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Contracts may contain the evidence of learning. Kyle Mayer and Nicholas
Argyres’ study of interfirm contracts in the personal computer industry provides
evidence that firms use contracts as “repositories of knowledge” about the working
relationship between partnering firms.'®? Past problems experienced in the inter-
firm relationship led to an altering of the contract. Over time the contract becomes
a record of lessons learned and obstacles overcome.'®’

The development of the modern franchise agreement by Ray Kroc and
McDonald’s Corporation is a paradigmatic example of incremental learning
through contractual changes.'® Some features of McDonald’s innovative franchise
structure were forced upon Kroc by the McDonald brothers, Dick and Mac. For
example, when the McDonald brothers insisted that Kroc limit the initial franchise
fee to $950 and the ongoing royalty to 1.9% of franchisee sales, Kroc realized that
he could not make money as other franchises had through the mere sale of
franchise rights. While Kroc initially dreamed of making money through the sale
of shake mixers to his franchisees,'® “the beginning of real income for
McDonald’s” lay in the leasing and subleasing of stores to franchisees.'®® Kroc
eventually introduced many innovations to franchising, including the paradigm-
shifting QSC (Quality, Service, Cleanliness) program; contractual rights of first
refusal instead of exclusive territories;'®’ and prohibitions on transfer of the

level learning, which “leads to the development of some rudimentary associations of
behavior and outcomes,” and higher-level learning, which “aims at adjusting overall rules
and norms rather than specific activities or behaviors”).

162. Mayer & Argyres, supra note 133, at 405.

163. One implication of this analysis is that contracts often deviate from the
results predicted by economic theory. See Oliver E. Williamson, Strategizing, Economizing,
and Economic Organization, 12 STRATEGIC MGMT. J. (SPECIAL ISSUE) 75, 78-79 (1991)
(“[1]f economic organization is formidably complex, which it is, and if economic agents are
subject to very real cognitive limits, which they are, then failures of alignment will occur
routinely.”).

164. For a captivating history of McDonald’s, see JOHN F. LOVE, MCDONALD’s:
BEHIND THE ARCHES (1989). See also William L. Killion, Franchisor Vicarious Liability—
The Proverbial Assault on the Citadel, 24 FRANCHISE L.J. 162, 163 (2005) (“Ray Kroc did
not invent fast food franchising; he revolutionized it.”).

165. Killion, supra note 164, at 164.

166. LOVE, supra note 164, at 88.

167. See Schupack v. McDonald’s Sys., Inc., 264 N.W.2d 827, 830-31 (Neb.
1978):

At first McDonald’s would occasionally grant exclusive territories to a

franchisee, which would give the franchisee an absolute right to any new

stores opened in the territory. This practice, however, proved to be

detrimental to McDonald’s growth because if the holder of the exclusive

territory was satisfied with a certain number of units, McDonald’s

growth in that area would come to standstill. A change was made from

exclusive territories to a Right of First Refusal. The Right was better

suited to McDonald’s desire to expand since they could still build a unit

and offer it to another party, if the holder of the Right refused the new

store.
1d. Azoulay and Shane claim that McDonald’s policy of nonexclusivity was appropriate to
the mature franchise, but not to the young franchise. Azoulay & Shane, supra note 123, at
354.
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franchise without the franchisor’s consent.'® Many of these innovations were

embedded in the McDonald’s franchise agreements or in the operations manual,
which is incorporated by reference into the franchise agreements.'®®

Of course, the fact that organizations learn from their experiences and
incorporate that learning into their contracts hardly seems revolutionary for the
empirical study of contracts.'” For present purposes, the more important lesson
from learning theory is that contracts, through years of experience and adapting,
become routine solutions to common problems faced by organizations. Rather than
pursuing a negotiated settlement to a particular circumstance, contracts often are
formalized routines created without much thought to concerns about advantage
taking.

The routinization of contracts may seem like an effective solution to the
costliness of creating situational contracts. Writing each contract sui generis
expends resources that the firm might better use elsewhere. But routinization also
creates hidden costs that are incurred when actors choose to depart from
established routines. Routines build interdependence with other components of the
organization. "' As an organization creates more and more routines, those routines
become increasingly layered and interconnected, such that a change in one routine
necessitates changes in other routines in the organization. Considering contracts as
a particular type of routine helps us understand why changing contracts or adapting
them to specific circumstances can be a very difficult and costly action.'” If the
contract’s form is intertwined with dozens of other organizational processes, then
it is conceivable that over time a particular contract form will become increasingly
rigid and subject to inertia.'”

These insights may help to explain why some franchisors have difficulty
adapting to changes in their environments. The canonical case here is Chicken
Delight, whose business model called for the sale of paper products and cooking

168. See Schupack, 264 N.W.2d at 831-32 (noting that the first appearance of
restrictions on transfer in McDonald’s franchise agreements appeared in 1962).

169. See Roger D. Blair & Francine Lafontaine, Understanding the Economics of
Franchising and the Laws that Regulate It, 26 FRANCHISE L.J. 55, 60 (2006) (quoting the
McDonald’s Franchise Agreement, as included in the company’s Uniform Franchise
Offering Circular (2003)).

170. Many contracts scholars have argued that contracts are subject to
evolutionary forces. For an example in the franchising context, see Azoulay & Shane, supra
note 123, at 340 (“[T]hose contracts that are more consistent with economic theory will
survive, while those that are less consistent will be selected out.”).

171. See, e.g., JAMES G. MARCH & HERBERT A. SIMON, ORGANIZATIONS (1958);
Herbert A. Simon, The Architecture of Complexity, 106 PROC. AM. PHIL. ASSOC. 467
(1962).

172. Olav Sorenson, Interdependence and Adaptability: Organizational Learning
and the Long-Term Effect of Integration, 49 MGMT. SCI. 446, 447-48 (2003). Sorenson
argues that interdependence prohibits firms from optimizing routines independently of one
another: “[Clhanges in one activity of the organization might require concomitant changes
in other activities. Interdependence, therefore, fosters bureaucratic inertia within the
organization.” Id. at 448,

173. For a more thorough discussion of inertia, see Michael T. Hannan & John
Freeman, Structural Inertia and Organizational Change, 49 AM. SOC. REV. 149 (1984).
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equipment to the franchisees. Shortly after those sales were held to be an illegal tie
for purposes of antitrust law,'”* the Chicken Delight franchise system in the United
States folded. We suspect that Chicken Delight failed to adapt after the court ruling
because its entire system of production was based on interdependent routines tied
in with the specific franchising contract. When that contract was ruled illegal, the
costs of adapting the system to a new franchising arrangement were too high for
the organization, forcing it to close its doors.

Pierre Azoulay and Scott Shane provide a more systematic examination
of this problem in their study of exclusive territory provisions in franchise
agreements:

Despite the benefits of exclusive territories, some
entrepreneurs fail to adopt this policy. The reason is not that they
face higher costs of adoption. Rather, their limited knowledge of
contracting leads them to overlook the importance of the franchisor
encroachment problem when designing their contracts. Because
franchise agreements are sticky, and bounded rationality prevents
these entrepreneurs from identifying the payoffs associated with
adoption, we often observe nonexclusive arrangements persisting
until failure.'”

Firms may also develop specific contractual provisions as an outcome of
collective learning. “Population-level learning” results from the interaction of
organization-level learning, imitation, and selection mechanisms.'” As a certain
routine emerges within an organization, peer organizations may imitate that
routine, especially if it appears to solve a commonly-faced problem, which spreads
the routine throughout the population. If the diffused routine contributes to the
survival and success of adopting organizations, we can say that the population
collectively learned an effective attribute.

Just as routines may ossify within a single organization, “boilerplate”
contract provisions may have an inertial effect on population-level activities.

174. See generally Siegel v. Chicken Delight, Inc., 448 F.2d 43 (9th Cir. 1971).

175. Azoulay & Shane, supra note 123, at 356. Azoulay and Shane attribute the
“stickiness” of franchise agreements to bounded rationality and transaction costs:

Entrepreneurs will often persist with initially selected routines
until they fail. First, entrepreneurs cannot change their routines unless
they first recognize that those routines are flawed. This recognition
requires an understanding of the cause-effect relationship between
organizational design and firm performance, which many entrepreneurs
lack, up to and even after the time of their failure. Second, even if an
entrepreneur recognizes that a routine is flawed, he or she may be unable
to change it. The changing of contract provisions involves incurring
significant transaction costs that make the provisions sticky to
adjustment.

Id. at 340 (citation omitted).

176. Anne S. Miner & Philip Anderson, Industry and Population Level Learning:
Organizational, Interorganizational, and Collective Learning Processes, 16 ADVANCES
STRATEGIC MGMT. 1 (1999); Anne S. Miner & Pamela R. Haunschild, Population Level
Learning, 17 RES. ORG. BEHAVIOR 115 (1995).
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Marcel Kahan and Michael Klausner have described the “network benefits” of
boilerplate.'”” Such network benefits may result in suboptimal “boilerplate”
provisions that are used widely by firms in the same industry.'”®

Thus, another lesson from organizational learning theory is that contracts
are not always optimally designed. In fact, as a contract becomes accepted as
routine, over time it may become less and less optimal. Yet the reason for their
persistence is that contracts, at least originally, help organizations find solutions to
common problems faced by the organization. Organizations fight a continual battle
to find routines that enhance their predictability and reproducibility while not
threatening their long-term adaptability.

B. Organizational Identity

Social identity theory was developed to explore issues of intergroup
discrimination among individuals.'” Organizational theorists have extended social
identity theory to the organizational context,'®® where identity is generally
understood to be the central, enduring, and distinctive character of an
organization.'®! Identity theory frames contracting as an activity that reinforces or
establishes organizational identity, encouraging us to think about how contracts are
used to designate certain identity characteristics of the organization and to
communicate images that the organization wishes to establish among particular
audiences. Thus, contracts are as much symbols as they are instruments to obtain

177. See, e.g., Marcel Kahan & Michael Klausner, Standardization and
Innovation in Corporate Contracting (or “the Economics of Boilerplate”), 83 VA. L. REV.
713, 725-27 (1997); Michael Klausner, Corporations, Corporate Law, and Networks of
Contracts, 81 VA. L. REV. 757, 774-89 (1995).

178. See, e.g., Michelle E. Boardman, Contra Proferentum: The Allure of
Ambiguous Boilerplate, 104 MICH. L. REvV. 1105 (2006); Stephen J. Choi & G. Mitu Gulati,
Innovation in Boilerplate Contracts: An Empirical Examination of Sovereign Bonds, 53
EMORY L.J. 929, 937 (2004) (“Change not only takes time, but also comes in stages—as we
describe it, there is first an interpretive shock, then a lengthy period of adjustment, and only
then a big shift in terms.”); Smith, supra note 114, at 839-40.

179. See Henri Tajfel & John C. Turner, The Social Identity Theory of Inter-group
Behavior, in THE PSYCHOLOGY OF INTERGROUP RELATIONS 7 (Stephen Worchel & William
G. Austin eds., 2d ed. 1986).

180. See, e.g., Blake E. Ashforth & Fred Mael, Social Identity Theory and the
Organization, 14 ACAD. MGMT. REv. 20 (1989). Organizations are social artifacts. See
generally HOWARD E. ALDRICH & MARTIN RUEF, ORGANIZATIONS EVOLVING (2d ed. 2006).
One implication of this insight is that organizations do not possess ‘“assigned
characteristics” of identity, such as race, gender, birth order, etc. See ROY F. BAUMEISTER,
IDENTITY: CULTURAL CHANGE AND THE STRUGGLE FOR SELF 21-23 (1986). Nevertheless,
organizations may become functionally equivalent to individuals through the selection of
organizational forms. See David A. Whetten & Alison Mackey, A Social Actor Conception
of Organizational Identity and Its Implications for the Study of Organizational Reputation,
41 Bus. & Soc. 393, 398 (2002).

181. Stuart Albert & David A. Whetten, Organizational Identity, in 7 RESEARCH
IN ORGANIZATIONAL BEHAVIOR 263, 265 (L. L. Cummings & B. M. Staw eds., 1985). But
see Dennis A. Gioia et al., Organizational Identity, Image and Adaptive Instability, 25
ACAD. MGMT. REV. 63, 63-64 (2000) (arguing that organizational identity is “actually
relatively dynamic and that the apparent durability of identity is somewhat illusory™).
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certain ends. Effective lawyers draft contracts that accurately reflect their clients’
identities, develop and maintain their clients’ brands, and nurture their clients’
reputations.

Organizational identity has profound implications for organizational
behavior, not the least of which is facilitating coordination, communication, and
learning within the organization.'® Formulating a coherent identity is also
essential to any organization’s survival. While individuals may be able to survive
with a confused or mistaken identity, organizations with incoherent identities may
be unrecognizable to consumers and others in the marketplace. Formulating “who
we are” as an organization, then, is a necessity for any successful organization.'®®

The most significant challenge in studying identity, whether individual or
organizational, is that identity is unobservable.'™ As a result, identity scholars
have embraced the assumption that “identity is what identity does.”'®* Evidence of
identity is found in the “categorical self-descriptors used by social actors to satisfy
their identity requirements.”'®® The categorical self-descriptors that organizations
use may be found in their choice of organizational form'®’ or in their preference
for certain organizational practices, including contracting practices.

Contracts offer organizations a unique opportunity to express their
primary identity requirements: continuity and distinctiveness.'® Given the
importance of a clearly-defined identity for survival, organizations may use
contracts to express identity, stating not only what they are but also what they are
not. In other words, contracts afford organizations the opportunity to stake out
their identity and defend their claims to distinctiveness.

Many high-profile mergers, for example, contain apparent identity
provisions. In connection with their merger, Disney and Pixar created a set of

182, Bruce Kogut & Udo Zanger, What Firms Do? Coordination, Identity, and
Learning, 7 ORG. Scl. 502, 507-11 (1996). Kogut and Zander rely on identity as the
centerpiece of their provocative theory of the firm: “What makes a firm’s boundaries
distinctive is that the rules of coordination and the process of learning are situated not only
physically in locality, but also mentally in identity.” /d. at 515.

183. Barbara Czamiawska advances the imperative of identity coherence. She
argues that identity is not just a metaphor; rather, it represents the most essential organizing
feature of the organization. BARBARA CZARNIAWSKA, NARRATING THE ORGANIZATION:
DRAMAS OF INSTITUTIONAL IDENTITY 46 (1997).

184, Id

185. Whetten & Mackey, supra note 180, at 396.

186. Id

187. Id. at 398 (“In identity terms, the selection of organizational forms makes up

a self-categorization process whereby the organization’s memberships in identity categories
or groups are declared.”).

188. Jane E. Dutton et al., Organizational Images and Member Identification, 39
ADMIN. ScI. Q. 239, 244 (1994). According to Whetten and Mackey, identity is best
conceived as “those things that enable social actors to satisfy their inherent needs to be the
same yesterday, today, and tomorrow and to be unique actors or entities.” Whetten &
Mackey, supra note 180, at 396.
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“Policies for Management of the Feature Animation Businesses.”'®® The primary
purpose of the two-page document seems to be the maintenance of Pixar’s identity.
Indeed, one of the provisions establishes a committee whose purpose is “to help
maintain the Pixar ‘culture.””'” In addition, Pixar is to retain its name and
headquarters, and “[t]he Pixar sign at the gate shall not be altered.”"*!

A striking manifestation of identity in contractual form is the modern use
of dairy cooperatives. In the summer of 2006, for example, several dairy families
in Monticello, Wisconsin, purchased the Edelweiss Creamery and, along with two
of the prior owners of the creamery, formed the Edelweiss Graziers Cooperative
(“Edelweiss”).'”> The dairy families produce milk using an innovative grazing
method,'” and the cheesemaker uses that milk to create Emmentaler cheese using
a traditional Swiss copper vat.'®* But what is most intriguing about Edelweiss for
present purposes is that it was the first business organized as an “unincorporated
cooperative association” under a Wisconsin statute adopted in 2006.'*

Following the lead of four other states,'”® Wisconsin created the
unincorporated cooperative association statute to allow outside equity investors in
cooperative enterprises.'”’ This new business form, sometimes referred to as a
“Cooperative LLC,” has attracted the interest of the National Conference of
Commissioners on Uniform State Laws, which has formed a drafting committee
for the purpose of creating a uniform statute.

Why would these dairy farmers organize as an unincorporated
cooperative association rather than a limited liability company or some other
organizational form? The antitrust exemptions normally associated with
cooperatives have no potential utility for a small business like Edelweiss.'”® And

189. See Walt Disney Co., Principles for Management of the Feature Animation
Businesses, (Form 8-K Ex. 99.1) (Jan. 24, 2006), available at
http://www.secinfo.com/d14D5a.vbpt.b.htm.

190. Id.
191. 1d
192. Three Dairy Grazier Families Form Edelweiss Co-op to Manufacture Grass-

Based Cheese, CHEESE REP., July 14, 2006, at 14, available at http://
www.cheesereporter.com/Company%20Profiles/EdelweissCoop.pdf.

193. The method is known as Management-Intensive Grazing. See Edelweiss
Graziers Co-op, http://www.edelweissgraziers.com/aboutus.html (last visited Feb. 20,
2009).

194. See Edelweiss Creamery, http://www.edelweisscreamery.com (last visited
Feb. 20, 2009).

195. WIis. STAT. § 193 (2007).

196. In the order in which the statutes were adopted: Wyoming, WYO. STAT. ANN.
§ 17-10 (2006); Minnesota, MINN, STAT. § 308B (2005); Tennessee, TENN. CODE ANN. § 43-
38 (2006); and Iowa, Iowa CODE § 501A (2005).

197. Traditional cooperatives may issue preferred stock at a rate not to exceed 8%
of par value per year. Wis. STAT. § 185.21(2)(c) (2007).

198. See 7U.S.C. §§ 291-92 (2006) (corresponds to Capper-Volstead Act of 1922,
ch. 57, § 1, 42 Stat. 388); see also, U.S. DEP’'T AGRIC., RURAL Bus. Coop. SERV., COOP.
INFO. REPORT NO. 59 ANTITRUST STATUS OF FARMER COOPERATIVES: THE STORY OF THE
CAPPER-VOLSTEAD ACT 154 (2002), available at http://www.rurdev.usda.gov/rbs/pub/
cir59.pdf.
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any tax advantages available under Subchapter T of the Internal Revenue Code
would be equally available to a limited liability company.'”” Moreover, the
traditional transaction-cost explanations for agricultural cooperatives suggest that
their attractiveness lies in the homogeneity of the owners,?® a feature that is
conspicuously absent in unincorporated cooperative associations. Although the
cooperative form may have some positive branding effects, the broader
development and use of cooperatives in Wisconsin suggests that use of the
cooperative form is, in large part, a statement of identity.?""

This understanding of the formation of Edelweiss was confirmed by Bert
Paris, who serves as the organization’s president. Paris says the cooperative
elected to organize in this way because, “[i]t kind of creates a nice sound with
what you’re doing. Co-ops kind of fit together with artisanal thinking . . . . I like
the idegogf trying to share the wealth. . . . The whole idea of a co-op really appeals
to me.”

Organizations may use contracts to transmit their identity to important
stakeholders. By relaying certain messages about the identity of the firm via

199. Under Subchapter T, a qualifying firm may elect for taxation at either the
entity level or the member level. LR.C. §§ 138188 (West Supp. 2008). Limited liability
companies have a similar election under the “check the box” regulation. Treas. Reg.
§ 301.7701-3(b)(1) (2006).

200. HENRY HANSMANN, THE OWNERSHIP OF ENTERPRISE 136-38 (1996).

201. See Marc Schneiberg, What's on the Path? Path Dependence,
Organizational Diversity and the Problem of Institutional Change in the US Economy,
1900-1950, 5 SoC10-ECON. REV. 47, 70-71 (2007):

We all “know” that populism failed in the US, that agrarian protest was
decisively defeated, and that struggles against “trusts” and corporate
combination only hastened their coming. We all “know” that movements
for alternatives—public ownership, producer- or regional-republicanism,
a cooperative commonwealth—met their demise over a century ago,
falling decisively before the modemizing visions of system building,
corporate liberalism and progressive era regulation. We all “know” that
all of these matters were settled long ago, whether with the collapse of
Populism and the Farmers Alliance in the mid-1890s, the great merger
wave of 1898-1904, or the FTC and Clayton Acts of 1914. But even in
their failures and defeats, these struggles, experiments with other
possibilities and movements for alternatives left elements of those
abandoned orders strewn about that path, here in the form of 3,500
insurance mutuals, there in the form of agricultural cooperatives or
municipal utility companies. And in the end, those elements of
organizational and social life—those cooperatives, networks, cooled-out
holdovers of hotter times, and legacies of previous struggles lost or
partly won—constituted platforms and building blocks for subsequent
struggles against the corporation, for renewed efforts to organize
alternatives, and for the construction of an increasingly well-developed,
cooperative and publicly based pathway within American “liberal
market” capitalism.
1d.

202. Interview with Bert Paris, President, Edelweiss, in Monticello, Wis. (Feb. 20,

2008).
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contract, agents may intend contracts to create loyalty and identification with the
organization. In particular, employment contracts often contain identity messages
that employers hope to inculcate in employees.”® Contracts are an initial stage of
identity-formation for the employee. They not only tell the employee a great deal
about the organization’s identity, but they also indicate what kind of identity the
employee should try to cultivate when working under the auspices of the
organization and generate reciprocal obligations between employer and
employee.”™ Similarly, contracts may be designed to communicate images to a
wider audience. In his case studies of the Google IPO and other deals,”®® for
example, Victor Fleischer describes the “branding effect” of legal infrastructure.”®®

C. Legitimacy and Isomorphism

Institutional theory posits that organizational behavior is often generated
by the need to be seen as legitimate and engaged in socially appropriate
behavior.””” Some of the predictions of institutional theory overlap with those of
identity theory—for example, organizations may symbolically adopt certain
behaviors to appear legitimate to key stakeholders—but institutional theory’s
unique contribution is to specify mechanisms that allow organizations to enhance
their legitimacy. Typically, organizations gain legitimacy by conforming to
accepted standards and norms, which, in turn, leads to increasing similarity or
isomorphism.

Institutional theory suggests that contracts represent attempts by
organizations to achieve legitimacy in a highly rationalized, corporate world. In
seeking legitimacy, organizations adopt certain contractual elements that conform
to developing standards of rational organizational behavior. Thus, contractual
elements tend to change in a fad-like fashion. Lawyers are an important

203. Jeffery A. Thompson & J. Stuart Bunderson, Violations of Principle:
Ideological Currency in the Psychological Contract, 28 ACAD. MGMT. REv. 571, 574-76
(2003). Thompson and Bunderson similarly argue that some organizations may try to
transform the employment relationship by invoking ideological commitments (i.e., identity):
“In an ideology-infused contract, therefore, there is the assumption that the employee is
willing to contribute extrarole behaviors such as voluntary helping or advocacy, perhaps
outside the organization, in order to support the pursuit of the espoused cause.” Id. at 576.
Similarly, we argue that in many instances organizations use contracts to infuse employees
with particular individual identities. See also Denise M. Rousseau & Judi McLean Parks,
The Contracts of Individuals and Organizations, 15 RES. ORG. BEHAV. 1 (1993).

204. Denise M. Rousseau, Psychological and Implied Contracts in Organizations,
2 EMp. REsps. & Rr1s. J. 121, 121 (1989); The “psychological contracts™ literature also
emphasizes the changing nature of these mutual obligations. Importantly, the initial
employment contract defines the baseline on which future perceptions of obligation and
identity build. See Sandra L. Robinson et al., Changing Obligations and the Psychological
Contract: A Longitudinal Study, 37 ACAD. MGMT. REV. 137, 137-39 (1994).

205. See Fleischer, supra note 107. See also Victor Fleischer, The MasterCard
IPO: Protecting the Priceless Brand, 12 HARV. NEGOT. L. REv. 137 (2007).

206. For an evaluation of Fleischer’s idea, see D. Gordon Smith, The “Branding
Effect” of Contracts, 12 HARV. NEGOT. L. REV. 189 (2007).
207. For a broad review of institutional theory, see W. RICHARD SCOTT,

INSTITUTIONS AND ORGANIZATIONS (2d ed. 2001).
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professional audience that establishes the boundaries of appropriateness that
govern organizational contracting. Lawyers are not only helping firms to make
legitimate contracts, they also define appropriate contracts.

Paul DiMaggio and Walter Powell’s classic article on isomorphism
sought to explain “why there is such startling homogeneity of organizational forms
and practices.”®® To explain this tendency, they identified three main types of
institutional isomorphism: coercive, mimetic, and normative isomorphism.’®
Coercive isomorphism involved the adoption of similar practices due to forced
constraint by some external organization upon which other organizations depend
for resources. Mimetic isomorphism occurs when organizations are uncertain
about how to accomplish certain goals, which leads them to look to peer
organizations as models for behavior. Normative isomorphism occurs as
organizations adopt practices defined as appropriate by a governing or norm-
setting body, such as a professional association.

The development of modern venture capital contracts illustrates each of
the three forms of isomorphism. These contracts—typified by the use of
convertible preferred stock—were developed by Silicon Valley lawyers in the late
1970s and early 1980s.2'® The product of much experimentation, venture capital
investments coalesced around convertible preferred stock for a combination of
advantageous governance features (such as staged financing and other control
rights)®'" and regulatory features (such as favorable tax treatment).”'> While this
development has generally been viewed as a form of “competitive
isomorphism,”?"* the effect of the taxation system on these contracts is a form of
coercive isomorphism.

The Silicon Valley lawyers who developed the form of modern venture
capital contracts “acted first to transmit norms and typifications among otherwise
isolated clients, then to formulate and sponsor a variety of competing prescriptions
for practice, and ultimately to export the emerging ‘Silicon Valley model’ beyond

208. Paul J. DiMaggio & Walter W. Powell, The Iron Cage Revisited:
Institutional Isomorphism and Collective Rationality in Organizational Fields, 48 AM. SocC.
REv. 147, 148 (1983).

209. DiMaggio and Powell distinguish ‘“competitive” isomorphism and
“institutional” isomorphism. The former “emphasizes market competition, niche change,
and fitness measures,” while the latter acknowledges that “[o]rganizations compete not just
for resources and customers, but for political power and institutional legitimacy.” Id. at
149-50.

210. Mark C. Suchman, On Advice of Counsel: Law Firms and Venture Capital
Funds as Information Intermediaries in the Structuration of Silicon Valley (1994)
(unpublished Ph.D. dissertation, Stanford University).

211. See generally Smith, supra note 119.

212. See Ronald J. Gilson & David M. Schizer, Understanding Venture Capital
Structure: A Tax Explanation for Convertible Preferred Stock, 116 HARV. L. REV. 874, 877
(2003) (“Venture capital structure thus performs double duty, addressing standard
contracting concerns (which are the grist of the existing academic literature) while also
reducing taxes.”).

213. On competitive isomorphism, see generally Michael T. Hannan & John
Freeman, The Population Ecology of Organizations, 82 AM. J. SOC. 929, 939-46 (1977).
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the community’s borders.”'* The legal profession, therefore, became a de facto
standard-setting body for the venture capital industry. This suggests normative
isomorphism.

The influence of the Silicon Valley model of venture capital contracting
has not been limited to the United States. The fact that convertible preferred stock
is used in many other countries, which do not share important regulatory features
of the U.S. system, may suggest the overriding importance of the governance
features of convertible preferred stock. Or it may suggest the presence of mimetic
isomorphism.

A major contribution of this literature is to point out that organizations
may adapt to their environment not to achieve technical-rational ends, but to be
seen as legitimate. Routines, structures, and other organizational features develop
as formal responses to societal myths about rationality.215 Externally, organizations
adopt these routines to appear legitimate, even though these same routines may be
decoupled from actual practice.”'®

One implication of institutional theory is that contracts may have become
another ritualized aspect of the organization that represents an organization’s need
for legitimacy. While contracts clearly have instrumental purposes, as so neatly
described by neoclassical economics, TCE and RBV, contracts also have a
ceremonial function. When organizations offer contracts to second parties, they
often do so as a symbolic gesture of legitimacy, demonstrating that they play by
the same rules of rationality that the rest of the modern world abides. Thus,
contracts come to represent a symbolic rite of passage into the modem world of
corporate business.

214. Mark C. Suchman & Lauren B. Edelman, Legal Rational Myths: The New
Institutionalism and the Law and Society Tradition, 21 LAw & Soc. INQUIRY 903, 935
(1996). In the hands of East Coast venture capital lawyers, however, the forms changed.
Where the West Coast versions seemed to emphasize the possibility of upside gains, the
East Coast versions were focused on downside protections. See NAT'L VENTURE CAPITAL
ASS’N, MODEL VENTURE CAPITAL FINANCING DOCUMENTS, AMENDED & RESTATED
CERTIFICATE OF INCORPORATION, 31 n.53 (July 2007) http:///www.nvca.org
/model_documents/model_docs.html/Certificate_of Incorporation_V5.doc (observing that
“[rJedemption provisions are more common in East Coast venture transactions than in West
Coast venture transactions”); Anne Marie Borrego, East vs. West: Location, Location,
Location, INC.cOM, Dec. 1999, http://www.inc.com/articles/1999/12/15732.html (last
visited Dec. 29, 2008) (quoting an entrepreneur to the effect that “[t]he questions and the
terms with East Coast VCs were more focused on the downside™).

215. John W. Meyer & Brian Rowan, Institutionalized Organizations: Formal
Structure as Myth and Ceremony, 83 AM. J. Soc. 340, 340 (1977).
216. Adopting particular attributes to achieve legitimacy is not the same thing as

“signaling.” According to Spence’s formulation, the costs of attaining an effective signal
must be negatively correlated with the quality of the adopter. Thus, higher quality
organizations find it less costly to adopt the signal. In contrast, attributes that organizations
adopt to enhance legitimacy are highly imitable, and thus can quickly diffuse to
organizations of various types. If the attribute diffuses widely, adoption of the attribute may
become mandatory to be seen as a recognizable or legitimate organization. For information
on signaling, see generally MICHAEL A. SPENCE, MARKET SIGNALING: INFORMATIONAL
TRANSFER IN HIRING AND RELATED SCREENING PROCESSES (1974).
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Institutional theory also suggests that contracts may evolve over time as
organizational actors collectively seek solutions to common problems. As
organizations face similarly uncertain situations, they may try to find rational
solutions to these problems by looking to those organizations that have the most
prestige.2'” Mimicry of high-status organizations’ contractual elements soon leads
to a diffusion of a new contractual form among organizations in an entire industry
(or field, as institutional theorists describe it). Thus, one implication of institutional
theory is that adaptation of contracts over time may proceed in a fad-like fashion,
with lower-status firms continually conforming to new standards set by higher-
status firms.

CONCLUSION

In his well known article introducing the concept of the business lawyer
as a “transaction cost engineer,”*'® Ron Gilson suggests that “the tie between legal
skills and transaction value is the business lawyer’s ability to create a transactional
structure which reduces transaction costs and therefore results in more accurate
asset pricing.”219 In the foregoing Parts, we have suggested that business lawyers
may be doing much more than transaction cost economization.

The organizational theories discussed above reveal the diverse purposes
of contracts and the various roles that lawyers play when drafting contracts.
Lawyers are more than “transaction cost engineers.” RBV suggests that lawyers
serve as strategic advisors, helping organizations to explore and acquire resources
that (potentially) create value. Learning theory emphasizes the role of lawyers as
participants in a long-term learning process, assisting firms to routinize certain
transactions and design repositories of organizational knowledge. In this role,
lawyers are an important conduit of experience and knowledge. Identity theory
frames contracting as an activity that reinforces or establishes organizational
identity. Effective lawyers draft contracts that accurately reflect their clients’
identities, develop and maintain their clients’ brands, and nurture their clients’
reputations. Finally, institutional theory highlights the extent to which contracts
communicate legitimacy to a broader set of stakeholders. Lawyers are an important
professional audience that establishes the boundaries of appropriateness that
govern organizational contracting. Lawyers are not only helping firms to make
legitimate contracts, they also normatively define appropriate contracts.

217. An important strand of institutional theory examines diffusion processes of
change. See David Strang & Sarah A. Soule, Diffusion in Organizations and Social
Movements: From Hybrid Corn to Poison Pills, 24 ANN. REV. SocC. 265 (1998). Some
scholars have argued that diffusion is often initiated as low status actors mimic the actions
of high status actors. See, e.g., David Strang & Michael W. Macy, In Search of Excellence:
Fads, Success Stories, and Adaptive Emulation, 107 AM. J. Soc. 147, 148 (2001).

218. Ronald J. Gilson, Value Creation by Business Lawyers: Legal Skills and
Asset Pricing, 94 YALE L.J. 239, 243 (1984).

219. Id at 255. For an interesting test of the value added by lawyers, see C.N.V.
Krishnan & Paul A. Laux, Legal Advisors: Popularity Versus Economic Performance in
Acquisitions 29 (Weatherhead Sch. of Mgmt. Research Papers, 2007), available at
http://www.som.cwru.edw/academics/departments/banking-and-finance/Documents/Legal _
advisorsandMA .pdf (“The market for M&A advisory services does not exhibit evidence of
Gilson’s conjecture, at least as reflected in stock returns.”).



2009} CONTRACTS AS ORGANIZATIONS 41

APPENDIX I: JOURNALS REVIEWED??

Economics

American Economic Review, vols. 80-96 (1990-2006)
Econometrica, vols. 58-74 (1990-2006)

Journal of Political Economy, vols. 98—114 (1990-2006)
Quarterly Journal of Economics, vols. 105-21 (1990-2006)
Review of Economic Studies, vols. 57-73 (1990-2006)
Review of Economics & Statistics, vols. 72—-88 (1990-2006)

Financial Economics

Journal of Finance, vols. 45-60 (1990-2006)
Journal of Financial Economics, vols. 26-81 (1990-2006)
Review of Financial Studies, vols. 3—19 (1990-2006)

Law

California Law Review, vols. 78-94 (1990--2006) (Mar. 2006)

Columbia Law Review, vols. 90-106 (1990-2006) (June 2006)

Cornell Law Review, vols. 75-91 (1990-2006) (May 2006)

Duke Law Journal, vols. 39-55 (1990-2005) (Dec. 2005)

Georgetown Law Journal, vols. 78-94 (1990-2006) (Mar. 2006)

Harvard Law Review, vols. 103-19 (1990-2006) (June 2006)

Michigan Law Review, vols. 88—104 (1990-2006) (May 2006)
Minnesota Law Review, vols. 75-90 (1990/1991-2006) (May 2006)
New York University Law Review, vols. 65-81 (1990-2006) (Apr. 2006)

Northwestern University Law Review, vols. 84-100 (1990-2006) (vol. 100
#1)

Southern California Law Review, vols. 63—79 (1990-2006) (Mar. 2006)
Stanford Law Review, vols. 42—-58 (1990-2006) (Feb. 2006)

Texas Law Review, vols. 68—-84 (1990-2006) (May 2006)

UCLA Law Review, vols. 37-53 (1990-2006) (Apr. 2006)

University of Chicago Law Review, vols. 57-73 (1990-2006) (Spring 2006)

220. These twenty law reviews are taken from a recent ranking by Ronen Perry.
Ronen Perry, The Relative Value of American Law Reviews: Refinement and
Implementation, 39 CONN. L. REV. 1 (2006).



42 ARIZONA LAW REVIEW [VOL. 51:1

University of Pennsylvania Law Review, vols. 138-154 (1990-2006) (May
2006)

Vanderbilt Law Review, vols. 43-59 (1990-2006) (Jan. 2006)
Virginia Law Review, vols.76-92 (1990-2006) (May 2006)

William and Mary Law Review, vols. 3147 (1990-2006) (Apr. 2006)
Yale Law Journal, vols. 99-115 (1990-2006) (May 2006)

Law & Economics

The Journal of Law & Economics, vols. 33—47 (1990-2004)
The Journal of Law, Economics & Organizations, vols. 6-20 (1990-2004)
Rand Journal of Economics, vols. 21-37 (1990-2006)

Sociology

American Journal of Sociology, vols. 95-111 (1995—2004)
American Sociological Review, vols. 55-71 (1995-2004)
Journal of Law and Society, vols. 22-31 (1995-2004)

Strategy & Management

Academy of Management Journal, vols. 33—49 issue 5 (1990-2006)
Administrative Sciences Quarterly, vols. 35-51 (1990-2006)
Management Science, vols. 36-52 (1990-2006)

Organization Science, vols. 1-17 (1990-2006)

Strategic Management Journal, vols. 11-27 (1990-2006)

APPENDIX II: EMPIRICAL STUDIES OF CONTRACTS IN TOP
JOURNALS: 1990-2006

Daniel A. Ackerberg & Maristella Botticini, Endogenous Matching and the
Empirical Determinants of Contract Form, 110 J. POL. ECON. 564 (2002).

Douglas W. Allen & Dean Lueck, The “Back Forty” on a Handshake: Specific
Assets, Reputation, and the Structure of Farmland Contracts, 8 J.L.
ECON. & ORG. 366 (1992).

Douglas W. Allen & Dean Lueck, The Role of Risk in Contract Choice, 15 J.L.
ECON. & ORG. 704 (1999).

Benito Arrufiada et al., Contractual Allocation of Decision Rights and Incentives:
The Case of Automobile Distribution, 17 J.L. ECON. & ORG. 257 (2001).

Pierre Azoulay & Scott Shane, Entrepreneurs, Contracts, and the Failure of Young
Firms, 47 MGMT. Scl. 337 (2001).



2009] CONTRACTS AS ORGANIZATIONS 43

Chong-En Bai et al., Revenue Sharing and Control Rights in Team Production:
Theories and Evidence from Joint Ventures, 35 RaND J. ECON. 277
(2004).

Lucian Arye Bebchuk et al., The Powerful Antitakeover Force of Staggered
Boards: Theory, Evidence and Policy, 54 STAN. L. REV. 887 (2002).

James A. Brickley, Incentive Conflicts and Contractual Restraints: Evidence From
Franchising, 42 J.L. & ECON. 745 (1999).

Stephen J. Carson et al., Uncertainty, Opportunism, and Governance: The Effects
of Volatility and Ambiguity on Formal and Relational Contracting, 49
ACAD. MGMT. J. 1058 (2006).

Ramon Casadesus-Masanell & Daniel F. Spulber, The Fable of Fisher Body, 43
J.L. & ECON. 67 (2000).

Darlene C. Chisholm, Profit-Sharing Versus Fixed-Payment Contracts: Evidence
Jrom the Motion Pictures Industry, 13 J.L. ECON. & ORG. 169 (1997).

Conrad S. Ciccotello et al., Research and Development Alliances: Evidence from a
Federal Contracts Repository, 47 J.L. & ECON. 123 (2004).

Ronald H. Coase, The Acquisition of Fisher Body by General Motors, 43 J.L. &
Econ. 15 (2000).

Kenneth S. Corts & Jasjit Singh, The Effect of Repeated Interaction on Contract
Choice: Evidence from Offshore Drilling, 20 J.L. ECON. & ORG. 230
(2004).

Keith J. Crocker & Kenneth J. Reynolds, The Efficiency of Incomplete Contracts:
An Empirical Analysis of Air Force Engine Procurement, 24 RAND J.
ECON. 126 (1993).

Keith J. Crocker & Thomas P. Lyon, What Do “Facilitating Practices” Facilitate?
An Empirical Investigation of Most-Favored-Nation Clauses in Natural
Gas Contracts, 37 J.L. & ECON. 297 (1994).

Robert Daines & Michael Klausner, Do IPQO Charters Maximize Firm Value?
Antitakeover Protection in IPOs, 17 J.L.. ECON. & ORG. 83 (2001).

Srikant Datar et al., Earnouts: The Effects of Adverse Selection and Agency Costs
on Acquisition Techniques, 17 J.L. ECON. & ORG. 201 (2001).

Daniel W. Elfenbein & Josh Lerner, Ownership and Control Rights in Internet
Portal Alliances, 19951999, 34 RAND J. ECON. 356 (2003).

Victor Fleischer, Brand New Deal: The Branding Effect of Corporate Deal
Structures, 104 MICH. L. REv. 1581 (2006).

Robert F. Freeland, Creating Holdup Through Vertical Integration: Fisher Body
Revisited, 43 J.L. & ECON. 33 (2000).

Paul Gompers & Josh Lemer, The Use of Covenants: An Empirical Analysis of
Venture Partnership Agreements, 39 J.L.. & ECON. 463 (1996).

Anandasivam Gopal et al.,, Contracts in Offshore Software Development: An
Empirical Analysis, 49 MGMT. ScI. 1671 (2003).



44 ARIZONA LAW REVIEW [VOL. 51:1

Gillian K. Hadfield, Problematic Relations: Franchising and the Law of
Incomplete Contracts, 42 STAN. L. REV. 927 (1990).

F. Andrew Hanssen, The Block Booking of Films Reexamined, 43 J.L. & ECON.
395 (2000).

R. Glenn Hubbard & Robert Weiner, Efficient Contracting and Market Power:
Evidence from the U.S. Natural Gas Industry, 34 J.L. & ECON. 25 (1991).

Paul L. Joskow, The Performance of Long-Term Contracts: Further Evidence from
Coal Markets, 21 RAND J. ECON. 251 (1990).

Marcel Kahan & David Yermack, Investment Opportunities and the Design of
Debt Securities, 14 J.L. ECON. & ORG. 136 (1998).

Arturs Kalnins & Kyle J. Mayer, Relationships and Hybrid Contracts: An Analysis
of Contract Choice in Information Technology, 20 J.L. ECON. & ORG. 207
(2004).

Roy W. Kenney & Benjamin Klein, How Block Booking Facilitated Self-Enforcing
Film Contracts, 43 J.L. & ECON. 427 (2000).

Benjamin Klein, Fisher-General Motors and the Nature of the Firm, 43 JL. &
EcoN. 105 (2000).

Patricia Koss, Self-Enforcing Transactions: Reciprocal Exposure in Fisheries, 15
J. L. ECON. & ORG. 737 (1999).

Keith B. Leffler & Randal R. Rucker, Transaction Costs and the Efficient
Organization of Production: A Study of Timber-Harvesiing Contracts, 99
J. POL. ECON. 1060 (1991).

Kenneth Lehn & Annette Poulsen, Contractual Resolution of Bondholder-
Stockholder Conflicts in Leveraged Buyouts, 34 J.L. & ECON. 645 (1991).

Michael L. Lemmon et al., Do Incentives Matter? Managerial Contracts for Dual-
Purpose Funds, 108 J. POL. ECON. 273 (2000).

Gary D. Libecap & James L. Smith, The Self-Enforcing Provisions of Oil and Gas
Unit Operating Agreements: Theory and Evidence, 15 J.L. ECON. & ORG.
526 (1999).

Thomas P. Lyon & Steven C. Hackett, Bottlenecks and Governance Structures:
Open Access and Long-Term Contracts in Natural Gas, 9 J.L. ECON. &
ORG. 380 (1993).

Kyle J. Mayer et al., Are Supply and Plant Inspections Complements or
Substitutes? A Strategic and Operational Assessment of Inspection
Practices in Biotechnology, 50 MGMT. SCI. 1064 (2004).

Kyle J. Mayer & Robert M. Salomon, Capabilities, Contractual Hazards, and
Governance: Integrating Resource-Based and Transaction Cost
Perspectives, 49 ACAD. MGMT. J. 942 (2006).

Kyle J. Mayer & Nicholas S Argyres, Learning to Contract: Evidence from the
Personal Computer Industry, 15 ORG. SCI. 394 (2004).



2009] CONTRACTS AS ORGANIZATIONS 45

J. Harold Mulherin et al., Prices are Property: The Organization of Financial
Exchanges from a Transaction Cost Perspective, 34 J.L. & ECON. 591
(1991).

Joseph C. Mullin & Wallace P. Mullin, Unifted States Steel’s Acquisition of the
Great Northern Ore Properties: Vertical Foreclosure or Efficient
Contractual Governance?, 13 J.L. ECON. & ORG. 74 (1997).

Joanne E. Oxley, Appropriability Hazards and Governance in Strategic Alliances:
A Transaction Cost Approach, 13 J.L. ECON. & ORG. 387 (1997).

John F. Padgett & Paul D. McLlean. Organizational Invention and Elite
Transformation: The Birth of Partnership Systems in Renaissance
Florence, 111 AM. J. SocC. 1463 (2006).

Stephen Craig Pirrong, Contracting Practices in Bulk Shipping Markets: A
Transaction Cost Explanation, 36 J.L.. & ECON. 937 (1993).

Russell Pittman, Specific Investments, Contracts, and Opportunism: The Evolution
of Railroad Sidetrack Agreements, 34 J.L. & ECON. 565 (1991).

Rachelle C. Sampson, The Cost of Misaligned Governance in R&D Alliances, 20
J.L. ECON. & ORG. 484 (2004).

Hugh T. Scogin, Jr., Between Heaven and Man: Contract and the State in Han
Dynasty China, 63 S. CAL. L. REV. 1325 (1990).

Andrea Shepard, Contractual Form, Retail Price, and Asset Characteristics in
Gasoline Retailing, 24 RAND J. ECON. 58 (1993).

Mary M. Shirley & Lixin Colin Xu, Information, Incentives, and Commitment: An
Empirical Analysis of Contracts Between Government and State
Enterprises, 14 J.L. ECON. & ORG. 358 (1998).

D. Gordon Smith, The Exit Structure of Venture Capital, 53 UCLA L. REV. 315
(2005).

Raji Srinivasan & Thomas H. Brush, Supplier Performance in Vertical Alliances:
The Effects of Self-Enforcing Agreements and Enforceable Contracts, 17
ORG. ScCI. 436 (2006).



Hgek



