. Stone’s Where the Law Ends: The Social Control of Corporate Behavior.? This book
cogently presents the many problems traditional legal mechanisms have in controlling the
irresponsible behavior of corporations.® The problems Stone identified, however, still
have not been adequately addressed by our current regulatory system.> Before we can
correct this regulatory failure, the debate over how to control corporate behavior must
move bevond the dichotomous choice between omnipresent state regulation and a laissez-
faire system.® As shown by arguments for “responsive regulation” and “collaborative
governance,” among others,’ there is a need for. and an increasing movement towards,
being more experimental and flexible in finding what regulatory system works best to
achieve the desired outcome.

This Article argues for the use of a reflexive law approach to govern the behavior of
corporations. Recent advances in legal theory have developed the idea of reflexive law as
a viable alternative to the traditional choices of regulation.® Professor Eric Orts describes
reflexive law as a regulatory system that recognizes the himited ability of the law in a
complex society to direct social change in an effective manner.” Instead of trying to
suppress the complexity and diversity in society through extensive regulation, reflexive

3. CHRISTOPHER D. STONE, WHERE THE LAW ENDS: THE SOCIAL CONTROL OF CORPORATE BEHAVIOR
(1973).

4. In this context, imesponsible behavior includes not only violations of the law but also a company’s
behavior with respect to such matters as pollution. human rights, and product satety. Collectively, a
corporation’s performance on these non-financial matters may be calied its “social performance.” For a further
discussion of this issue, see infra Parts LA and HLB (discussing the deus of corporate social responsibility
and corporate social responsiveness).

5. Sec infra Part 1V (presenting the problems of “substantive” law in producing socially responsible
COrporations).

6. See IAN AYRES & JOHN BRAITHWAITE, RESPONSIVE REGULATION: TRANSCENDING  THE
DEREGULATION DEBATE 3 (1992) (“Good policy analysis is not about choosing between the free market and
government regulation. Nor 1s it simply deciding what the faw should proscribe.”).

7. See generally id. (presenting the idea of “responsive regulation,” which generally means that the best
regulatory strategy will be dependent on the particular industry context): Jennifer Arlen & Reinier Kraakman,
Conrolling Corporate Misconduct: An Analysis of Corporate Liability Regimes, 72 N.Y U L. Rev. 687 (1997)
{arguing for the use ol & “mixed” hability regime when determining whether Lo hold a corporation liable for the
wrongdoings of 1its agents), Michael C. Dorf & Charles F. Sabol, 4 Consttution of Democraiic
Experimentalism, 98 COLUM. L. REV. 267 (1998 (arguing for a more decentralized regulatory system and using
local knowledge w solve local problemsy; Jody Freeman, Collaborative Governance in the Administrative State,
45 UCLA L. REV. 1 {1997) (arguing for the sharing of regulatory responsibility between public and private
interests); Douglas C. Michael, Cooperative Implementation of Federal Regularions, 13 YALE I ON REG. 5335
(1996) (arguing for more involvement of regulated entities in implementing tederal regulations).

8. On retlexive law, see generally REFLEXIVE LABOUR LAW: STUDIES IN INDUSTRIAL RELATIONS AND
EMPLOYMENT REGULATION (Ralf Rogowski & Ton Wilthagen eds., 1994) {hereinafter REFLEXIVE LABOUR
Law], Eric W. Orts, Reflexive Environmental Law, 89 Nw. U, L. Rev. 1227 (1993), Gunther Teubner,
Autopoiesis in Law and Society: 4 Rejoinder 1o Blankenburg, 18 Lo & S0C'Y REV. 291 {1984) [hereinafter
Teubner, Autopoiesis), Gunther Teubner, Substantive and Refiexive Elements in Modern Law, 17 L. & S0C'Y
REV. 216 (1983) [hereinafter Teubner, Reflexive Elements].

9. Eric W. Orts, 4 Reflexive Mode! of Environmental Regufation, 5 BUS. ETHICS Q. 779, 780 (1995).
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law aims to guide behavior and promote self-regulation.!? The law is “reflexive” in that it
encourages corporations to constantly re-examine their practices and reform those
practices based on the most current information.!!

To control corporate behavior, the necessary reflexive law approach is social
accounting, auditing, and reporting, collectively referred to here as social reporting. A
social report is, in brief, “[a] means of assessing the social impact and ethical behavior of
an organization in relation to its aims and those of its stakeholders. Stakeholders include
all individuals and groups who are affected by, or can affect, the organization.”!? In
many ways, a social report is similar to a corporate financial audit, but concerns a
company’s social performance. However, disclosure is only a part of the story—though a
very important part—and not the whole story. A reflexive law approach to social
reporting focuses on institutionalizing responsible decision-making within an
organization and thereby sharing the regulation of corporate behavior with the regulated
entity.

An issue avoided until now is why should government regulations require
corporations to care about their social performance? The simple answer to this question is
that society, and in particular the marketplace, expects and demands it.!3 A recent survey
found that ninety-five percent of Americans disagreed with the view that the only
responsibility of business is to increase profits.!* Other evidence that society cares about
a company’s social performance is abundant. In any bookstore you can find books on the
best companies to work for in America!® and guides to socially responsible shopping.!®
Popular magazines and newspapers regularly report on socially responsible and

10. /d. By “self-regulation” I do not mean a laissez-faire system, as the legislation proposed here will still
require the regulated firm to comply with certain requirements. What 1 do mean is a movement away from
legislation that takes full responsibility for the outcomes of a firm’s behavior.

11. /d.

12. Chris Nelder, Social Assessment, BWZINE: THE ONLINE BETTER WORLD MAGAZINE (Apr/May 1996)
<hup://www.betterworld.com/BWZ/9604/coverl-1.htm> (quoting Dr. Simon Zadek of the New Economic
Foundation, London).

13. Simon Zadek et al., Why Count Social Performance?, in BUILDING CORPORATE ACCOUNTABILITY 12,
27 (Simon Zadek et al. eds., 1997) (“The views either that social and ethical performance can remain private or
that the public do not care about what happens beyond their backyards have proved misguided.”).

14, Keith H. Hammonds, Writing a New Social Contract, BUS. WK., Mar. 11, 1996, at 60. This Business
Week/Harris Poll asked 1004 adults if they believed that corporations’ only role is to make money. Jd. Ninety-
five percent of the respondents stated that they did not agree with that statement. /d. This is strong support for
the rejection of Milton Friedman’s classic view of corporate social responsibility. Friedman’s basic argument is:
“[T}here is one and only one social responsibility of business—to use its resources and engage in activities
designed to increase profits so long as it stays within the rules of the game, which is to say, engages in open and
free competition without deception or fraud.” Milton Friedman, The Social Responsibility of Business Is to
Increase Its Profits, N.Y. TIMES MAG., Sept. 13, 1970, reprinted in ETHICAL ISSUES IN BUSINESS: A
PHILOSOPHICAL APPROACH 217, 223 {Thomas Donaldson & Patricia Werhane eds., 3d ed. 1988).

15. See generally ROBERT LEVERING & MILTON MOSKOWITZ, THE 100 BEST COMPANIES TO WORK FOR
IN AMERICA {1994); see aiso STEVEN D. LYDENBERG ET AL., RATING AMERICA’S CORPORATE CONSCIENCE
(1986).

16. See genemlly BENJAMIN HOLLISTER ET AL., SHOPPING FOR A BETTER WORLD: THE QUICK AND EASY
GUIDE TO ALL YOUR SOCIALLY RESPONSIBLE SHOPPING (1994).
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irresponsible corporations.!” Shareholders frequently submit proposals on a wide variety
of social issues, and recent rule changes by the SEC have broadened the range of
proposals that shareholders may submit.!® Perhaps most striking is the success of
“socially screened” investment portfolios.!® Approximately nine percent of all
professionally managed investments in the United States ($1.2 trillion) are screened for
certain social factors.2’

Society has also shown its concern for corporate behavior through numerous
consumer boycotts of certain companies’ products and services due to those companies’
records on matters such as the environment, animal rights, and human rights.21 Nike and

17. See infra note 22 (discussing negative publicity Nike received for allegedly permitting the use of child
labor in its Asian contractors’ manufacturing plants); see also, infra note 191 (discussing the negative publicity
Shell Oil received surrounding its attempted dumping of an abandoned ol nig).

18. See 17 C.F.R. § 240.14a-8(c)(7) (1997), as amended by 63 Fed. Reg. 28106, 29107-9 (1998). For a
discussion of the recent rules changes, see Mermrill B. Stone & Devika Kewalramani, Final Shareholder
Proposal Rules Fall Short of Reform, N.Y. L.}, June 22, 1998, at B9.

19. See generaily AMY 1. DOMINI & PETER D. KINDER, ETHICAL INVESTING (1986) (providing one of the
first comprehensive discussions of investing based on ethical criteria); Sandra Block, /nvestors Can Satisfy
Wallet, Conscience, USA TODAY, July 2, 1997, at 3B (stating that socially screened funds commonly avoid
firms involved in the arcas of alcohol, tobacco, gambling, nuclear power, defense manufacturing, and firms that
are considered polluters); Laura Castaneda, Putting Your Money Where Your Morals Are, SF. CHRON., Dec.
30, 1996, at D1 (noting that some socially screened funds seek to invest in companies that are considered to be
meeting progressive ideals, such as promoting women and minorities to high positions within the organization);
Dee Gill, Want to Put Your Money Where Your Conscience Is?, BUS. WK., Sept. 8, 1997, at 134 (discussing the
availability of funds to screen out companies based on whatever values the investor wishes to further, ranging
from fundamentalist Christianity to gay rights); Good Works— And Grear Profits, BUS. WK., Feb. 16, 1998, at 8
(noting that the Domini 400 Social Index, one of the most famous socially screened funds, outperformed the
Standard & Poor’s 500-stock index by approximately 15% in 1997).

20. Business Bulletin, WALL ST. J., Feb. 4, 1999, at Al. From 1995 to 1997, the assets in such portfolios
grew by $529 billion. /d. According to David Vidal of the Conference Board, New York, a leading business
membership and research organization, this phenomenon is a long-term trend and not a reflection of a bull
market. /d.

21. A 1994 survey of 1037 Americans found that 47% of consumers would be “much more” likely to buy
frorn a socially responsible company when choosing between equal products (88% were “somewhat more
tikely”). Robert L. Gildea, Consumer Survey Confirms Corporate Social Action Affects Buying Decisions, 39
PuB. REL. Q. 20 (Dec. 1994). In addition to rewarding responsible companies, 57% of consumers indicated they
would be “much less likely” to buy from a company that was not socially responsible (92% stated they were at
least “somewhat less likely™). /d. Likewise, a survey of 30,000 food retail custemers in Great Britain found that
35% of the customers had boycotted a product due to such concerns, and 60% stated that they would boycott a
shop or product due to these issues. Simon Zadek, Balancing Performance, Ethics, and Accountability, 17 ).
BUS. ETHICS 1421, 1423 (1998); see also Zadek et al., supra note 13, at 27.

Under the current regulatory system, however, there are doubts about the ability of consumer
preferences {or the “invisible hand” of the market) to create socially responsible corporations. Christopher
Stone notes four unwarranted assumptions about consumers’ ability to boycott or reward corporations based on
their social performance:

(1) that the persons who are going to withdraw patronage know the fact that they are being
‘injured” . .. (2) that they know where to apply pressure of some sort; (3) that they are in a
position to apply pressure of some sort; and (4) that their pressure will be rranslated into
warranted changes in the institution’s behavior.

STONE, supra note 3, at 89. These unwarranted assumptions call into question the ability of consumers to direct
positive social change in corporations, in many, if not the vast majonty of situations. The social reports
discussed in this article hope to address these problems.
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others have recently come under enormous pressure to rethink their treatment of labor in
several Asian countries.?2 Apparently, these practices have been going on for years, so
why must they now reconsider their business practices? The simple answer again is that
society has demanded it. Influential segments of society have decided that such practices
are not socially responsible and have placed pressure on businesses to change these
practices.?3

But what does it mean for a corporation to be socially responsible? A common view
finds that a corporation that meets the requirements of the law is socially responsible.2*
However, business ethics and legal scholars have long recognized the limits of the law in
stating society’s important values and improving the social performance of
corporations.?? In light of this recognition, business ethics theorists have considered what
it means for a corporation to be socially responsible in all its activities, without
necessarily relying on legal concepts.?® However, this debate had much difficulty

22. Nike came under pressure to rethink the working conditions of its plants in Vietnam after an internal
audit by the accounting firm Emst and Young was leaked to the public by the Transnational Resource and
Action Centre. William Lewis, Nike (nder Fire on Conditions in Vietnam, FIN. TIMES, Nov. 10, 1997, at 5. The
report found that the employees of the plant that had contracted with Nike were exposed to carcinogens, had
respiratory problems, and were forced to work 65 hours a week for only $10 per week. Steven Greenhouse,
Nike Shoe Plant in Vietnam Is Called Unsafe for Workers, N.Y. TIMES, Nov. 8, 1997, at Al. Prior to this report,
Nike had been accused of operating sweatshops in Indonesia, but steadfastly denied these allegations. See Del
Jones, Critics Tie Sweatshop Sneakers to ‘Air’ Jordan, USA TODAY, June 6, 1996, at 1B (quoting a Nike
spokesperson’s statement that “It's better to have companies like Nike with a brand image at stake operating in
these countries to assure that abuses don’t occur.”); Protestors Rally for Nike Workers in Asia, CHI. TRIB., July
16, 1996, at 9 (reporting that in response to a demonstration in Chicago demanding better working conditions
for laborers in Indonesia, Nike claimed that its contract workers made double the tocal minimum wage).

In April 1998, Nike was sued in California for allegedly misleading the public about the treatment of
workers in Vietnam, China, and Indonesia, which the plaintiffs claimed was in violation of California’s
consumer laws. Aurelio Rojas, Nike Faces Suit Over Factory Conditions: Firm Accused of Lying About Asian
Workers, S.F. CHRON., Apr. 21, 1998, at A3. The suit alleges that Nike misled its consumers by claiming in
advertisements and other public relations material that it protects the employees of its foreign subcontractors. /d

In response to these public pressures, in May 1998, Nike's Chief Executive, Phillip Knight, announced
that Nike would work to prohibit the use of underage workers by its overseas manufacturers and to ensure that
these plants meet the health and safety standards of the United States. John H. Cushman, Jr., Nike Pledges to
End Child Labor and Apply U.S. Rules Abroad, N.Y. TIMES, May 13, 1998, at D1. Nike also agreed to allow
human rights and labor interest groups to inspect its Asian factories. /d. Acknowledging the public’s opinion of
Nike, Knight stated, “The Nike product has become synonymous with slave wages, forced overtime and
arbitrary abuse . . . | truly believe that the American consumer does not want to buy products made in abusive
conditions.” /d.

23. For an interesting discussion of how individuals acting on moral preferences in the commercial world
create a “market of moral inputs and outputs,” sce Thomas W. Dunfee, The Marketplace of Morality: First
Steps Toward a Theory of Moral Choice, 8 BUS. ETHICS Q. 127 (1998).

24. See Thomas W. Dunfee, On the Synergistic, Interdependent Relationship of Business and Law, 34 AM.
BuUS. L.J. 317, 319 (1996). Two commonly held, but mistaken, views are: “(1) that law and ethics occupy
entirely separate realms, not to be confused or intermingled; and (2) that there is a perfect congruence between
law ethics, so that if something is determined to be legal, it may be considered ethical.” /d.

25. Edwin M. Epstein, The Corporate Social Policy Process and the Process of Corporate Governance,
25 AM. Bus. L.J. 361, 367 (1987); see ailso infra Part IV (discussing the many problems the current regulatory
system has in improving corporations’ social performance).

26. Epstein, supra note 25, at 374.
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producing a single, universally applicable definition of social responsibility.?’
Furthermore, society’s expectation of what is “ethical” or “responsible” changes over
time and can also vary greatly depending upon the circumstances.28

In light of this “value pluralism,”?? the legislatively required social report proposed
here 1s a2 way in which the law can follow the reflexive law approach and meaningfully
guide corporations to be responsive to the public’s expectations of what it means to be
socially responsible. Corporations conforming to societal expectations and norms of
proper behavior (within certain bounds) constitutes the essence of social responsibility.30
Rather than attempting to determine how a socially responsible corporation should
behave and legislatively requiring all corporations to behave in such a manner, a
mandatory social report takes the form of reflexive law. To induce appropriate corporate
behavior, the social report would be disclosed to the public.®! The value of the social
report is not only in its creation of social transparency, but in achieving the reflexive law
goal of institutionalizing responsible decision-making and creative thinking in
corporations.

Thus, as a reflexive law, a social report would not mandate that certain
predetermined outcomes be reached, but would instead require a corporation to reflect on
how its practices impact society and to open up dialogues with the relevant stakeholders.
Although this process may not at first glance please those who would prefer to directly
regulate corporate behavior wherever possible, a social report will create a regulatory
system more in line with, and responsive to, any particular corporation’s unique situation,
while also reflecting society’s current expectations. Professor Thomas Dunfee has
warned that “{lJaw without reference to ethics and community moral values is in danger

27. Id; ARCHIE B, CARROLL, BUSINESS AND SOCIETY: MANAGING CORPORATE SOCIAL PERFORMANCE
29, 32-33 (1983); WiLLIaM C, FREDERICK, VALUES, NATURE, AND CULTURE IN THE AMERICAN CORPORATION
217-18 (1995). For example, Dow Votaw stated:

The term [social responsibility] is a brilliant one; it means something, but not always the same

thing, to everybody. To some it conveys the idea of legal responsibility or Hability; to others it

means socially responsible behavior in an ethical sense; to still others, the meaning transmitted is

that of “responsible for,” in a causal mode; many simply equate it with a charnitable contnbution.

Dow Votaw, Geunius Becomes Rare, in THE CORPORATE DILEMMA: TRADITIONAL VALUES VERSUS
CONTEMPORARY PROBLEMS 11, 11 (Dow Votaw et al. eds., 1973).

28. Epstein, supra note 25, at 368; see also SECURITIES AND EXCHANGE COMMISSION, STAFF REPORT ON
CORPORATE ACCOUNTABILITY 233 & 233 n.17 (1980} [hercinafier STAFF REPORT] (noting the yearly
fluctuations in the topics of shareholder proposals).

29. "“Value pluralism and related value tensions are . . . long-standing characteristics of the American civic
cufture in which such key, and sometimes conflicting, values as success. freedom, justice, equity, efficiency,
contractualism, communitarianism, utilitarianism, and individualism, together with deeply-ingrained notions of
personal and property rights, influence our concepts of ethical and responsible behavior.” Epstein, supra note
25, at 368.

30, See infra Part H1.C (discussing Integrative Social Contracts Theory). A simple test any manager or
employee can generally use to see {f they are conforming to societal norms may be termed the “front page” test.
When considering a decision that raises ethical issues, the decision-maker can imagine the various possible
reactions from the public if that decision was published on the front page of the local newspaper (or perhaps an
internationa! newspaper for multinational corporations). See THOMAS DONALDSON & THOMAS W. DUNFEE,
TIES THAT BIND: A SOCIAL CONTRACTS APPROACH TO BUSINESS ETHICS 204 (1999).

31, This is similar to, and butlds on, the disclosure theme in federal securities laws. See infra notes 203~
204 and accompanying text.
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of becoming disconnected from the public will™32 Regulating corporate social
responsibility using a social report avoids risking such a disconnection by requiring an
interchange between the corporation and its stakeholders when conducting the social
report, and by permitting meaningful public scrutiny. Furthermore, each corporation
would only be held to the expectations and agreed upon norms for the communities in
which it operates (e.g., its industry, geographic region, or any other relevant aspect of the
transaction involved).?3

Social reports are not a new idea,*® but we must seriously consider whether it is now
time to legislate corporate social reporting.’S The ability of social reporting to work
effectively can be seen in the recent success of, and improvements in, non-mandatory
environmental auditing.*¢ Moreover, in Europe, several institutions have been established
to advance the field of social accounting, auditing, and reporting.”” As discussed above,
society clearly has a deep concern about a corporation’s social performance. In addition,
the business ethics literature recognizes the importance of society’s expectations and
norms of proper behavior in determining what is appropriate corporate behavior.*® These
factors demonstrate the need for building on the success of environmental audits and
expanding such audits to include all aspects of a firm’s social performance. Furthermore,
these factors, as well as the problems the current regulatory system has with improving a

32. Dunfee, supra note 24, at 319,

33. This is not to say that an industry is entirely free to establish its own norms of proper behavior, which
can have less than desirable results. For example, i National Society of Professional Engineers v. United
States, 435 U.S. 679 (1978), the engineers association established 2 code of ethics which stated that it was
inappropriate in their industry to compete on price. /d. at 683 n.3. This code of ethics failed to recognize that the
members of the industry must act in accordance with the agreed upon norms of all communities affected by the
transaction and the norms of the wider community. For further clarification, see infra Part HI.C {discussing
business’ social contract with the various communities in society).

34 See generally CLARK C. ABT, THE SOCIAL AUDIT FOR MANAGEMENT (1977); RAYMOND BAUER &
DAN H. FENN, THE CORPORATE SOCIAL AUDIT (1972), DAVID BLAKE ET AL., SOCIAL AUDITING (1976);
RALPH ESTES, CORPORATE SOCIAL ACCOUNTING (1970). See infra Part V for a brief discussion on the history
of social reporting.

35, Cf Meinolf Dierkes & Ariane Berthoin Antal, Whither Corporate Social Reporting: Is It Time to
Legislate?, 28 CAL. MGMT. REV. 106, 119 (1986) (asking this question in 1986 and answering aftirmatively).

36. For the history and legal background of environmental auditing, see Eric W. Orts & Paula C. Murray,
Environmental Disclosure and Evidentiary Privilege, 1997 U ILL. L. REV. 1, 8-21 {1997). The European Union
has estabiished a voluntary environmental audit scheme called the European Eco-Management and Audit
Scheme (EMAS). See Orts, supra nole 8, at 1287-1311 (providing a description of the EMAS regulations). A
wide variety of corporations, including Coca-Cola, Mobil, and General Motors, have agreed to follow the
Coalition for Environmentally Responsible Economies (CERES) principles, a code of conduct concerning
behavior on environmental matters that includes the requirement of the public disclosure of an environmental
report. See The CERES Principles (visited Sept. 9, 1999) <http://www.ceres.org/about’principles.htiml>. The
CLERES principles are a revision of the Vaidez Principles by the CERES. Id.

37. The European institutions devoted to the study of social and environmental accounting, auditing, and
reporting include: the Institute of Social and Ethical Accountability in London; the Centre for Environmental
and Social Accountancy Research at the University of Dundee; the New Economics Foundation in London; and
the European Institute for Business Ethics at Nijenrode University. For the addresses of these organizations, see
Annex, Key Contact Names and Addresses, in BUILDING CORPORATE ACCOUNTABILITY, supra note 13, at 218-
19. In addition, much work is being done at the Copenhagen Business School under the direction of Professor
Peter Pruzan. Id.

38, See infra Parts ULB-C (discussing the developments in the business ethics literature on stakeholder
theory and social contracts theory).
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corporation’s social performance,3® indicate the need for making social reports
mandatory under a reflexive law approach to achieving corporate social responsiveness.

This Article will proceed by first discussing the emergence of reflexive law to meet
the demands of increasing societal complexity.Y The next section shifts to a discussion
of what the term “corporate social responsiveness” means.*! This Article will also
introduce Integrative Social Contracts Theory as a foundation for determining the
parameters of social responsiveness.4? Next, this Article argues that substantive law is
unable to produce socially responsive corporate behavior and that a reflexive law
approach is necessary.*3 The following section presents social reports as the reflexive law
approach that will achieve the objective of social responsiveness.** To provide a better
understanding of the social reporting process, this Article then provides two examples of
companies currently conducting social reports.#> Finally, this Article concludes by
considering the potential arguments against such legislation and then discusses the
benefits of social reporting as a reflexive law approach,4¢

1. REFLEXIVE LAW

In his seminal article on reflexive law, Gunther Teubner examines the evolution of
law through three “types”: formal, substantive, and reflexive.#’ First, “formal” law
develops with an emphasis on the creation and application of a universal body of rules.#
Within this set of rules, private actors are free to pursue their own interests and rely on
private ordering.#% Qver time, state regulation increases and “substantive™ law becomes
more prominent.’Y Substantive law emphasizes “purposive, goal-oriented intervention”
by the state.’! Rather than permitting autonomy, as in formal law, substantive law
focuses on the achievement of predetermined outcomes through regulation and
standards.??

Teubner’s example of contract law illustrates the difference between these two types
of laws. Under formal law, if there is a contractual dispute, the law will only look to see
if certain elements establishing a valid contract have been met, such as whether there was
mutual assent (offer and acceptance).’3 Under substantive law, however, the law may

39, See infra Part IV (showing the problems with the current “substantive law” approach in the area of
corporate social performance).

40. See infra Part I1.

41, See infra Part 111

42. See infra Part 111.C.

43, See infra Part [V.

44. See infra Part V.

45, See infra Part VL

46. See infra Part V11

47. Teubner, Reflexive Elements, supra note 8, at 252-57.

48. Jd. at252-53.

49, Jd. at 252. Teubner states that the “justification for formal law lies in its contributions to individualism
and autonomy.” /d.

50. Id. at253.

51. Teubner, Reflexive Elements, supra note 8, at 240,

52, Id at253-54.

53, Id ar2ss.
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actually alter the terms of the parties’ contract to ensure that certain socially-desired
outcomes are achieved.?

Extensive reliance on substantive laws creates what Teubner has dubbed the “Crisis
of the Interventionist State.”>? This crisis results from substantive law’s inability to meet
the demands placed on it by an increasingly “differentiated” society.5® Here, Teubner
relies on a modemn sociological systems theory (primarily the works of Niklas
Luhmann).’7 In systems theory, as society develops and becomes increasingly more
complex, it separates into distinct subsystems based on function—such as science,
religion, family life, education, politics, law, and other systems38—that each have their
own world view and discourse.3® Due to these subsystems’ separate and distinctive
rationality, society is no longer “stratified” (ie., hierarchically ordered between the
“rulers and the ruled”),%0 but is “functionally differentiated.”®! In a functionally
differentiated society, the various subsystems are relatively autonomous.®? The law is a
function subsystem on the same plane as, and independent from, the economic, political,
or science function subsystems, for example.®3 This results in the law being “decentered”
from its place in society; it is no longer the central institution for integrating all of
society’s subsystems.%

Two general problems arise from the extensive use of substantive law in a complex,
functionally differentiated society that cause the law to become decentered: cognitive

54, Id. at255-56.

55. Id. at267.

56. Orts, supra note 8, at 1260,

57. Teubner, Reflexive Elements, supra note 8, at 270-73.

58. NikLAS LUHMANN, THE DIFFERENTIATION OF SOCIETY xii, 104 & 236-37 (1982); Ton Wilthagen,
Reflexive Rationality in the Regulation of Occupational Safety and Health, in REFLEXIVE LABOUR LAW, supra
note 8, at 345, 347; Orts, supra note 8, at 1260.

5%, Raif Rogowski & Ton Wilthagen, Reflexive Labour Law: An Introduction, in REFLEXIVE LABOUR
LAW, supra note 8, at 3, 8.

60, Orts, supra note 8, at 1260.

61. In a functionally differentiated society, ““[s}ince all necessary functions have to be fulfilled and are
interdependent, society cannot concede absolute primacy to any one of them.” LUHMANN, supra note 58, at
236. For a list of the main forms of differentiation discussed by Luhmann, see id. at 364 n.2.

62. Luhmann argues that this autonomy is necessary and unavoidable. Niklas Luhmann, The Self~
Reproduction of Law and Its Limits, in AUTOPOIETIC LAW: A NEW APPROACH TO LAW AND SOCIETY 111, 112-
13 (Gunther Teubner ed., 1988) (hereinafter Luhmann, Self-Reproduction). Each subsystem has a function in
society, and therefore the autenomy of subsystems is required “because no other {subJsystem can replace it with
respect to its function.” Jd. at 112. Using the legal subsystem as an example, it is autonomous because while
“[tlhere may be political control of legislation . . . only the law can change the law. Only within the legal system
can the change of legal norms be perceived as change of the law.” /d. at 113. (For a complete discussion of the
autonomy of the legal system, see LUHMANN, supra note 58, at 122-37). Even attempted substitutes for a
subsystem are part of the subsystem as “functional equivalents.” Luhmann, Self-Reproduction, supra, at 120.
When society is differentiated based on function, “no functional subsystem is able to solve the core problems of
another subsystem,” or act as a substitute in its place. /d. at 120-21 {emphasis removed). This is not to say that
there is not a high degree of interdependence between subsystems, but autonomy is necessary to avoid the
situation where “the operations of one subsystem produce unsolvable problems in another subsystem.”
LUHMANN, supra note 58, at xvi (quoting NIKLAS LUHMANYN, FUNKTION DER RELIGION 242 (1977)).

63. Rogowski & Wilthagen, supra note 59, at 6.

64. Orts, supra note 8, at 1260-61.
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limitation and normative legitimacy.®% Cognitive limitation refers to the problem of too
much regulatory law, which Teubner has termed “juridification.”®® Cognitive limitation
is reached when society becomes too complex for effective control by intervention.%”
Simply stated, “Legal and bureaucratic structures cannot incorporate models of social
reality that are sufficiently rich to allow them to cope effectively with the crises of
economic management.”®® Furthermore, attempting to completely regulate some
problems with substantive law can result in a mass of laws beyond any individual’s
comprehension.®?

Normative legitimacy refers to the “separation of lawmaking from the democratic
procedures that contributes to the legitimacy of the system.”’ With the proliferation of
various substantive laws, legislators can become unable to competently coordinate and
reconcile statutes that may affect the same regulated behavior, but in different ways.
Furthermore, complex regulations often result in giving agencies greater discretion in
enforcing and interpreting the law.”!

In response to this “Crisis of the Interventionist State,” reflexive law emerges.
Similar to substantive law, reflexive law intervenes in social processes, “but it retreats
from taking full responsibility for substantive outcomes.”’? Reflexive law takes a middle
ground between formal law and substantive law by creating “regulated autonomy.””? On
the one hand, reflexive law leaves private actors free to determine their own outcomes.
On the other hand, reflexive law intervenes in social processes by establishing procedures
that guide the actors’ behavior.

In terms of Luhmann’s systems theory discussed above, reflexive law aims to
“structure and restructure semi-autonomous social systems, by shaping both their
procedures of internal discourse and their methods of coordination with other social
systems.” 74 Reflexive law serves as the necessary integration mechanism for society, but
instead of attempting this from the central, society level as substantive law does, reflexive
law does it from a decentralized position at the subsystem level.”> This permits societal

65. /d. at 1258-60. This is not to suggest that all substantive law is ineffective, but that it can be ineffective
in many situations. For a further critigue of the administrative state, see generally Freeman, supra note 7.

66, JURIDIFICATION OF SOCIAL SPHERES 3 (Gunther Teubner ed., 1987).

67. Orts, supra note §, at 1258.

68. Teubner, Reflexive Elements, supra note 8, at 268.

69. Orts, supra note 8, at 1259. Orts notes that this is particularly problematic in the area of environmental
regulation, where the texts of just seven of the major federal environmental statutes are collectively several
thousand pages long. /d. at 1240.

70. Id at 1258,

71. For example, with reference to informal rule-making, Freeman states:

Perhaps even more troubling is the appearance that agencies mcreasingly rely upon regulatory
instruments, such as interpretive rules, pohcy statements, guidance documents, enforcement
discretion, and even press releases, which do not require notice and comment, as a way of
avoiding the relatively demanding procedural requirements of informal rule-making. Such
practices threaten to further undermine the legitimacy of the rules produced by removing even
the pretense of public access and participation.

Freeman, supra note 7, at 9-10.

Teubner, Reflexive Elements, supra note 8, at 254,
Id.

Id at 258,

See Wilthagen, supra note 58, at 347.

3wl owd ~d
GBS
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integration, but without the loss of the advantages of a highly differentiated society.”®
Overall, the law recognizes its own limits as a functional subsystem attempting to
regulate other subsystems, and accomplishes its integration function by encouraging
reflexive processes in other subsystems.””

Reflexive law is primarily procedural law, and therefore may be considered self-
regulation. Instead of directly regulating behavior to reach predetermined outcomes,
reflexive law attempts to influence decision-making and communication processes with
required procedures. The final decision, however, remains with the private actors.”® The
goal is to encourage self-reflective processes within corporations regarding the impact of
their actions on society.”?

Returning to Teubner’s contracting example from above, we can see that reflexive
law has a quite different approach to the issue than the other types of law. While formal
law accepts prior distributions between the contracting parties, reflexive law attempts to
structure the negotiation process so that bargaining power is equalized. While substantive
law commands that certain favorable contractual outcomes be reached, reflexive law only
puts in place procedures that will ensure that various interests and externalities are taken
into account in the bargaining process.8¢

The Article now tumns to a discussion of what it means for a corporation to be
socially responsible or responsive.

IIT. CORPORATE SOCIAL RESPONSIBILITY AND RESPONSIVENESS

Although some may argue that business can best serve society only by the pursuit of
profits 8! “the idea that corporations have an obligation to be socially responsible is so
widely held, even among business leaders themselves, that it may seem pointless to bring
it into question. 82 But what does it mean to be “socially responsible”? Scholars studying
this question have found that the idea of social responsibility can be understood best if
divided into two distinct concepts: corporate social responsibility and corporate social

76. CGunther Teubner, Corporate Fiduciary Duties and Their Beneficiaries: A Functional Approach to the
Legal Instindionalization of Corporate Responsibility, in CORPORATE (GOVERNANCE AND DIRECTORS’
LIABILITIES 161-62 (Klaus Hopt & Gunther Teubner eds., 1985).

77. Simply stated, “social subsystems have to leam about their place in society and have to be brought to
take account of their external effects on other systems.” Wilthagen, supra note 58, at 348. Luhman’s social
theory states that subsystems have three different orientations: “(1) towards the entire social system in terms of
JSuncrion; (2) towards other societal subsystems in terms of input and output perfoermances; and (3) towards itsel{
m terms of reflexion.” Teubner, Reflexive Elements, supra note 8, at 272. There is an inherent tension between
Sunction and performance that can only be reconciled by “externally stimulated intermal reflexion.” Teubner,
supra note 76, at 164. Thus, reflexion structures are the primary integration mechanisms. Teubner, Reflexive
Elements, supranote 8, a1 272.

78 Enc Bregman & Arthur Jacobson, Environmental Performance Review: Self-Regulation in
Environmental Law, in THE CONCEPT AND PRACTICE OF ECOLOGICAL SELF-ORGANIZATION 211 (Gunther
Teubner et ai. eds.. 1994).

79. See Orts, supra note 8, at 1231-32.

8G. Teubner, Reflexive Elements, supra note 8, at 256.

81, See Friedman, supra note 14, at 223.

82. JOHNR. BOATRIGHT, ETHICS AND THE CONDUCT OF BUSINESS 390 {1993).
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responsiveness.33 An understanding of these concepts is vital to an understanding of what
the reflexive law approach advocated here is trying to achieve.

A. Corporate Social Responsibility

Corporate social responsibility is the idea that “corporations have an obligation to
work for social betterment.”’®* Archie Carroll divided corporate obligations into
categories of economic, legal, ethical, and discretionary responsibilities, based on
society’s various expectations of business.®¥ A corporation has an economic
responsibility to produce goods and services, provide well-paying jobs, and eam a profit
to ensure its survival 8¢ By fulfilling these obligations, the corporation is improving the
economic well-being of society. Corporations also have legal responsibilities. These
responsibilities come from legislatures, regulatory agencies, and the courts.®” Such
responsibilities can take many forms and can go to shareholders, customers, suppliers,
employees, and others.

Corporate social responsibility also means meeting society’s expectations of proper
business conduct that is not necessarily codified (i.e., ethical responsibilities).38 For
example, although corporations are not legally required to make charitable donations,
many members of society expect such behavior from profitable corporations. In addition,
as the law may lag behind social norms,8? there are responsibilities that society expects
corporations to fulfill that may soon be legal requirements. Finally, corporations have
purely discretionary responsibilities “about which society has no clear-cut message for
business.”? For example, society may expect corporations to help with major social

83, William C. Frederick, From CSRsubl to CSRsub2: The Maturing of Business-and-Society Thought, 33
Bus. & SOC'Y 150 (1994) [hereinafter Frederick, Maturing] (This paper was originally written in 1978 but not
published. However, it was a very influential working paper throughout the business ethics community and was
published in 1994 as a classic paper.); William C. Frederick, Toward CSR3. Why Ethical Analysis is
Indispensable and Unavoidable in Corporate Affairs, 28 CAL. MGMT. REV. 126 (1986) {hereinafter Frederick,
Toward CSR3]; see also Barry Mitnick, Systematics and CSR: The Theory and Process of Normative
Referencing, 34 BUS. & SOC’Y 5 (1995).

84. Frederick, Maturing, supra note 83, at 151. For a brief history of corporate social responsibility see
CARROLL, supra note 27, at 30-32.

85. CARROLL, supra note 27, at 34-35; see also Archie B. Carroll, 4 Three-Dimensional Conceptual
Model of Corporate Social Performance, 4 ACAD. MGMT. REV. 497 (1979); BOATRIGHT, supra note 82, at 386-
87.

86. BOATRIGHT, supra note 82, at 386. Peter Drucker states:

Economic performance is the first responsibility of business. A business that does not show a
profit at least equal to its cost of capital is socially irresponsible. It wastes sociely’s resources.
Fconomic performance is the basis; without it, a business cannot discharge any other
responsibilities, cannot be a good employer, a good citizen, a good neighbor. But economic
performance is not the sole responsibility ot business.

PETER F. DRUCKER, POST-CAPITALIST SOCIETY {01 (1994).
87. BOATRIGHT, supra note 82, at 386.
88. Jd. at 386-87 (presenting the arguments of Archie B. Carroll).
89. See infra text accompanying note 136.
90. Carroll, supra note 85, at 500.
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problems, such as urban blight, due to their “considerable resources and skills,”®! but
society does not have any clear expectations of how corporations should go about doing
this.

The diversity of the situations to which social responsibility can apply led to what
became the conventional wisdom in the 1970s to scholars in this area: that it is
impossible to develop an operational definition of social responsibility that is universally
applicable.?? Due to this problem, scholars shifted the debate to focus more on specific
issues of responsibility, such as conducting business in South Africa or affirmative action
policies.??

Christopher Stone has presented a different approach to understanding what it means
for a corporation to be socially responsible by first considering what it means for a person
to be socially responsible.”® A responsible person has an obligation to obey the law, but
there is also a cognitive process aspect to responsibility.% First, a responsible person
does not act on impulse to satisfy initial desires.?® For example, people should not vent
their rage by impulsively swinging punches at anyone nearby.?’ Second, a responsible
person also “takes in the morally salient features of her environment,™® such as other
persons and the harms or benefits that may be bestowed upon them.”® For example, a
person who drops a lighted match in the forest is considered irresponsible because she
has not considered the consequences of those actions.!%® Third, a morally responsible
person also must reflect on their freedom to act, weigh their alternatives, possess a desire
to do the “right” thing, and, if called upon, be able to justify their actions.!?! Thus, in
addition to rule following, Stone creates a decision process that a responsible person
would go through before acting. For a corporation, there is a counterpart to each of these
processes (e.g., a corporation’s information-collection system should gather the morally
salient features of its environment)!%? that would lead to a responsible corporation.!93

91. BOATRIGHT, supra note 82, at 387 (quoting a 1971 Committee for Economic Development report,
COMMITTEE FOR ECONOMIC DEVELOPMENT, SOCIAL RESPONSIBILITIES OF BUSINESS CORPORATIONS 15
(19710,

92. Epstein, supra note 25, at 374; CARROLL, supra note 27, at 32-33.

93, Epstein, supra note 25, at 374.

4. STONE, supra note 3, at 111-18; Christopher D. Stone, Essay. Carporate Social Responsibitity: What
It Might Mean, If It Were Really 10 Matter, 71 ITOWA L. REV. 557 (1986).

95, Stone, supra note 94, at 559.

96, Id.

97. Id.

98, {d.

99. id.

100. STONE, supranote 3,at 114,
101, /d. at114-15.
102. Stone demonstrates this point by describing a cartoon from The New Yorker:

[n the cartoon, two men, apparently public officials, have led a third, a high corporate officer. to
a wall of his plant which abuts and overlooks a waterway. From this prospect, the officer can
look down to see three huge pipes from which his company is dumping pollutants into the water.
With a look of perfectly ingenuous surprise, he remarks, “So that’s where it goes! I'd iike to
thank you fellows for bringing this to my attention.”

Id at 116
103, id at117-18.
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B. Corporate Social Responsiveness

Stone’s process-oriented notion of social responsibility 1s related to the concept of
corporate social responsiveness. Social responsiveness refers to the “capacily of a
corporation to respond to social pressures.”!0% To identify a socially responsive
corporation, “[o]ne searches the organization for mechanisms, procedures, arrangements
and behavioral patterns that, taken collectively, would mark the organization as more or
less capable of responding to social pressures.”!®5 John Boatright distinguishes social
responsibility from social responsiveness with an analogy: “[A] respensible motorist is
one who stops to offer whatever aid is available to another motorist in distress; but a
responsive motorist is one who carries a flashlight, tools, battery cables, and so on and 1s
prepared to offer effective aid.”!1%° Thus, instead of reacting to a crisis (or fulfilling a
responsibility) in a “knee-jerk” fashion, the corporation has procedures in place to
anticipate crises and react in “fruitful, humane, and practical ways.”'7 The variety of
social demands that corporations must respond to include the economic, legal, ethical,
and discretionary responsibilities described above.!08

Stakeholder theory, perhaps currently the most popular business ethics theory, also
recognizes the need to be responsive to the demands of members of the public who will
be affected by (i.e., have a “stake” in) the corporation’s actions. The list of stakeholders
typically includes such members of the public as employees, consumers, suppliers.
creditors, the local community, governments, and stockholders. The basic idea of
stakeholder theory is that “[s]ince corporations not only depend on but also affect the
lives of numerous identifiable groups, someone in the executive suite ought to pay some
attention to their rights and to the impact of corporate operations.”!%? To effectively
practice stakeholder management, a corporation must have procedures in place to identify

104. Frederick, Maturing, supra note 83, at 154; see also ROBERT ACKERMAN & RAYMOND BAUER.
CORPORATE SOCIAL RESPONSIVENESS: THE MODERN DILEMNA [sic] 6-16 (1976).

165, Frederick, Maturing, supra note 83, at 154-55.

106. BOATRIGHT, supra note 82, at 390.

107. Frederick, Maturing, supra note 83, at 156.

108 In addivion to the ideas of social responsibility and responsiveness discussed above, Epstein adds a
third category of “Business Ethics.™ Epstein, supra note 25, at 368, These three categories are “narmative
analytical frameworks which assist business decisionmakers in selecting from among . . . conflicting societal
values and in applying them to specific cases.” /d. The idea of business ethics focuses primarily on “moral
reflection.” Edwin Epstein, The Corporate Social Policy Process: Beyond Business Ethics, Corporate Social
Responsibility, and Corporate Social Responsiveness, 29 CAL. MGMT. REV. 99, 104 (1987) [hercinafter
Epstein, Corporate Social Policy]. Stone’s concept of social responsibility would fit under Epstein’s
classification of “business ethics.” See Epstein, supra note 25, at 369 (“Fthical analysis does not operate as a
rigid set of rules. it provides, rather, a process and a framework by which individuals and organizations (and
even whole societies) can determine and evaluate their actions from the perspective of essential moral principles
and values.”). The other two classifications are consistent with what was provided here. See Epstein, Corporate
Social Pelicy, supra, at 104-03; Epstein, supra not 25, at 372-77

109. FREDERICK, supra note 27, at 213. Stakeholder theory is Kantian in the sense that each stakeholder
group has a right to be treated as an end in itself, and not to be treated as a means 1o some end. WILLIAM M.
Evan, ORGANIZATION THEORY: RESEARCH AND DESIGN 336 & 340 (1993). For a discussion of the “stake”
some of the principal stakeholder groups have in the corporation, sce id. at 362-63.
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the relevant stakeholders and respond to them appropriately.!!® Thus, rather than
responding to social issues, corporations are responding to stakeholder issues,!!!

The 1dea that stakeholders should be considered in corporate decisions first entered
the legal debate in the 1930s when A. A. Berle and Merrick Dodd argued over the
question: “For whom should corporate managers be trustees?”!!? This debate was
revived in the law during the flurry of takeovers in the 1980s. In Unocal Corp. v. Mesa
Petroleum Co.,'13 the Delaware Supreme Court stated that directors and management
could consider the interests of other constituencies (i.e., stakeholders) when determining
the nature of the threat posed by a takeover bid.!!* Currently, over half the states have
statutes that permit the consideration of these interests to some degree by statute.!!5 The
debate over the proper interpretation of these statutes and whether they should apply to
all corporate decisions is far from over, however.!1©

C. Critigue of Social Responsiveness and the Idea of Social Contracts

Both the corporate social responsiveness viewpoint and stakeholder theory have
been challenged by claims that they fail to provide management with any clear guidance
on how to behave. The idea of corporate social responsiveness fails to provide a
normative standard or a set of values for management to follow in responding to societal

110. For a strategy to effectively analyze and respond to stakeholders, see R. EDWARD FREEMAN,
STRATEGIC MANAGEMENT: A STAKEHOLDER APPROACH 83-191 (1984). The determination of who is a
stakeholder can have a narrow definition or a broad defintion. The narrow definition includes stakcholder
groups “who are vita] to the survival and success of the corporation,” while the broad definition includes “any
group or individual who can affect or is affected by the corporation.” EVAN, supra note 109, at 341, For a
discussion on the wide variety of stakeholder definitions proposed, see Ronald K. Mitcheli et al., Toward a
Theory of Stakeholder Ideniification and Salience: Defining the Principle of Who and Whar Really Counts, 22
ACAD. MGMT. REV. 853, 855-63 (1997). For the purpose of social reports, it is necessary for reasons of
practicality to adopt a fairly narrow definition of stakeholders. The determination of stakeholder groups is
discussed later in the discussion of Integrative Social Contracts Theory and the methods of social reports. See
infra Part T1.C and Part V.B 3.

111. Jjuha Nisi et al,, The Evolution of Corporate Social Responsiveness, 36 BUS. & SOC™Y 296 (1997).

112, Memick Dodd, Jr., For Whom Are Corporate Managers Trustees?, 45 HARV. L. RiEv. 1145, 1148-49
(1632) (arguing that corporate managers should be trustees for employees, customers, and the general public, as
well as the shareholders); Adolf A. Berle, Jr., For Whom Corporate Managers Are Trustees: 4 Note, 45 HARV.
L. REV. 1365 (1932} (arguing that corporate managers should only be trustees for sharcholders); see also Adol{
A. Berle, Ir., Corporate Powers as Powers in Trust, 44 HARV. L. REV. 1049 (1931} (starting this debate).

1130 493 A.2d 946 (Del. 1985).

114, Jd a1 955,

115. For lists of these state statutes, see Note, Corporate Social Responsibility Through Constituency
Statutes: Legend or Lie?, 11 HOFSTRA LAB. L.J. 461, 462 n.5 (1994); Wai Shun Wilson Leung, The /nadequacy
of Shareholder Primacy: A Proposed Corporate Regime That Recognizes Non-Sharehoider Interests, 30
CoLUM. J.L. & SOC. PROBS. 587,613 n.140 & 620 n.171 (1997).

116. For a review of possible interpretations of constituency statutes, see Eric W. Orts, Beyond
Shareholders: Interpreting Corporate Constituency Statutes, 61 GEQ. WASH. L. REV. 16 (1992).
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pressures.!!7 Similarly, stakeholder theory has been criticized for its failure to provide
guidance in how to weigh and balance the interests of the relevant stakeholders.!!8

As a possible solution to such problems, Thomas Donaldson and Thomas Dunfee
have offered their revised version of social contract theory.!1% Their version, termed
Integrative Social Contracts Theory (ISCT), focuses on our “bounded moral
rationality”!20 in economic ethics and the artifactual character of business.!2! Due to the
artifactual nature of business, we are free to shape the “rules” of the economic game.!22
These rules are shaped by the social norms of society’s various economic commuunities.
Within these communities (that can be grouped by industry, firms, departments within a
firm, geographic region, profession, and so forth!23), the members are free (have “moral
free space”) to determine their own norms for economic behavior.!?* These norms,
however, must be both “authentic” and “legitimate.”’25 A norm is authentic if the
members of the community have informed consent regarding a norm, and have the right
to exit the community if they disagree with a norm.’26 A norm is legitimate if it is not
inconsistent with a “hypermnorm.”!27 Hypernorms are those norms that are fundamental to
human existence, such as basic human rights.!28 These are higher-order norms that place

117. BOATRIGHT, supra note 82, at 390; R. EDWARD FREEMAN & DANIEL R. GILBERT, JR., CORPORATE
STRATEGY AND THE SEARCH FOR ETHICS 104-05 (1988); Frederick, Maruring, supra note 83; Barry M.
Mitnick, Systematics and CSR: The Theory and Processes of Normative Referencing, 34 BUs. & SoC’Y 5
(1995).

118, THOMAS DONALDSON, THE ETHICS OF INTERNATIONAL BUSINESS 45-46 (1989); Thomas W. Dunfee
& Thomas Donaldson, Contractarian Business Ethics: Current Status and Next Steps, 5 BUS. ETHICS Q. 173,
175 (1995).

119. See DONALDSON & DUNFEE, supra note 30, at 235-62 (showing the advantages of viewing
stakeholder theory from a social contracts perspective). For a discussion on Integrative Social Contracts Theory,
see Thomas Donaldson & Thomas W. Dunfee, Toward a Unified Conception of Business Ethics: Integrative
Social Contracts Theory, 19 ACAD. MGMT. REV. 252 (1994) [hereinafler Donaldson & Dunfee, ISCT]; Thomas
Donaldson & Thomas W. Dunfee, Integrative Social Contracts Theory: A Communitarian Conception of
Economic Ethics, 11 ECON. & PHIL. 85 (1995) [hereinafter Donaldson & Dunfee, Communitarian Conception).

120. Bounded moral rationality refers to the cognitive inability of moral agents to comprehend all the
details relevant to an ethical decision and potential clashes between what moral theory would dictate and what
one’s own common sense moral conviction would. Donaldson & Dunfee, ISCT, supra note 119, at 255-58. The
artifactual nature of business is a third way in which rationality in economic ethics is bounded. /d. at 257-58.

121. The artifactual character of business refers to the fact that economic systems are not the product of
nature but are created entirely by people. /d. at 257.

122. /.

123. Donaldson and Dunfee define a community as “a self-defined, self-circumscribed group of people who
interact in the context of shared tasks, values or goals and who are capable of establishing norms of ethical
behavior for themselves.” /d. at 262.

124. Donaldson & Dunfee, ISCT, supra note 119, at 260.

125. /d. at 263.

126, Id. at 262-63. One may empirically determine the existence of an authentic norm by such methods as
seeing if the deviance from a certain nomm in a certain situation is disapproved of by most members of the
community, or if a substantial majority of the community members act in accordance with a certain norm when
facing the particular situation of interest. /d. at 263-64.

127. 1d. at 265.

128. Donaldson & Dunfee, /SCT, supra note 119, at 265. Such norms are cxpected “to be reflected in 2
convergence of religious, philosophical, and cultural beliefs.” Jd. As norms between communities may come
into conflict (i.e., a certain practice may affect multiple communities), there are priority rules to determine
which norm should be followed. /d. at 268-70.
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only the minimal, necessary restrictions upon the ability of communities to develop their
OWn NOIrms.

Donaldsen and Dunfee argue that ISCT may serve as a normative foundation for
stakeholder theory.!?Y In this context, applying stakeholder theory requires looking to the
relevant community norms to determine who is a stakeholder and what obligations the
corporation owes the stakeholders.!?® When there are conflicting norms, the authors
suggest that the situation becomes almost an empirical question of identifying the
dominant legitimate norms.!*! In a situation in which there are neither dominant norms
nor well-defined norms, corporations are in the realm of “moral free space,” which is
similar to Carroll’s discretionary responsibilities discussed above.!??  Although
corporations have discretion in making decisions in such a situation, their recognition of
the non-existence of a norm may lead to a fruitful discussion within the relevant
community and a resolution on what should be the proper norm. Importantly, it should
not be forgotten that any action contemplated by a corporation must be in compliance
with the relevant hypernorms.

The foregoing discussion demonstrates the necessity for corporations to conform to
the norms and expectations of society. Corporate social responsiveness and stakeholder
theory advance the idea that corporations be responsive to the demands of those with a
stake in the company. Social contracts theory gives substantive meaning to these ideas by
grounding such responsibilities in community norms of proper behavior.!’® The

129. DONALDSON & DUNFEE, supra note 30, at 235; see also Dunfee & Donaldson, supra note 118, at 181,

130. DONALDSON & DUNFEE, supra note 30, at 250-62.

131. Sometimes, the dominant community may not be the local community, but the national community.
For example, in a plant relocation decision, the local community may not want the plant to move because they
desire to protect focal jobs. The national community, however, may favor a relocation that would produce the
greatest societal wealth. This national community would encompass the focal community, as well as the other
potentially affected communitics, and its norms would determine whose interests should be given the most
weight. See DONALDSON & DUNFEE, supra note 30, at 186-87 (discussing the priority given 1o higher-level
communities when norms conflict).

132, See supra note 90 and accompanying text.

133, The idea of social norms is clearly not new to the field of law. Law and Society scholars have long
recognized the importance of social norms as informal controls on behavior. See, e g, Robert . Ellickson, Law
and Economics Discovers Social Norms, 27 1. LEGAL STUD. 537, 546 (1998) (citing the works of Stewart
MacAulay, Non-Comtraciual Relations in Business, 28 AM. SOC. REV. 55 (1963), and H. LAURENCE ROSS,
SETTLED OUT OF COURT (rev. ed. 1980)) fhereinafier Ellickson, Social Norms}. Recently, Law and Economics
scholars have also begun studying the importance of social norms in a wide variety of areas. See generalfy
Richard McAdams, The Origin, Development, and Regulation of Nerms, 96 MICH. L. Rev. 338 (1997)
Symposium, Law. Economics, and Norms, 144 U. PA. L. REV. 1697 (1996); Symposium, Social Norms, Social
Meanirg, and the Economic Analysis of Law, 27 J. LEGAL STUD. 537 {1998). Robert Ellickson’s empirical work
on ranchers in Shasta County, California, is especially refevant here. Ellickson shows that in many situations
social norms regulate behavior more effectively than legal enutiements or legal restrictions. ROBERT C.
ELLICKSON, ORDER WITHOUT Law: HOow NEIGHBORS SETTLE DISPUTES 4 (1991) {her‘cinaﬂcr ELLICKSON,
ORDER WITHOUT LAw]. Ellickson argues that “[tjhe Shasta County findings add to a growing library of
evidence that large segments of social life are located and shaped beyond the reach of the law. Despite this
mounting evidence, the Himits of law remain too little appreciated.” /d. The concern here, in part, is not with the
relative importance of informal and formal social controls, or how the law can manipulate norms to achieve
desired outcomes, see Ellickson, Social Norms, supra, at 548 {describing scholars in the area Lawrence Lessig,
a professor at Harvard Law School, termed the “New Chicago School” as tending to “favor governmental
activism in the molding of norms™), but with how the law can guide corporations to understand and tollow
societal norms.
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discussion now turns to how social reports, as a reflexive law approach, can achieve the
desired goal of corporate social responsiveness and guide corporations in being
responsive to those community norms, whereas substantive law cannot.

IV. SOCIAL RESPONSIVENESS: THE NEED FOR A REFLEXIVE LAW APPROACH

Our goal is to create a regulatory system that encourages corporations to be socially
responsive. To do this, corporations must have an understanding of what society expects
of them and be stimulated to behave in a way that is responsive to those demands. Due to
value pluralism in society and the continual evolution of societal values, substantive law
is incapable of creating such a regulatory system.

There are several reasons why substantive law is incapable of producing socially
responsible behavior from corporations.!3* First, the juridification problem discussed
above!3 is particularly relevant in the area of social responsibility. Any attempt to
regulate all important aspects of corporate behavior that have an impact on society, and to
make the regulatory system sufficiently representative of social reality to apply to the
variety of corporate situations, would create a sea of law too complex for an organization
to effectively comply with. Furthermore, the potential for legislatures or regulatory
agencies to pass contradictory legislation and rules is great, as it would be extremely
difficult to harmonize the vast body of laws that would influence corporate behavior.

Second, substantive law is primarily reactive.!3® There is inevitably a time-lag
between determining what is responsible behavior and then implementing regulation to
that effect. Thus, the law can permit irresponsible behavior until an appropriate regulation
is implemented. In addition, the time-lag problem is continually recurring as society’s
values are constantly evolving.

Third, there are problems with implementing the law. Normative legitimacy!37
problems arise when the regulatory system becomes so complex that the legislature must
delegate a vast amount of discretion to the regulatory agencies in enforcing and giving
shape to the laws. In addition, the costs of enforcing laws in the area of social

134, Teubner’s arguments on the failure of substantive regulation focus on his discussion of systems theory
and the sclf-reproducing nature of subsystems {(autopoiesis). Gunther Teubner, Afier Legal Instrumentalism?
Strategic Models of Post-Regulatory Law, in DILEMMAS OF LAW IN THE WELFARE STATE 299, 310-12 (Gunther
Teubner ed., 1986). Teubner formulates a “rcgulatory trilemma” that considers the inability of the legal
subsystemn using substantive law to produce meaningful behavioral changes in the other subsystems without the
risk of destroying the regulated subsystems’ traditional patterns of social life. /4. The trilemma first consists of
the incongruence of law, politics, and society. /d. at 311. Thus, any regulation may not be able to produce the
desired changes in behavior and will be only of symbolic use. /d. Second, the “over-iegalization” of society
causes significant changes to the internal interactions of the subsystem’s clements and destroys the
“reproduction of traditional patterns of social life.” /d. Third, the “over-socialization” of law results from the
law being “captured” by the reguiated subsystem or politics. Teubner, supra, at 311.

It is not necessary to get into the details of systems theory {or even to fully accept the theory) to see
the benefits of reflexive law over substantive law. For a critique of the autopoietic law paradigm, see Arthur J.
Jacobson, Autopoietic Law: The New Science of Niklas Luhmann, 87 MicH. L. REV. 1647 (1989).

135. See supra text accompanying notes 65-69.

136. STONE, supra note 3, at 94. Stone does not use the distinction between the “types” of law used in this
article, that is, formal, substantive, and reflexive law,

137. See supro text accompanying notes 70-71.
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responsibility may outweigh the benefits,!33 Systematically policing and enforcing all the
substantive laws necessary to create socially responsible corporations would create great
needs for increasing administrative agencies and would create further burdens on our
court system.

Finally, there is a problem of framing society’s values in regulatory language.!3% In
our value-pluralistic society,‘40 there is a lack of consensus on what values we want the
law to advance. For example, in the area of environmental law, society may agree that
excessive air pollution should be banned, but what “excessive” means can vary greatly
between persons.!4! Any agreement will be very general and can result in statutes that are
written in vague language, which will inevitably lead to disputes on what the parties’
rights are under that statute. Trying to give more substance to these vague laws then leads
to the juridification and normative legitimacy problems discussed above.!4? Furthermore,
the structure of substantive law is typically along the lines of duties (“thou shalt not
discriminate on the basis of sex”) and not aspirations (“thou shalt do justice”).143 Thus,
corporations are not being encouraged to develop new solutions to existing (or potential)
problems, but only to meet a certain minimum level of behavior.

The failure of substantive law in the area of corporate social responsibility opens the
door for reflexive law.!44 The move to reflexive law in this area can be seen in current
proposals for legislation that focus on the decision process rather than substantive
outcomes.!*> These proposals have been along the lines of creating fiduciary duties to

138. STONE, supra note 3, at 104.

139. /d. at 97-103.

140.  See text accompanying supra note 29 (defining value pluralism in American society).

141, Seeid at97.

142, See supra text accompanying notes 65-71, 135, 137-138.

143, Id. at 101,

144. The mechanisms for guiding corporate social responsibility are often seen as a choice between “law”
and “morality.” See Teubner, supra note 76, at 158. Law refers to “external legal control,” or most closely to
what this article refers to as substantive law. Jd. Morality refers w0 the “internal moral controls” of
management’s actions. /d. The problems of relying on “law"” for corporate social responsibility were discussed
earlier as the problems of substantive law. See supra Part IV. The problems of retying on morality are summed
up by Teubner as “{tjhe impotence of morality as a control mechanism in the face of imperatives of economic
rationality. . . .” Teubner, supra note 76, at 158. The goal of reflexive law, then, is to “utilize the law to compel
firms to behave ‘morally,” i.e. to take account of the social consequences of their actions.” /d. at 159.

145, In the area of corporate social responsibility, the law has generally followed the evolution {rom formal
law to substantive law, and, as this article argues, is now needed to move to reflexive law. For a general history
of corporate social responsibility law, see STAFF REPORT, supra note 28, at 236-50.

The issues of corporate social responsibility first came up in the law in the general context of corporate
philanthropy, and the law followed a very formal approach. Mark Sharfman, Changing Institutional Roles: The
Evolution of Corporate Philanthropy, 1883-1953, 33 BUS. & SOC’Y 236 (1994); Note, supra note 115. For a
discussion of corporate philanthropy and the evolution of its acceptance under the law, see generally Edward S.
Adams & Karl D. Knutsen, 4 Charitable Corporate Giving Justification for the Socially Responsible Invesiment
of Pension Funds: A Populist Argument for the Public Use of Private Wealth, 80 fowa L. REV. 211 (1995). The
traditional rule at the common law was that corporations could not give to charity because they were required to
maximize their profits by undertaking only those activities listed in their charter. As early as 1896, however, in
Steinway v. Steinway & Sons, 40 N.Y.S. 718, 720-21 (N.Y. Sup. Ct. 1896), the courts approved corporate
philanthropic expenditures, but only if those expenditures had some reasonable relation to promoting the
shareholder’s ends. This is one of the earhest applications of the “direct corporate benefit doctrine.” Adams &
Knutsen, supra, at 233.
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stakeholders (or, at a minimum, permitting the consideration of these interests in
corporate decisions via ‘“other-constituency” statutes) or permitting stakeholder
representation in the corporate decision process. The debate over these proposals is
beyond the scope of this Article, but the piece will note the major problems with these
proposals. First, “other constituency” statutes can actually promote unaccountability by
allowing management to hide behind the statutes;!4® by making management accountable
to everyone, they may become accountable to no one. Second, the idea of constituency
directors has been attacked on the grounds of impracticality.!47

Instead, what is needed is legislation that will not just apply to the boardroom, but
will come closer to effectively impacting the way a corporation’s day-to-day decisions
are made.!4® The law must require corporations “to internalize outside conflicts in the

In applying this doctrine, however, the courts would not simply defer to management’s judgement on
what actions were in furtherance of the corporation’s legitimate ends, as shown in the well-known case of
Dodge v. Ford Motor Co., 170 N'W. 459 (Mich. 1919}, where the Court found that Henry Ford's plan to reduce
the price of the company’s cars (which Ford thought would be in the best interest of the community) was not in
the best interests of the sharcholders. /d. at 507. Shortly after Dodge. state legislatures began to adopt legislation
explicitly permitting corporate charitable donations. By 1960, 46 states and territories had adopted legislation
approving corporate charitable giving. Sharfman, supra, at 235, (Today, every state has such legisiation. For a
listing of the statutes, see Adams & Knutsen, supra, at 232 n.115.) The law recognized that corporations may
engage in the socially responsible activity of chantable giving (of a limited amount), but this has generally been
supported on the basic proposition that it is good for business, and therefore the shareholders, to do so. Thus,
corporations were aliowed to benefit non-shareholder interests, but only if the formal law rule that such action
benefits shareholders was met.

A move to substantive law in the area of corporate social responsibility began in the 1930s, but
seemed to increase dramatically in the 1960s and 1970s. See STAFF REPORT, supra note 28, at 244-45
(summarizing the legislation discussed next). This time period brought direct legislation of pollution and
hazardous waste control {i.e., the Federal Water Pollution Control Act, the Clean Air Act Amendments of 1977,
the Noise Control Act of 1977, the Resource Conservation and Recovery Act, the Toxic Substances Control
Act, and the Federal Insecticide, Fungicide, and Rodenticide Act), the workplace (Z.e., the Occupational Safety
and Health Act of 1970, and the Equal Employment Opportunity Act of 1972), and consumers (Le., the
Consumer Product Safety Act, the Federal Hazardous Substances Act, the Poison Prevention Packaging Act of
1970, and the Delany Food Additives Act). Thus, the government, through legislation, directly interfered in the
market to limit the choices of business and to atternpt to obtain the outcomes it desired. The problems of this
reliance on substantive law create the need for the move to reflexive law.

146. Rima Fawal Hartman, Simation-Specific Fiduciary Duties for Corporate Directors: Enforceable
Obligations of Toothless Deals?, 50 WASH. & LEE L. REV. 1761, 1763, 1786-87 (1993); Note, supra note 115,
at 483; ¢f David Millon, Communitarianism in Corporate Law: Foundations and Law Reform Strategies, in
PROGRESSIVE CORPORATE LAW 1, 14-15 (Lawrence E. Mitcheil ed., 1995); Enic Orts, Beyond Shareholders:
Inierpreting Corporate Constituency Statutes, 61 GEO. WASH. L. REV. 16, 123-28, 134 (1992).

147. Irving Shapiro has pejoratively labeled such statutes “Noah’s Ark proposals™ and argues that the board
carnot lock out for the interests of the whole organization if each director is by definition to look out for the
interests of their group. Irving Shapiro, Power and Accountability: The Changing Role of the Corporate Board
of Directors, in ETHICAL ISSUES IN BUSINESS: A PHILOSOPHICAL APPROACH 437, 437-47 (Thomas Donaldson
& Patricia Werhane eds., 3d ed. 1988). For further criticism of such proposals, see David Engel, An Approach
to Corporate Social Responsibility, 32 STAN. L. REV. 1 (1979). In addition, there seems to be little support for
such proposals among managers, directors, and shareholders. See ABASS ALKHAFAH, A STAKEHOLDER
APPROACH TO CORPORATE GOVERNANCE: MANAGING IN A DYNAMIC ENVIRONMENT 115 (1989) {presenting
the results of a survey finding that all levels of management disagreed with the idea that stakeholders should be
represented on the board of directors). Trying to force such proposals on these parties will likely face strong
resistance.

148. Although social reports will impact the daily operations of the corporation, they will also provide the
board of director