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PREFACE

The ILO Social Policy Lectures are endowed with the ILO’s
Nobel Peace Prize and dedicated to the memory of David A.

Morse, the first post-war Director-General of the Organization. Held
every second year in a major university of the world, the lectures aim at
stimulating students of social policy to pursue academic work in areas of
concern to the ILO and to encourage greater dialogue between the aca-
demic community and policy makers.

The Fifth ILO Social Policy Lectures were held at the Central
European University (CEU) in Budapest, Hungary, from 27 to 30
November 2001. Professor Simon Deakin of Cambridge University
delivered these lectures, whose central theme was “Renewing Labour Mar-

ket Institutions”. In all there were five lectures, addressing the following
topics: (i) The future of the contract of employment; (ii) The reorganiza-
tion of work: Regulatory responses; (iii) Corporate governance: A
post-stakeholder world? (iv) The work-life balance: Reconceptualizing
career pathways and capabilities; and (v) Globalization and regulatory
competition: Re-inventing the rules of the game.

These topics were close to the concerns of the ILO in Central and
Eastern Europe, where labour market institutions are being re-moulded
in response to the challenge of economic integration and global competi-
tion. In this setting, Professor Deakin highlighted the change undergone
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by traditional institutions such as the employment contract, the inte-
grated enterprise, industrial unions, the male-breadwinner model, and
the State as a major employer and provider of services. The transforma-
tion will probably lay a new foundation for reconciling the seemingly
divergent goals of the society and the economy. It might also set the stage
for creating durable institutions that can guarantee legal safeguards,
democracy, social inclusion and sustainable growth.

Professor Deakin captured the major trends in the evolution of
labour markets and their institutions, and described the institutional and
legal innovations that are surfacing contemporary labour law, corporate
governance and employment policy. Together they constitute micro- and
macro-level responses to the challenge of rapid changes in the organiza-
tion of work, family, the economy and politics.

The lectures reviewed the historical socio-economic conditions
that gave birth to labour institutions and the pioneering efforts which
have been made to reshape them from time to time. He mentioned a
number of key elements which have to be analysed in order to gain an
understanding of the direction of change; such an understanding is also
essential to formulating appropriate policy responses. One message that
came through the lectures was that changes in the regulatory structure of
national economies do not have to comply with a one-size-fit-all model.

Arguably, the employment model is the first to be tested by the
spread of flexible labour relations. Subcontracting and outsourcing prac-
tices are visible manifestations of increasing flexibility in labour markets.
The casualization of employment and the growing imbalance between
the power of employers and that of workers have made the industrial
relations system less effective as a means of managing the economic risks
of individuals. Nonetheless, the notion of social citizenship, on which
several labour institutions have been built in the past, remains as valid
today as ever. What is important at this stage is a renewed conception of
social rights that can provide a solid foundation for the evolution of new
labour market institutions. Professor Deakin drew attention to the
increasing importance of corporate governance, which is gaining ground
worldwide. In all industrialized economies, the maximization of profits
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and dividends appeals to shareholders and influences their behaviour.
On the other hand, there are some interesting attempts to reconcile the
divergent interests of stakeholders and to encourage investment
strategies which are socially responsible in the longer term.

The lecturer also examined the scope for adjusting national social
laws and practices with a view to mutual recognition and harmoniza-
tion. In principle national laws can result in regulatory competition at
world level, akin to the non-tariff barriers in international trade liberal-
ization. Recent experience shows that there are ways to pursue more
legitimate forms of regulatory competition despite globalization, as
exemplified by the European Union’s “open method of coordination”
and its related idea of “reflexive harmonization”. It also appears that
social rights are gaining ground as full-fledged instruments for the
smooth functioning of markets and that they are being progressively
reconciled with political and civil rights.

The Budapest Lectures were structured as part of a credited
course under the International Business Law module offered by the
Central European University. In addition, the University organized a
Round Table entitled “The regional perspective: Labour market institu-
tions and policies for Central and Eastern Europe”, involving academics
and the ILO’s tripartite constituents from Hungary. On the final day,
the lectures concluded with a panel discussion on the theme: “Reconcil-
ing social rights and economic efficiency” in which experts from
Cambridge University and the Central European University took part.
More than 100 participants including members of the public, students
and the faculty of CEU attended the lectures, the round table and the
panel discussions.

On behalf of the International Institute for Labour Studies, I
would like to thank a number of people who made it possible for us
organize the lectures and to bring them out as a publication. First and
foremost, thanks are due to Professor Simon Deakin for having pre-
pared and delivered a most elegant set of lectures. We also acknowledge
with thanks the contribution made by leading academics, notably Pro-
fessor Bob Hepple of Cambridge University, who led the panel
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discussions. The Institute would like to place on record its appreciation
of the valuable support and cooperation given by Professor Csilla
Kollonay Lehoczky, Legal Studies Department, Central European Uni-
versity, Budapest and her associates. We would also like to thank Mr.
Friedrich Buttler, ILO Regional Director for Europe and Central Asia
for presiding over the opening session and the round table discussions.
Finally, the ILO Subregional Office for Central and Eastern Europe in
Budapest provided invaluable logistic support, which is gratefully
acknowledged here.

Jean-Pierre Laviec
International Institute for Labour Studies
March 2004
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Chapter One
The Evolution of the
Employment Relationship

Introduction

We are currently witnessing signs of renewal in those labour
market institutions through which the aims of the Interna-

tional Labour Organization – democracy, inclusion, and sustainable
development – have been met. The political debate over the future of
collective bargaining and the welfare state is intense. There is concern
over the possibly negative effects of market ‘rigidities’ on the capacity of
economic systems to deliver social protection to citizens, and worry
about the declining capacity of nation states to govern the labour market
at a time of globalization. But beneath this debate, and often ignored by
it, institutional changes are occurring which constitute micro-level
responses to many of the problems faced by contemporary labour law.
The aim of these lectures is to chart and analyse some of these develop-
ments, in order better to understand where labour markets and social and
economic policy are heading at the turn of the twenty-first century.

To understand the present trajectory of labour market institutions,
it is necessary to understand the forces which led to their emergence.
Certain institutional forms – the employment relationship, the vertically
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integrated enterprise, the industrial labour union, the male breadwinner
family, and the state as employer and provider of services – provided the
basis on which social policy and economic policy were reconciled, in a
historic compromise, by the mid point of the twentieth century. Since
the early 1980s these institutions have been called into question by
changes in the organization of work and in the structure of the family, the
growing importance of finance in restructuring economic relations, and
the globalization of the economy and of politics. These changes have
placed labour law and the social state on the defensive. It is against this
background that we now see signs that labour market institutions are in
the process of transforming themselves in such a way as to provide new
means for fulfilling the original goals of the ILO and of national-level
labour law regimes, and ensuring a new basis for the reconciliation of
economic and social policies. We are currently living through a period of
rapid evolution and reconstruction, in which the final form which institu-
tions will take is not yet clear. However, some informed guesses can be
made about the direction of change.

The present work examines specific instances of this process of
institutional transformation. The first chapter analyses the rise of the
employment model, the historically specific conditions which led to its
emergence, its subsequent ‘crisis’, and current reconstruction. The sec-
ond examines the rise of corporate governance as an issue with
far-reaching implications for employment relations and economic policy,
and charts the shifts which are occurring in this area as different systems
experiment in striking a balance between the interests of stakeholder
groups. The third focuses on the rise of a new language of social rights
and charts its complex relationship to the market, with the focus on gen-
der equality and anti-discrimination legislation. The final lecture looks at
the transnational regulatory structures which are shaping these processes
of change, and considers the impact of alternative forms of regulatory
competition.

2
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The social and economic functions
of employment

The evolution of the legal notion of employment – the contract of
employment or employment relationship – is centrepiece of the analysis
presented in this first chapter. Changes in the legal notion of employ-
ment capture, in micro form, the wider process of institutional change
which is currently occurring in labour markets.

It is easy to forget that the contract of employment has been ‘a
remarkable social and economic institution, as important as the inven-
tion of limited liability for companies’ (Marsden, 1999a: 20). The
flexibility inherent in the idea of a ‘managerial prerogative’ or ‘authority
relation’ was an important source of savings on transaction costs in large,
vertically integrated organizations (Coase, 1937). Equally important was
the implicit promise of economic security which the employee received
in return for becoming subject to the bureaucratic power of the
enterprise (Simon, 1951).

In most systems, the state became the implicit third party to the
contract, channelling the risks of insecurity throughout the workforce as
a whole through the social insurance system, and using social security
contributions and income taxation to support the public provision of
welfare services. The complex interaction of these different governance
mechanisms was reflected in the juridical form of the contract of employ-
ment. Given the multiple tasks of classification, regulation and
redistribution which it was called on to perform, it is perhaps the durabil-
ity of the contract of employment, rather than its supposed
ineffectiveness, which requires explanation.

Part of the explanation lies in the evolutionary character of the con-
tract of employment, that is to say, its capacity for adaptation in the face
of changes in economic relations and political imperatives. The contract
of employment, as know it today, is a very recent innovation (Deakin,
1998, 2000). The concepts used by nineteenth century judges and legisla-
tors to describe employment relationships in the common law world –
independent contractor, casual worker, servant, labourer, workman – do
not map neatly on to ‘binary divide’ (an expression developed by
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Freedland, 1995) between employees and the self-employed which we
are familiar with today. A similar process can be observed in the civil law.
The distinction between employment and self-employment took the
whole of the first half of the twentieth century to emerge and stabilize.

Understanding the evolutionary processes at work in forming the
modern-day contract of employment helps us to see precisely why it is
that the unravelling of the post-war consensus, in politics as in the work-
place, has placed the standard model under strain.

The re-appearance of subcontracting and outsourcing, now
strongly encouraged by the state through measures aimed at extending
‘market testing’ to previously integrated organizations, is one of the fac-
tors which removes the ability of employers to make credible promises of
long-term employment. To the extent that short-term and part-time
employment become more widespread, the employment relationship
becomes less suitable as a vehicle for sharing and redistributing risks
among the working population. The idea of a ‘breadwinner’ wage
becomes inappropriate when traditional relations of inter-dependence
and division of labour within the family are breaking down. Finally, with
globalization occurring on terms which favour the mobility of capital
over that of labour, the state appears to be confined to offering its citi-
zens ‘competitiveness’ as a proxy for the ‘security’ which they previously
enjoyed, in the hope that footloose capital can thereby be persuaded to
stay put.

The origins of the employment model

How did this occur? Alain Supiot has described the nature of the
employment relationship which emerged out of the growth of the wel-
fare state in the following terms:

‘Under the model of the welfare state, the work relationship
became the site on which a fundamental trade-off between eco-
nomic dependence and social protection took place. While it was
of course the case that the employee was subjected to the power
of another, it was understood that, in return, there was a guarantee

4
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of the basic conditions for participation in society. It is the very
foundations of this compact which are now being called into
question: economic pressures are stronger than ever (both for
those who are in work and for those who are not), but they are no
longer compensated for by security of existence’ (Supiot, 1999: 8).

Supiot describes here a societal ‘contract of employment’ whose
effects were felt far beyond the immediate parties to the individual
employment relationship. The ‘trade-offs’ involved were extensive and
complex. On the one hand, there was the norm of ‘subordination’,
which reserved for the employer a space for discretion in decision-mak-
ing, beyond any express agreement for the performance of the contract.
In common law systems the juridical form of this idea can be found in the
‘master-servant’ model which reached its height in the mid-nineteenth
century while in civilian systems, during the same period, the employer’s
unilateral powers were grafted on to the traditional concept of the
contract of hire (Veneziani, 1986).

In time, the employer’s right to give orders became rationalized, in
the English common law and in systems closely influenced by it, as an
implied contract term, so cloaking managerial prerogative in contractual
form. However, this was a twentieth century development which
occurred only some time after the point (in the 1870s) at which criminal
sanctions for breach of the contract of service were repealed. It is highly
doubtful that nineteenth-century judges regarded the source of the
employer’s unilateral power as contractual, at least in the sense that it is
now understood (for a more articulated defence of this position, see
Deakin, 2000).

The ‘contractualisation’ of the employment relationship was asso-
ciated with the gradual spread of social legislation in the fields of
workmen’s compensation, social insurance and employment protection.
The terms ‘contract of employment’ and ‘employee’ came into general
use as a description of wage-dependent labour only as a result of this pro-
cess. Contractualisation had two central aspects: the placing of limits on
the employer’s legal powers of command, limits which were given a con-
tractual form as either express or implied terms; and the use of the
employment relationship as a vehicle for channelling and redistributing
social and economic risks, through the imposition on employers of
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obligations of revenue collection, and compensation for interruptions to
earnings. Similar debates about the role of ‘contract’ in the modern
employment relationship took place in civilian systems at about this time
(in particular France and Germany, where contractualisation was seen as
a necessary response to ‘unitary’ models of the enterprise of the fascist
period).

Economists explain the employment model in a way which com-
plements the legal account. R.H. Coase argued that where long-term,
repeated exchange was conducted under the ‘authority relation’ of the
firm, it was possible to save on the search and information costs which
would arise under conditions of decentralized market trading, although
he also acknowledged that there was also an important role for contract
in setting the limits of managerial power. Herbert Simon suggested, con-
versely, that certain features of the employment relationship in large
organizations, such as regular, salaried income and career progression,
could be seen as the employee’s quid pro quo for agreeing to be subject
to the employer’s instructions. In bringing these ideas together, Oliver
Williamson and his co-authors (see Williamson, Wachter and Harris,
1975; Williamson, 1985: ch. 9) were able to offer an explanation both for
the pattern of vertical integration and for the spread of institutions of
collective employee representation, which were seen as serving to mini-
mize the danger, from the employee’s point of view, of employer
‘opportunism’ during the performance stage of the contract.

The approach of new institutional economics is explicitly func-
tionalist in the sense that it involves an attempt to explain the emergence
and persistence of institutions in terms of their adaptiveness to particular
environmental conditions. On this basis, the contract of employment
may be said to be an ‘efficient’ response to the particular conditions of
contracting in the modern, vertically integrated enterprise. An evolution-
ary process is at work, under which institutions and forms are selected
through mechanisms which are the outcome of the sum total of deci-
sions of individual actors, but which are not directly susceptible to
manipulation by any one actor or group of actors.

David Marsden (1999a, 1999b) has suggested that as vertical inte-
gration replaced sub-contracting as the predominant form of economic
organization, a process which began in the final quarter of the nineteenth

6
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century and was still going on at the mid point of the twentieth century,
workplace rules emerged to deal with the problem of how to specify the
limits to managerial prerogative within the context of the open-ended
employment relationship. These rules can be seen as a response to the
dangers of employer opportunism which arose with the end of the sub-
contracting system, and the removal of many traditional forms of
workers’ control over the pace and organization of work. Under these
circumstances, ‘for workers who distrusted the intentions of particular
employers, an open-ended contract would have seemed a recipe for
exploitation: and so it only became acceptable as various protections
were incorporated into it’ (Marsden, 1999a: 21; see also Saglio, 2000).
The solutions found – such as the categorization of grades according to
work tasks, craft skills, professional qualifications and, more recently, to
flexible job functions – were context-specific in the sense that they dif-
fered according to the degree to which work in different countries and
industries was organized along the lines of ‘occupational’ or craft labour
markets or according to bureaucratic or enterprise-based systems of con-
trol. The process was also both contingent and cumulative, in the sense
that existing rules and practices were put to new purposes. Hence, in the
cumulative manner of ‘path-dependent’ evolution, rules which had ini-
tially been deployed for the purposes of management, such as job
classification rules, were then used by unions to defend established work-
ing patterns, since ‘defining people’s jobs also makes clear the limits on
their obligations’ (Marsden, 1999a: 22). Later, job evaluation systems,
another invention designed to help management, were adapted in a
similar fashion to provide the basis for claims to equal pay between male
and female workers.

Labour law supported many of the norms arrived at by labour and
management by codifying them in the form of terms incorporated from
collective agreements, common law implied terms and statutory employ-
ment protection rights. Perhaps the most significant form of legislative
intervention in the labour market was in the area of social security law.
The growth of large-scale enterprise provided both the opportunity for
redistributive policies which operated through the taxation and social
security system, and also the need for such interventions, as individuals
and households became increasingly dependent on continuous, waged
employment for access to income, and vulnerable to the effects of any
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prolonged interruptions to earnings. State intervention, by imposing
responsibility for these wider social risks on employers, provided further
strong incentives for the growth of the vertically integrated firm, which
was best placed to deal with the costs of regulatory compliance.

The early solutions provided by the state took the form of statu-
tory schemes for workmen’s compensation and social insurance. These
forms of intervention attached mandatory obligations to the employ-
ment relationship: employers were required to make compensation
payments to injured workers, the risks of which they could then spread
through employers’ liability insurance, and to pay contributions on
behalf of themselves and of their workers into national insurance funds,
from which state pensions and unemployment compensation were then
paid out. The combination of regulation with both private and social
insurance meant that the enterprise became the main conduit for the
wider process of risk-sharing which the laws were aiming at.

Social insurance contained the potential for extensive pooling and
redistribution of risks within the working population. At the turn of the
twentieth century, private insurance schemes for sickness and injury, and
occupational arrangements relating to retirement pensions, completely
excluded a significant segment of the working population from coverage.
The proponents of social insurance aimed to bridge the gap by bringing
certain of the excluded groups into state-run systems for unemployment,
retirement and illness, while at the same time broadening the contribu-
tion base to include groups already in higher-income and more stable
employment. In Britain, this process was completed very late – it was
only with the National Insurance Act of 1946 that the single status of the
‘employee’ subsumed the older categories of wage-dependent workers
(labourer, servant and workman), and that, as a result, the modern con-
tract of employment was born (Deakin, 1998). Prior to that point, the
models of employment used by the courts were based, in part, on con-
ceptions of the business enterprise, but also on conventional
understandings of social status. The term ‘employee’ signified profes-
sional or managerial status, in contrast to the term ‘workman’ which was
used for manual workers and others employed under a ‘contract of
service’.

8
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The unravelling of the employment model

Viewed in this way, it is possible to see why it is that the contract of
employment could be, at one and the same time, the ‘cornerstone’
(Kahn-Freund, 1951) of the modern labour law system, joining the enter-
prise to the welfare state just as it connected the common law of contract
and property to social legislation, and the source of anachronisms, confu-
sions and dysfunction in the application of the law. On the one hand, it
spoke to the inclusive agenda of the welfare state, aiming for an ideal of
social citizenship which could mirror the notion of political and civil
rights, completing the democratic project by extending the conditions of
social existence in the same way that the conditions of civil and political
participation were extended through the franchise. On the other, it was
constructed on a set of contingent social and economic circumstances
which soon began to unravel, thereby endangering the very project of
democratic emancipation which it embodied.

This was because, in the first place, the contract of employment
looked back to the model of economic subordination which was con-
tained in the master-servant relation. This meant, among other things,
that the objectives of economic democracy and participation in deci-
sion-making within the enterprise remained unfulfilled; they were
addressed neither by the reforms to employment law which aimed to reg-
ulate the employer’s powers of discipline and dismissal, nor by the
predominant emphasis on wage determination and related distributional
issues within collective bargaining. At the same time, as subcontracting
and outsourcing of production were revived in the 1980s in large part as a
consequence of government measures aimed at cutting public expendi-
ture and undermining the floor to wages and conditions of employment,
the traditional protective model became a source of weakness: the ability
of employers to avoid the indirect employment costs of regulation and
taxation was now a major factor of competition in the product market.

Secondly, the contract of employment, at least in its classic form,
incorporated an anachronistic notion of the division of household
labour. This was done by formalizing the notion of the male breadwin-
ner wage through collective bargaining, and by ensuring the primacy of
the single (male) earner within social insurance. In the traditional model

9
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of social insurance, women were rarely in a position to claim unemploy-
ment or retirement benefits in their own right, either because their
occupations were excluded from the coverage of the contributory
schemes, or because their contributions records were inadequate on
account of low earnings and interruptions to employment. Conversely,
their most substantial rights were those derived from dependence on a
male earner through marriage or other family connection. The gradual
abolition of discriminatory provisions in state and occupational social
security which began, under the influence of European Community law,
in the late 1970s, has just as often assisted male workers as female ones, in
particular men claiming parity with women in relation to the issue of pen-
sionable age, while doing little or nothing to improve the position of
many millions of part-time female employees whose earnings fall around
the earnings level for national insurance contributions or whose periods
in paid employment lack the continuity necessary to claim benefits which
are adequate replacements for income from employment.

Finally, the contract of employment was premised on a model of
the nation state as a more or less self-contained political entity, insulated
from the pressures of transnational economic migration and integration.
‘Full employment in a free society’, Beveridge’s programme for eco-
nomic inclusion, was a strategy addressed to national government.
National insurance, the National Health Service, the National Minimum
Wage, set clear jurisdictional limits to the notion of social inclusion
which the contract of employment was capable of representing. When,
in the late 1970s, governments began to liberalize of rules on the move-
ment of capital, the bases upon which they had previously assumed
powers of regulation and taxation were undercut. The increasing
inter-dependence of national economies from the point of view of trade
made it, paradoxically, more difficult for governments to coordinate
their national macroeconomic policy interventions. These were among
the factors encouraging governments to replace the post-war goals of
demand management and full employment with those of competitive-
ness and a high employment rate. As this occurred, a vital form of
government support for the traditional employment model – the use of
employment policy measures to support the indeterminate or
open-ended employment relationship and actively to suppress casual
hirings (see Deakin, 1998: 224) – went into reverse, with access to
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short-term and insecure employment now seen as factors likely to pro-
mote the ‘employability’ of those seeking work (see Collins, 2000).

From disintegration to reconstruction?

So much for the decline, and prospective fall, of the contract of
employment. Reactions fall into two broad categories. On the one hand,
it is possible to envisage a ‘de-socialization’ of the employment contract,
as governments lift fiscal and regulatory costs from employers in an
effort to encourage flexibility and entrepreneurship. A strongly func-
tionalist view would associate such a change with ‘selective’ pressures
derived from global regulatory competition and the adoption of new
technologies which shift the boundaries between the firm and the
market.

The Supiot report to the European Commission, Beyond Employ-

ment: The Transformation of Work and the Future of Labour Law in Europe,
recently offered a different perspective. While its authors took as their
point of departure ‘the crisis in the socio-economic model of governance
around which labour law has been constructed since the beginning of the
[twentieth] century’ (Supiot et al., 1999: 291), they did not use this as the
occasion to propose the rapid dismantling of systems of social protec-
tion. Nor did they consider that a system of fundamental social rights
could be put in place without any regard to economic issues. The report
accordingly declared itself in favour of a ‘third way’ which would be
based on ‘those democratic imperatives which motivated the construc-
tion of social law’ (Supiot et al., 1999: 293).

It is not possible here to do justice to the full set of proposals
advanced, with this end in view, by the Supiot report. For present pur-
poses, the focus will be the report’s suggestions with regard to the future
of the standard employment contract or relationship. The report
rejected the continuation of the existing model on the grounds that,
when combined with ‘the inexorable flexibilisation of work’, this would
simply offer encouragement to a dual labour market, in which privileged
‘insiders’ were required to entrench themselves ever more deeply against
excluded ‘outsiders’. The group argued instead for ‘a reconfiguration of
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the notion of security’, along three lines. The first involves redefining the
idea of the worker’s labour market status so as to focus on participation
over the life cycle, rather than on employment stability as such; the sec-
ond is concerned with the articulation of an extended concept of ‘work’
in place of the narrow notion of ‘employment’ as the basis for access to
social rights and protections; and the third introduces the idea of ‘social
drawing rights’ which individuals can use to ‘manage their own flexibil-
ity’, making it possible for them to achieve an ‘active security under
conditions of uncertainty’ (Supiot et al., 1999: 297-298).

The Supiot report offers a welcome corrective to rigidly determin-
istic accounts which insist that labour law must ‘adjust’ to superior
technological and global economic forces if it is to remain relevant. The
implicit theoretical position of the report is that these supposedly over-
whelming forces do not exist in a state of nature; they themselves are the
product of a process of institutional change which has altered the shape
and force of competition, and which, in turn, may be susceptible to influ-
ence through public action. In this vein, the report argues (Supiot et al.,
1999: 12-13) that the most appropriate role for analysis is ‘to identify
existing evolutionary tendencies, put them in perspective, and determine
their strength; not to assert that a particular future is inevitable, but to
outline a number of possible futures’.

What then are the possible futures of the contract of employment:
is it destined to be discarded, or can it transform itself in such a way as to
renew the project of social inclusion and democratic participation? The
evolutionary perspective developed earlier in this paper would suggest
that, just as the traditional model built on existing concepts at the same
time as adapting them to new ends, so, barring major discontinuities in
the institutional framework, a similar process of cumulative change will
occur in response to the present transformation of work relations. Signs
of this happening will be briefly examines in three related areas, using
case-study evidence from the UK: vertical disintegration and the defini-
tion of the employment relationship; the importance of changing
patterns of labour supply; and the impact of changes in collective
bargaining and ‘partnership at work’.
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Vertical disintegration and flexible forms of work

The problem which vertical disintegration poses for labour law is
not so much the growth of self-employment at the expense of protected
forms of labour; rather it is the blurring of the ‘binary divide’ itself. As
the Supiot report recognized (Supiot et al., 1999: ch. 1), the growth of a
‘grey zone’ of workers who are neither clearly employees nor
self-employed affects all systems which are required to grapple with defi-
nitions of the work relationship for fiscal and protective purposes. As
recent empirical research in the UK shows (Burchell, Deakin and Honey,
1999), the idea that employees receive security and stability of employ-
ment in return for adherence to the rules and requirements of the
organization, while the self-employed trade off security in return for the
chance of profit, with some assistance from tax subsidies, is becoming
irrelevant for workers in this position, which approaches one third of the
working population. This is because, on the one hand, many employees
find themselves excluded both from the ‘implicit’ employment contract
of job security and from the legal categories to which employment pro-
tection rights are formally granted. In particular, this is because the
numbers employed on fixed-term contracts or through intermediary or
agency organizations are increasing very quickly (Burchell, Deakin and
Honey, 1999: ch. 5). Conversely, there are many nominally self-employed
workers who do not employ others, have little or no access to working
capital, and have few business assets other than their own know-how and
expertise. For many of them, the opportunities of earning a secure and
stable income through contracting are often quite remote. Worse still,
many individuals find themselves being classed as self-employed for
labour law purposes, but as dependent workers for the purposes of tax
and national insurance, so denying them fiscal support.

Most of those most seriously affected do not work in new technol-
ogy industries. The problem is, in essence, an institutional rather a
technological one, and to some extent it has generated an institutional
response in the form of the ‘worker’ concept which broadly corresponds
to civil law notions such as that of ‘parasubordination’. The ‘worker’
concept involves an attempt to shift the boundary of the legal category of
dependent labour so as to encompass those apparently self-employed
workers who, while they may lack a contract of employment based on
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‘mutuality of obligation’, are not genuinely in business on their own
account (so-called ‘dependent self-employed’).

In one sense, the ‘worker’ concept looks back to old ideas of the
form of the contract for personal services; indeed, it draws directly on
existing statutory precedents. At the same time, it can be seen as a con-
temporary mutation within employment law, a response to the particular
problems of definition which have arisen from the growth in precarious
and insecure employment forms since the late 1970s. The longer-term
implication of its use may be to dissolve entirely the traditional boundary
between employees and the self-employed, leaving only independent
entrepreneurs (those with business assets and the opportunity to capture
residual profits) outside employment law. However, what is of particular
interest is that the response has not taken the form of a de-socialization
of the employment relationship. On the contrary, it is attempt to extend
the logic of social protection to certain forms of self-employment.

Changes in labour supply

Rising levels of female labour market participation, and the diffu-
sion of the principle of equal treatment in employment and social
security, evidently necessitate a radical rethink of the post-war model in
which full employment and social insurance were constructed on the
foundations of the male ‘breadwinner’ wage. However, it has not been
possible to move straightforwardly from an insurance system based on
the single male earner, to one incorporating a dual-earner system in
which men and women acquire effective earnings-replacement rights on
the basis of their individual employment records.

The household continues to be the site for extensive cross-subsidi-
zation of economic activity between family members, on the basis of an
uneven division of labour. Few married women have earnings records
based on continuous full-time employment across the life cycle. Most
households accordingly operate on the basis of a ‘one and half times
earner’ model (Lewis, 2000). Notwithstanding the removal of the more
obvious forms of discrimination against part-time workers both in
respect of employment practice and the fiscal system, women who work
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part-time remain significantly dependent on male earnings for security of
income. More flexible working patterns for men, of the kind envisaged
by laws on parental leave, have, as yet, barely made an impact. The
uneven division of household labour is evident from the reasons given by
women for seeking out casual and precarious forms of employment
which, while providing little or no income security, nevertheless give
them the opportunity to strike a better balance between family commit-
ments and working time than they could achieve if they were employed
under an open-ended contract of employment (Burchell, Deakin and
Honey, 1999: ch. 7).

Signs of change in the employment relationship may however be
seen in the recent strengthening of pregnancy protection laws. This took
the form of providing better protection for the right to return to work
after the period of maternity leave. In one sense, these laws reinforce the
sense in which the stable, continuous employment relationship is the
principal basis for long-term income security and career fulfillment, for
women as it is for men. At the same time, the contain elements of the ‘la-
bour market status’ idea of the Supiot report. The right to return to work
could be seen as a kind of social drawing right, which is in abeyance dur-
ing the period of absence form the workplace, but can then be exercised
when the period of maternity leave comes to an end. As in the case of the
‘worker’ concept, then, this recent statutory reform looks both forwards
and back.

Collective bargaining and partnership at work

The transformation in the influence of collective bargaining in
Britain since the early 1980s has been three-fold: firstly, a reduction in the
influence of multi-employer, sectoral bargaining, which in some senses
may be traced to the 1960s, but which accelerated rapidly in the
mid-1980s; secondly, a fall in the coverage of collective agreements and
other forms of wage determination from over 80 percent of the
employed labour force at the start of the 1980s to around a third of the
workforce twenty years later; and, even with organizations where trade
unions continued to be recognized for the purposes of collective
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bargaining, a loss of union influence over traditional areas of negotiation,
in particular pay. The decline of collective bargaining in the US has been
even more stark.

How did these various changes affect the employment relation-
ship? The weakening of trade union influence has encouraged employers
to re-assert control over the pace and direction of work by re-writing job
classifications and categorizations which previously protected workers.
This is one of the factors contributing to the greater intensification of
work in a number of sectors (Burchell, Day, Hudson, Ladipo, Mankelow,
Nolan, Reed, Wichert and Wilkinson, 1999). This process has, neverthe-
less, been partially offset by the continuing formalization of contract
terms and conditions, under the influence of employment protection leg-
islation, and by the growing recourse of individual employees, with union
assistance, to employment tribunals as a source of protection. Rather
than seeing regulation give way completely, then, there has been a shift in
the level of regulation from the collective sphere to that of the individual
relationship. This has been accompanied by a change of emphasis in the
role of unions, from co-regulators of terms and conditions of employ-
ment, to monitors and enforcers of employees’ legal rights (Brown,
Deakin, Nash and Oxenbridge, 2000). In short, the open-ended employ-
ment contract continues to be a principal focus of regulation of
enterprise-level relations, albeit under conditions where the weakening
of union power has exposed ‘core’ employees to the dangers of unfet-
tered managerial prerogative and growing work intensification.

Conclusion

The contract of employment emerged at a particular historical
juncture at the mid-point of the twentieth century, when changes in eco-
nomic organization, the structure of the family and the regulatory power
of the nation state came together to favour the standardization and stabi-
lization of labour market relations. The fiscal and regulatory techniques
which were used at this time were designed to channel the risks of eco-
nomic insecurity more widely throughout the working population, at the
same time as underpinning relations of production at the level of the
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enterprise. The normative force underlying this process was a concep-
tion of social citizenship, which would extend the bases for social and
economic participation in the same way that rights of democratic
participation had been extended through political reform.

In evaluating the impact of current transformations in the world of
work, it is essential not to confuse the normative aims which are embod-
ied in the institution of the contract of employment, the means chosen to
achieve them, and the historical conditions under which they were first
put in place. It does not follow, from the unravelling of the historical
conditions, that the aim of social citizenship has ceased to be legitimate.
Nor is it necessarily the case that the means used – in particular, the chan-
nelling and redistribution of social risks and the control of economic
power through fiscal and regulatory intervention – are no longer appro-
priate. The regulatory mechanisms in question must respond to
changing environmental conditions if they are to remain of use; but this
process is already occurring.

The transformation of the contract of employment into an
extended form of ‘labour market status’, as envisaged by the Supiot
report, is one of the many possible futures which can be imagined by
extrapolating from recent developments in labour law. These include the
use of the ‘worker’ concept to extend the range of employment protec-
tion legislation and the recognition of limited ‘social drawing rights’ in
the context of the balance between work life and family life. More nega-
tive implications of the current changes include the intensification of
working conditions at organizational level, resulting from the decline of
collective employee representation. The future laid out here is one in
which contractual restraints on managerial prerogative are further
stripped back, and the implicit contract of job security in return for
open-ended commitment is finally revoked. For those outside the orga-
nizational ‘core’, there is the prospect that fiscal controls will be extended
without corresponding guarantees of access to the means of economic
participation.

There is nothing inevitable, then, about the successful transforma-
tion of the contract of employment. It is, nevertheless, worth
remembering that the process of institutional construction which culmi-
nated in the mid-twentieth century welfare state had begun half a century
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earlier amidst conditions of growing economic insecurity and the
casualization of work under a ‘globalized’ trading regime, although then
different terms were used. That generation championed what Sidney and
Beatrice Webb (1909) called the ‘public organisation of the labour mar-
ket’. The realization of this aim must at times have seemed just as remote
to that earlier generation as it sometimes appears to us today. But ‘the
labour law of yesterday issued not from the heads of experts, but from
engagement, conflict and collective negotiation. There is no reason to
think that it will be any different in the future’ (Supiot, 1999: 14). We may
expect our own generation to experience a process of engagement and
reconstruction similar to that of the founders of labour law and the social
state a hundred years ago.
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Chapter Two
The Transformation of Corporate
Governance

Introduction

The 1980s and 1990s were a period when corporate governance
came to the fore as an issue both for public policy and management prac-
tice. The idea that managers should act as the agents of shareholders
came to dominate in the US and British systems. This was manifested
not just in the proliferation of corporate governance codes and executive
share option schemes aimed at aligning manager and shareholder inter-
ests, but also in the degree to which whole industries and sectors were
restructured through the operation of the market for corporate control.
In the process, long established mechanisms for the exercise of stake-
holder voice – above all, employee representation in its various forms –
were marginalized. In continental Europe and in Japan, the market for
corporate control played a limited role and there was resistance to the
idea of ‘shareholder value’. But at the end of the 1990s, after nearly a
decade of growth in the US economy and in the circumstances of a stock
market boom, it was not difficult for commentators to believe that
Anglo-American corporate governance represented a superior model
upon which other systems would inevitably converge (Hansmann and
Kraakman, 2001).
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Since then, the fall of Enron has exposed deep-rooted failures in
the US system (see Bratton, 2002). In elevating short-term share price
maximization as the goal of corporate activity, the predominant culture
and practice has put in place a system of perverse incentives in which the
interests of all corporate constituencies, including ultimately the share-
holders, are placed at risk (Mitchell, 2001). Enron, however, is not an
isolated case. In the United Kingdom, the insolvency of Railtrack, the
owner and operator of the nations’ railway infrastructure, and the near
collapse of NATS, the privatized air traffic control system, have led many
to question whether the shareholder-owned corporation is the ideal vehi-
cle for delivering essential public services. A number of UK utilities have
sought to de-list and assume versions of the mutual corporate form,
replacing external shareholders with long-term debt as the principal
source of funding (Birchall, 2002). Events elsewhere suggest that the
1980s and 1990s orthodoxy of shareholder value is no longer completely
secure. In 2001, the European Parliament’s refused to agree to a draft
text of the Thirteenth Directive on Takeover Bids, thereby blocking a
significant step towards an integrated European securities market, partly
on the grounds that it did not contain adequate guarantees for the exer-
cise of employee voice (Deakin, Nash, Hobbs and Slinger, 2002). Also in
2001, the European Commission sparked a debate on corporate social
responsibility (‘CSR’) with the publication of a Green Paper on the sub-
ject (Commission, 2002), thereby adding to a number of other recent
CSR initiatives, including the UN’s Global Compact. These may be straws
in the wind, but the debate has already undergone some unexpected
turns.

This chapter explores the recent trajectory of corporate gover-
nance systems and suggests ways in which the tension between
shareholder value and other interests is being manifested. It focuses on a
key issue in the emergence of corporate governance as an issue with
wider implications for labour and for society, namely the hostile takeover
bid. After outlining the main lines of theoretical debate concerning cor-
porate governance, it compares systems of takeover regulation in the US,
Britain and Germany, and refers to the protracted dispute over the terms
of the Thirteenth Directive. It then draws on case study evidence from
the UK to suggest ways in which a fragile practice is beginning to ‘square
the circle’ between shareholder value and corporate social responsibility.
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Varieties of corporate governance systems

Corporate governance is essentially concerned with issues of own-
ership and control within the enterprise (Berle and Means, 1932).
Ownership matters, in the sense that the legal allocation of property
rights among the different stakeholders affects their incentives and,
therefore, the effectiveness with which cooperation can be achieved.
From this perspective, management and labour do not simply have to
deal with each other. Both are subject to the wider interests and claims of
the dominant stakeholders who make up the ‘residual claimants’ (Fama
and Jensen, 1982) in the enterprise. It becomes important, then, to spec-
ify more precisely the nature of these interests and claims, the degree to
which the legal-institutional system accords them priority, and their
impact on productive relations within the enterprise.

Different corporate forms give rise to different patterns of owner-
ship. In the case of most limited companies, ordinary shareholders are
the ‘residual claimants,’ entitled to what is left from the income stream
after the contractual claims of employees, commercial creditors and oth-
ers have been met. It follows that because they are the last to receive
anything in the event of insolvency, they assume the risk of failure. Con-
versely, shareholders gain in proportion to the company’s success.
Although, as a matter of strict law, they are not normally entitled to receive
a dividend, in practice, the linking of dividends to corporate performance
links shareholder returns directly to the success or failure of the enter-
prise. They also benefit through the increase in the value of their shares.

It is often claimed, in particular by institutional investors, that
shareholders are the ‘owners’ of the company, but this does not accu-
rately reflect the legal picture in either the UK or the US. Shareholders
do not own the company, nor do they own its assets. Nevertheless, by
virtue of the rules of company law and corporate governance practice,
the ownership of common voting stock does give them certain owner-
ship rights as residual claimants which have important implications for
incentives and hence for efficiency. In particular, shareholders of listed
companies can dispose of their shares in the stock market, providing a
way by which control of the corporation can be transferred. The ortho-
dox view in the Anglo-American system is that the ability of shareholders
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to exit at low cost enhances the organizational efficiency of the enter-
prise. Shareholders have a particular incentive to monitor management
which derives from the close link between shareholder wealth and the
success or failure of the firm, and the sale of stock is the mechanism by
which this power is exercised. In effect, the stock market becomes a
market for corporate control, in which rival management teams bid to
persuade shareholders to sell them controlling interests by offering them
a premium over current share prices.

A large proportion of US and UK productive capacity, in relative
terms, is held in the form of listed companies, that is to say, companies
whose shares are listed on one or more public stock exchanges. In both
systems, stock market capitalization has substantially exceeded national
GDP since the mid-1980s (although the degree to which this is the case
has fallen considerably following the end of the bull market in 2000 and
subsequent stock market decline). The US and UK system for listed
companies is based on dispersed-shareholder ownership and outsider control. The
predominant mode of ownership is either through individual investors
or through the holdings of institutional investors such as pension funds,
insurance companies and unit trusts. Although the institutions offer a
degree of collectivized ownership, on the whole they actively strive to
diversify their holdings in order to minimize risk and so frequently lack
strong ties to particular companies, as do individual shareholders in these
systems. The institutions rarely engage directly with corporate manage-
ment. Instead, an active market for corporate control, coupled with
executive share options and other individualized incentives schemes,
serves to align managers’ interests with shareholders. The interests of
shareholders in maintaining the external disciplinary mechanism of the
hostile takeover are defended by takeover codes which limit the scope
for defensive actions by target managements. A number of other rules,
in particular those relating to disclosure of investment information and
the prohibition of insider dealing, aim to maintain a high degree of stock
market liquidity.

By contrast, the systems of continental Europe and Japan are char-
acterized by dominant block-holder ownership and internal control. Dominant
blocks arise through cross-shareholdings by large companies in one
another (which are common in France) and by bank-led governance of
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the kind that operates (in various different ways) in Germany and Japan
(see Berglöf, 1997; Franks and Mayer, 1998). Hostile takeovers are
extremely rare with the result that there is only a minimal or embryonic
market for corporate control. However, dominant shareholders, often in
the form of family or community interests, are able to operate in a direct
relationship with management to ensure accountability.

The British and American systems, with a very few exceptions, see
stakeholder rights as mainly lying outside the framework of company
law, which is predominantly concerned with the position of shareholders
and, to a lesser extent, creditors. In these systems, employee representa-
tion depends principally on the labour law mechanism of collective
bargaining, and in practice is far from universal. An important feature of
some ‘insider systems’, however, is not simply that they recognize certain
claims of non-shareholder stakeholders which go unrecognized in ‘out-
sider systems’, but that they do so in such a way as to incorporate
stakeholder voice directly into the processes of governance and control
within companies. The most significant illustration of this is the involve-
ment of the representatives of employees and in some cases other
stakeholders, such as local governmental and environmental interests, on
the supervisory boards of publicly-listed companies. Other features of
stakeholder voice in Germany, such as the system of employee represen-
tation through works councils, do not operate at the level of company
law as such; they operate through the mechanisms of labour law. How-
ever, it is the close linkages between company law and labour law which
are important here; in the German context, codetermination through
works councils and the two-tier board are best viewed as closely
interlocking elements of a single system of stakeholder representation.

It can be argued that employees and other long-term stakeholders
may have just as valid a claim as shareholders do to be considered the
residual claimants. This is because they are equally likely to make rela-
tion-specific investments (in human capital, for example) which will be at
risk if the enterprise fails (Blair, 1995; Deakin and Slinger, 1997; Kelly
and Parkinson, 1998; Blair and Stout, 1999; Blair and Kochan, 2000).
The response of corporate governance theorists is that while it may be
the case that many groups have a stake in the firm, only the shareholders
have sufficient homogeneity of interests as a group to hold managers to
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effective account (Hansmann, 1996). These commentators see compro-
mises in the pre-eminent rights of shareholders embodied in, for
example, codetermination laws and laws requiring employee consulta-
tion, as inherently inefficient, and suggest that they survive only because
the costs of unraveling politically-motivated compromises are too high
(Hansmann and Kraakman, 2001). However, this may underplay the
potential of insider systems to engender a long-term orientation within
corporate governance which makes it possible for a high level of invest-
ment in firm-specific training and human capital to take place (see
Streeck, 1992).

This difference in approach is expressed at the most basic level of
the concepts used by company law to describe the enterprise. In the con-
text of directors’ duties, the furthest English company law can go by way
of recognition of the interests of non-shareholder stakeholders is the idea
of ‘enlightened shareholder value’ (Company Law Review Steering Com-
mittee, 1999: 37). In other words, directors may act out of concern for
other stakeholder groups if, by so doing, they believe that they will maxi-
mize the value of the business and thereby meet shareholders’ interests
(which for this purpose may mean their longer term interests). This is
quite different from the civil law idea that the company has an interest ‘in
itself’ (Teubner, 1994) which serves as a means of reconciling the differ-
ent perspectives of a number of stakeholder groups, none of which is
entitled to priority. In the words of the Viénot report (1995) on
corporate governance in France,

‘In Anglo-Saxon countries the emphasis is for the most part
placed on the objective of maximising share values, whilst on the
European continent and France in particular the emphasis is
placed more on the human assets and resources of the com-
pany… Human resources can be defined as the overriding interest
of the corporate body itself, in other words the company consid-
ered as an autonomous economic agent, pursuing its own aims as
distinct from those of its shareholders, its employees, it creditors
including the tax authorities, and of its suppliers and customers;
rather, it corresponds to their general, common interest, which is
that of ensuring the survival and prosperity of the company.’
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Hence the French and other ‘insider’ systems of company law
essentially see the business enterprise as having an organizational dimen-
sion which rests on the contributions made by a number of stakeholder
groups, and not simply a financial dimension which describes the contri-
bution of the shareholders. This divergence of approach operates at a
fundamental conceptual level, so that even the terms used to define the
business enterprise in legal terms are not precisely analogous. The Eng-
lish law concept of the ‘company’, for example, refers to the essentially
financial relationship between managers and investors; there is no equiv-
alent to those concepts which recognize the enterprise’s organizational
dimension, such as the French entreprise or German Unternehmen.

Contrasting approaches to takeover regulation

The takeover bid is the key to understanding the transformative
role of corporate governance in the Anglo-American systems during the
1980s and 1990s. Looking purely at the general principles of
Anglo-American corporate law, there is nothing to suggest that boards of
target companies cannot resist a hostile takeover bid, at least where there
is a high degree of likelihood that such a bid will lead to the break up of
the organization in its current form which, together with redundancies or
lay offs, will negatively impact on non-shareholder constituencies in such
a way as to diminish the performance of the company more generally.
Indeed, until recently, boards in both the US and the UK did precisely
this. During the 1930s, UK boards routinely dismissed outsiders’
attempts to prise away control, often not even informing shareholders
that a bid was on the table. Directors of listed companies insisted that
negotiations with bidders had to be conducted on a confidential basis
(Njoya, 2002).

The position began to change as the consequence of the revolution
in securities law and accounting practice which began in the US with the
passage of federal securities legislation in the 1930s (the Securities Act
1933 and Securities and Exchange Act 1934) and in the UK with the
Companies Act 1948. These measures, together with the gradual devel-
opment of stock exchange rules, required companies to disclose a wider
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range of information in their published accounts and to inform the regu-
latory authorities of a increasingly large category of material changes in
commercial circumstances. Hostile takeovers were a response to this
new regulatory regime which began to gather momentum in the late
1950s and increased in significance in the course of the 1960s. From an
early stage, there was concerted pressure from shareholder groups for
regulatory intervention to protect their interests. In the UK this led to
the issuing in 1959 of the Notes on Amalgamations of British Businesses,
a code of conduct drawn up with the encouragement of the Bank of Eng-
land. This laid down the principle that the decision to sell or retain shares
was a matter for the shareholder, who was entitled, in making that deci-
sion, to receive all relevant information from the board of the company
(Njoya, 2002: 146). In 1968, the Notes gave way to the City Code on
Takeovers and Mergers, which was drawn up and administered by a
self-regulatory body, the City Panel on Takeovers and Mergers. Also in
1968 the US adopted federal legislation, the Williams Act, which
amended the Securities and Exchange Act of 1934. In common with the
trend in the UK, the Williams Act introduced disclosure requirements in
connection with takeover bids, with the aim of protecting shareholder
interests.

Since the late 1960s the City Code has evolved to encompass a sub-
stantial body of principles and rules relating to the conduct of takeover
bids. Formally, the Code is ‘soft law’ which depends for its enforcement
on the threat that an individual found to be in breach of its provision may
lose the necessary license to practise in the area of investment business in
the UK. This is a sufficiently powerful threat to ensure near-complete
compliance with rulings of the Panel. The power is currently exercised
by the Financial Services Authority (FSA), which has endorsed the City
Code as a relevant instrument of self-regulation under the terms of sec-
tion 143 the Financial Services and Markets Act 2000. The involvement
of the FSA, a statutory body, does not diminish the essentially self-regu-
latory character of the Panel, which consists of representatives from a
number of financial organizations and professional associations in the
City of London.

The overall effect of the Code is that the open-ended duty of direc-
tors to act in good faith in the interests of the company is, for the
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duration of the takeover bid, transformed into a specific duty to have
regard to the immediate financial interests of the shareholders (see more
generally Deakin and Slinger, 1997). The board is required to be neutral
during the bid, and may only with difficulty erect takeover defences in
advance; hence management ‘passivity’ is, by and large, the order of the
day. Its obligation to provide an objective assessment of any bid implies
a limited duty to hold the ring during an auction but it is not required to
take active steps to solicit additional bids.

US law on takeovers is broadly similar to that in the UK, although
it is tilted more clearly in the direction of an auction rule rather than a rule
of neutrality or passivity, and there are significant institutional differ-
ences which have implications for the way in which takeover bids are
conducted. The Williams Act is less extensive as a regulatory instrument
than the Takeover Code. It does not impose a bid timetable as the Code
does, and its impact on takeover defences is less far-reaching. The main
effect of the Act is to require information disclosure and to impose (from
1995 onwards) a version of the equal treatment principle, under which
the tender offers must be made available to all shareholders of the rele-
vant class. In addition, regulatory competition between the states, some
of which are willing to adjust their corporate laws to attract
reincorporations, has resulted in a particular configuration of takeover
law, under which takeover defences in the form of poison pills are per-
missible. The Delaware rule permits poison pills, by and large, only to
the extent compatible with the goal of maximizing shareholder choice in
the event of a takeover; poison pills are in general legitimate only to the
extent that they are redeemable, so that rather than posing an insur-
mountable barrier to an external bid, they merely increase the price which
a bidder is required to pay.

The approach taken by the German Takeover Law, in force from 1
January 2002, highlights, by comparison, the marginalization of
employee voice in the Anglo-American systems. Section 33 of the new
law permits the target management to put in place anti-takeover defences
if they are either supported by a 75 percent vote of the shareholders, or
authorized in advance by the supervisory board. This last reference is
highly significant as, in the case of companies subject to the
codermination laws, employees have equal representation with
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shareholders on the supervisory board, and in some cases the casting
vote will be exercised by a non-shareholder chair. Section 33 had initially
required shareholder approval for defensive measures in all cases, but
was redrafted at a very late stage in the legislative process to incorporate
the alternative of authorization through the supervisory board. It has
been suggested (Painter and Kirchner, 2002: 15) that ‘[t]his change in sec-
tion 33 was clearly motivated by protectionist forces, forged together by
certain management interests and the lobbying of labor unions fearful of
the impact of hostile takeovers on German codetermination’. Whether
or not the measure is any more ‘protectionist’ in favour of labour than
the City Code is in favour of shareholders, it would seem that the feature
of German corporate governance which most clearly distinguishes it
from its British and American counterparts, namely the incorporation of
employee voice directly into corporate decision making and lines of
accountability, has here come to be reflected (at least thus far) in the
takeover regulation regime (see also Höpner and Jackson, 2002).

A further contrast is provided by the draft Thirteenth Directive on
company law. This measures aims to put in place a harmonizing set of
rules for shareholder protection which are essentially inspired by the City
Code. The Directive would outlaw bid-frustrating tactics by target
boards, require the target board to obtain neutral financial advice on the
merits of a bid, and impose various duties on bidders, including an obli-
gation of equal treatment with regard to shareholders of the target,
thereby ruling out ‘coercive’ bids. When a revised draft of the Directive
was considered by the European Parliament in late 2000, the Parliament
insisted that the implications of takeovers for employment should play a
part in the assessment of bids. It also rejected the European Commis-
sion’s view that the correct attitude for the target board to take during a
bid was one of ‘neutrality’. The Commission responded by insisting that
employee consultation was not an appropriate objective for the Direc-
tive, and claimed that adequate protection was already provided by the
Acquired Rights Directive, a view which fails to acknowledge a structural
limitation contained within that Directive which prevents its application
to mergers of companies by share transfer. A Conciliation Committee
was set up to mediate between the Commission and the Parliament on
this and other matters. This led to agreement on a new set of amend-
ments which (among other things) would have required the board of the
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target company to set out its ‘views on the effects of the [bid] on all the
interests of the company, including employment, and on the offeror’s
strategic planning for the offeree company and its likely impact on jobs
and locations’; the board of the bidder would have been required to issue
a similar statement, relating to its intentions. This fell short of a require-
ment on either company to enter into consultations with employee
representatives. When the Directive was finally put to the vote in July
2001, the result was a tie (273 votes on each side), which meant that the
proposal fell.

Notwithstanding this failure, the Internal Market Directorate of
the European Commission has made clear its intention to resurrect the
draft Directive. In January 2002 it published the report of a high level
group of company law experts (European Commission, 2002). This
report sidestepped the issue of employee consultation on the grounds
that while ‘the interests of other stakeholders and in particular of employ-
ees may be at stake in the context of a takeover bid, [the group] believes
that this in itself does not justify measures by the board which deny
shareholders the opportunity to successfully tender their shares to a bid-
der who is willing to buy their shares’ (European Commission, 2002: 16).
In this context, it would seem to be significant that the Thirteenth Direc-
tive is an internal market measure, rather than one falling under the social
policy provisions of the Treaty. Since the report of the high level group, a
judgment of the European Court of Justice, ruling that the retention by
governments of ‘golden shares’ in privatized corporations could contra-
vene EC rules on state aids to industry, has put further pressure on the
Parliament to reach agreement on the text of the Thirteenth Directive. If
this Directive were to be adopted in anything like its present form, it
could have the potential to prise open structures of corporate control in
the same way that takeover regulations in Britain and the USA assisted
the rise of the hostile takeover from its limited beginnings in the 1950s
and 1960s.
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Living with shareholder value1

What is the impact of the market for corporate control in systems
which actively encourage the disciplinary mechanism of the hostile take-
over bid? Two sets of empirical case studies of UK practice carried out
by the Cambridge Centre for Business Research over the past decade
provide some indication of the impact which takeover bids, or the threat
of them, have on relations between labour and management. The first
study was based on interviews with managers, advisers, institutional
investors and employee representatives in the aftermath of takeover bids
carried out during the most recent takeover wave of the mid to late 1990s
(Deakin, Hobbs, Nash and Slinger, 2002). Interviewees were asked how
they perceived the operation of regulations including the Takeover Code.
On the central question of the performance of directors’ duties, the
response was almost invariably that while directors might consider
employees’ and creditors’ interests, the outcome of a bid was determined
by shareholder value. During bids, directors saw their duty in terms of
maximizing the potential value of the company as a financial asset of the
shareholders. This obligation stood before any requirement to consult
employees, to consider their interests, or to further the interests of the
company as a whole. Even outside the bid period, the perceived ‘duty’ to
focus on shareholder value could lead a non-executive director to see it as
his/her role to force management to consider closing down the enter-
prise. Correspondingly, institutional investors applauded directors who
saw their responsibilities in these terms.

The attitudes of employee representatives are best described as
pragmatic. They expected little from target managers whose interests
were seen to be tied up with share options and remuneration packages
which would leave them better off whatever the outcome of the bid.
There was no expectation of consultation with the target management,
and no prospect of it making a difference to the outcome of the bid if it
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did take place. By contrast, the intervention of bidders could be seen in a
positive light, particularly where there had already been a breakdown of
trust with incumbent management. Informal links could be established
with the bidder at an early stage, and a relationship constructed with a
view to the future, even it was recognized on both sides that the most
immediate issue was likely to be the management of redundancies.

The second study was asked how far companies were able to foster
enduring labour-management partnerships under such unpromising cir-
cumstances. Given the impact on corporate culture and practice of the
market for corporate control, the ability of managers to make credible
long-term commitments to non-shareholder constituencies appeared to
be severely constrained. The emergence of innovative forms of
labour-management partnerships nevertheless was one of the more strik-
ing and unexpected features of British employment relations in the
second half of the 1990s. The intensification of competition in product
markets which flowed from globalization and privatization led many
companies to reexamine their structures and processes with a view to
improving performance. Although downsizing was one consequence of
this, many enterprises began actively to engage with employees and their
representatives on issue of work organization, training and job security.
But this process was taking place at the same time as pressures on manag-
ers to prioritize short-term shareholder interests were intensifying. How
was this tension working out in practice?

In some companies, we found that partnership arrangements were
being destabilized by shareholder pressure. In the case of one such
enterprise, a heavy-industry manufacturer producing for highly competi-
tive, international markets, the chairman felt it necessary to insist publicly
that ‘[o]ur business is about profits and shareholder value. If it’s jobs
before shareholder interests, the answer is no…it simply prolongs the
agony.’ In 1999, the company merged with a continental European com-
petitor. The new company had its shares listed on the London and New
York stock exchanges. Within a few months, as deteriorating trading
conditions led to a fall in profits, the company’s senior executive manag-
ers resigned and the former chairman took over as chief executive with a
stated aim of restoring shareholder value. In February 2001, the com-
pany announced a major restructuring programme with the loss of 6,000
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jobs. There was no prior consultation with employee representatives.
On the day of the restructuring announcement, the company’s share
price increased by 11 percent. Trade union officials were critical of US
institutional investors who, it was felt, had placed pressure on the com-
pany to take a short-term view of shareholder value, and who were
distant from the implications for workers and communities of large-scale
closures. Despite a long tradition and active recent history of close man-
agement-union cooperation within the UK company, the unions
perceived the radical downsizing as a breach of trust, revealing the
partnership to be merely ‘reactive’ and perhaps even non-existent.

However, there are contrasting cases. Sometimes it is possible to
build enduring labour-management partnerships on the basis of the kind
of concentrated ownership which is observed in continental Europe. In
one of the case study companies, approximately half of voting shares
were controlled by five main holdings, two of these being continental
European public sector pension funds and one a continental European
bank. The shares were primarily listed on a continental European stock
exchange, with a secondary listing on the London Stock Exchange. The
recognized union at the UK subsidiary felt that the continental European
model was an ‘important influence’ on the company’s approach to HR
strategy and union relations. Under this model, the corporate group’s
focus was on the creation of shareholder value; and its business objective
was to double turnover, operating profit and earnings per share by 2005.
However, the group was made an explicit commitment to growing the
business over the longer-term. According to its Annual Report, the com-
pany ‘believes that management, employees and shareholders share
common long-term interests.’ In 2000, its Chief Executive said, ‘we do
not believe in ‘management by quarter’, with big dividends, fragmenta-
tion of the business with a view to short term profit’ The company was
not paying a dividend to shareholders, preferring to fund further invest-
ment. According to the UK subsidiary’s Finance Director when
interviewed in 2001, the pressure from shareholders and bankers was to
demonstrate ‘credibility of management,’ by delivering what manage-
ment had promised.

In 2000, this company’s corporate governance environment
changed significantly as it increased its issued share capital by 5 percent
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to fund acquisitions, and merged its voting and capital shares into a single
class. As a result, its shareholder base became much more dispersed, with
only one pension scheme holding more than 5 percent of the share capi-
tal. The geographical distribution of shares also shifted. 30 percent of
investors were now based in continental Europe, while 56 percent were
based in either the UK or US. Despite this change in share ownership,
there was still strong evidence of a commitment to partnership with its
employees. In 2000, the group launched a new human resource strategy
as ‘a core element’ of the group’s business strategy, and set up a corporate
HR function ‘to strengthen its employee development efforts.’ Accord-
ing to a 2001 interview with the UK Finance Director, changing share
ownership was not a negative factor for partnership because ‘new
investors know what they are buying into’.

Other cases also suggest that mature, ‘proactive’ partnership can
be developed and maintained within the UK corporate governance envi-
ronment. In practice, the relationship between partnership in
employment relations and the takeover process is a complex one. In one
such case, a key acquisition of one UK utility by another which took place
in the mid-1990s was facilitated by the bidder’s pro-partnership stance to
relations with employee representatives. The takeover battle was bitterly
fought. The bidder initiated the bid by making an offer to purchase
shares in the target company at a premium of almost 40 percent over the
then market price. Halfway through the bid process, the target
announced that it would be cutting 17 percent of its workforce in the
then financial year, a figure equivalent to over 500 jobs, 200 or so more
than had previously been expected. In the event it went even further, dis-
missing nearly 1,000 workers while the bid was in progress, including 500
in one day. However, this did not prevent the vast majority of its share-
holders accepting the offer tabled by the bidder, which duly took control.
The bidder’s human resource strategy was the key to its bid: ‘[we] use our
trade unions … to talk with the local unions and say “we know you don’t
like the idea of being taken over. We don’t like the idea of you being
taken over. But if you’re going to be taken over, it’s better that it’s these
guys because they know what they’re going to do and they’ll treat you
firmly but very fairly”‘. Hence, in this case, the hostile takeover was used
to import the partnership philosophy into an organization that was previ-
ously opposed to the concept. After the bidder completed its acquisition,
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it reintroduced union recognition arrangements that the previous man-
agement had removed following privatization, and then engaged on a
major programme of investment in retraining. This is not a unique case
(see generally Deakin, Hobbs, Konzelmann and Wilkinson, 2001).

The picture emerging from the Cambridge studies is that the
impact of corporate governance mechanisms on human resource man-
agement is more variegated in practice than a narrow focus on legal and
regulatory provisions would suggest. There is space for bargaining ‘in
the shadow of the law’ which can result in innovative forms of engage-
ment between stakeholders. Similar research in the US likewise stresses
the possibility, of labour-management partnerships in shareholder-orien-
tated systems, but also their vulnerability (Konzelmann, 2002). One of
the most important cases is that of Saturn, the US vehicle manufacturer
which was set up as an experiment in partnership between General
Motors and the United Auto Workers union (Kochan and Rubinstein,
2000; Rubinstein and Kochan, 2001). One of the messages of the Saturn
experiment is that there is a still unresolved tension between the priority
granted to shareholder interests by the US corporate governance system,
and efforts to build labour-management partnerships which will endure
over time. The ambivalence of the wider GM management and of the
UAW leadership towards the idea of industrial partnership are indicative
of an environment which is hostile to this form of economic
cooperation.

Squaring the circle?  Shifts in the attitude
of institutional investors

There are signs, however, that the system of ‘outsider’ shareholder
control which until now has predominated in the US and Britain is begin-
ning to shift. There is evidence not only that the influence of institutional
investor activism on corporate governance practices is growing, but that
it is incentivising managers to pursue competitive strategies in a more
stakeholder-orientated way with the aim of promoting long-term share-
holder value. The regulatory framework has a role to play here. One of
the key UK corporate governance reports of the 1990s, the Turnbull
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report, emphasized internal audit as a means of managing corporate risks
(ICAEW, 1999). This view was based on the premise that corporate
compliance with a variety of external regulatory controls and liability
regimes was ultimately linked to the maintenance of shareholder value.
In similar vein, a key part of the agenda for law reform laid out by the
DTI’s Company Law Review which was completed in 2002 was the gen-
eration of reporting and accounting processes which would enable
investors to make an informed decision on the capacity of companies to
deal effectively with stakeholder issues. The Company Law Review’s rec-
ommendation for greater disclosure by companies of information
relating to issues of social and environmental responsibility, through the
proposed operating and financial review (Company Law Review, 2000:
180-193; 2001: 49-54), aimed to enable shareholders and other stake-
holders to make better informed judgments on non-financial aspects of
corporate performance. In turn, investors were being encouraged in a
variety of ways to place greater weight on voice and less on exit in their
relations with companies. Legislation passed in 1999 and coming into
force in 2001 required pension funds to treat their right to vote on com-
pany resolutions as a fiduciary asset, and thus to publicize and in some
circumstances justify their voting record, was a part of this process, as
were related recommendations of the Myners report on institutional
investment (Myners, 2001). In these different ways, corporate gover-
nance policy at the end of the 1990s was running strongly in the direction
of an effort to equate the shareholder interest with that of society as a
whole.

Traditionally, UK institutional investors have not engaged actively
with the companies whose shares they held. This is for a variety of rea-
sons, including reluctance to lose market liquidity as a result of being
locked into a particular investment relationship, and the fear of breaching
stock market rules relating to collusion and insider dealing. The normal
pattern has therefore been for investors to sell up as the principal
response to poor managerial performance (with periodic hostile takeover
bids providing opportunities to reap the occasional substantial premium
over the regular market price) and to intervene selectively at ‘crisis points’
when, for example, a company need to go to the market to raise fresh
capital, or where informal dealings take place with management ‘behind
the scenes’ (Black and Coffee, 1994).
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The leading example of a new-style activist fund which engages
more proactively with companies is Hermes Investment Management Ltd.
Hermes is currently one of the largest pension fund managers in Britain,
controlling on behalf of its clients approximately 1.2 percent of all the
shares on the FTSE All Share Index. It is one of the few large pension
fund managers that is not owned by a bank or large financial institution;
rather, it is owned by, and is the principal fund manager for, the UK’s
largest pension scheme, that of British Telecommunications plc. It also
manages pension scheme portfolios for the Post Office (Consignia) and
a number of other major corporate and public employers. This inde-
pendence is said to allow Hermes to avoid a range of potential conflicts
of interest which affect investment funds which are part of wider bank-
ing groups.

Hermes is the first major investment institution in the world to
have established an activist investment fund, Hermes’ UK Focus Funds.
This fund invests in companies that are poorly performing but funda-
mentally sound with the aim of improving performance and delivering
long-term shareholder value through better management and corporate
governance. In this process, a team of specialist professionals liaise
closely with fund managers to monitor company direction and
performance.

Whereas, as we have seen, institutional investors typically do not
become involved in the direction of the companies in which they invest,
Hermes’ fundamental belief is that companies with concerned and
involved shareholders are more likely to achieve superior long-term
returns than those without. As a result, Hermes actively involves itself in
working together with managers and directors in all companies in which
it invests to ensure that long term shareholder interests are prioritized. In
its Statement of UK Corporate Governance and Voting Policy 2001, Hermes sup-
ports a framework for corporate governance in which directors of public
companies and shareholders as owners can together work to maximize
long-term shareholder value. In this context, although Hermes itself
uses the language of enlightened or long-term shareholder value, its con-
viction that ‘a company run in the long-term interests of its shareholders
will need to manage effectively relationships with its employees, suppli-
ers and customers’ is compatible with the attempts of some of the
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Cambridge case study organizations to appeal to long-term investors.
While it remains to be seen how far the Hermes example is followed in
the future, it arguably represents a new stage in the evolution of share-
holder ownership and in relations between corporate management and
institutional shareholders.

Conclusion

From the point of view of productive relations and processes at
the level of the enterprise, the key significance of corporate governance
and related forms of regulation is to set the time period over which coop-
erative strategies can be played out between the different stakeholders.
Certain rules and practices within corporate governance shorten time
horizons by enabling shareholders to use the threat of exit to extract
rents from the enterprise. Opportunistic takeover bids may provide the
occasion for this, as do falls in stock market value which put companies
at risk of takeover. However, other elements in the regulatory frame-
work can lengthen time horizons. In the insider-orientated systems, this
is done by a number of techniques including the direct incorporation of
stakeholder voice into corporate structures and processes. The clearest
illustration of this is the two-tier board structure which operates in Ger-
many and certain other continental European systems. At first sight, few
such mechanisms exist in the outsider-orientated systems. Here, how-
ever, practices and strategies are being adopted which encourage
shareholders to take a long-term view of their investments. Taking a
high-value added approach to training and investment in human capital
can be part of a managerial strategy to build shareholder loyalty. Con-
versely, some institutional shareholders may consciously set out to
provide a stable investment environment within which management is
provided the space and opportunity to develop creative responses to
external pressures. This configuration of circumstances is compatible
with enduring labour-management partnerships. Where, by contrast,
these external and internal conditions are absent, partnership arrange-
ments are highly vulnerable to a breakdown of trust between the parties.
In Britain and the US, the environment, at least for the time being,
appears hostile to such efforts at consensus building. But as we have
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seen, nothing is constant in this field, and the foundations of a new
approach which reconciles shareholder value with the needs of society
for sustainable and socially responsible enterprise have already been laid.
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Chapter Three
Capabilities and Social Rights

Introduction

One of the signs of renewal in labour market institutions is the
emergence of a new language of social rights. This discourse involves a
realignment of the relationship between social rights and the market.
The idea of social rights was on the margins of the mid twentieth century
welfare state, which was focused instead on collective provision of social
goods through direct governmental action. The form of state provision
of health, housing and education mirrored its function, which was to
compensate for inequalities resulting from market forces. A similar
rationale was offered for collective bargaining and employment protec-
tion legislation, which were meant to provide countervailing power to set
against the superior bargaining strength of the employer. Today, this
emphasis is gradually being reversed. With direct state provision of
social goods and collective bargaining both in decline, legal and constitu-
tional mechanisms are increasingly being used to assert social claims. As
social claims are framed in the language of civil and political rights, they
become accommodated to certain aspects of a liberal economic logic.
This is a process with unsettling and unpredictable effects. On the one
hand, market discourses, based on notions of contract, competitiveness
and efficiency, enter the field of labour and social law. On the other,
market relations are infused by notions of equality of access to economic
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resources drawn from the jurisprudence of social rights. On both
counts, the familiar division between the ‘social’ and the ‘economic’ is
ceasing to be a meaningful point of reference.

The question posed by these developments is whether social
rights, so conceived, offer a way out of an impasse created by the
neoliberal critique of the traditional welfare state. That critique gained
much its force precisely by highlighting the tension, or, as the critique
would have it, contradiction, between the social and economic spheres
which characterized the post-1945 settlement. The blind spot of
neoliberalism, in its turn, is its inability to analyse the necessary role of
regulation in a market context. This has resulted in the self-evident con-
tradictions of policies of ‘deregulation’: the goal of a perfectly
competitive market order necessitates the invention of ever more forms
of state intervention into market processes. The process is self-defeating
but also potentially endless, simply because the goal is unattainable.

Three contrasting views of social rights provide us with a way into
these issues: T.H. Marshall’s seminal account of the relationship between
civil, social and political rights, written at the high point of the welfare
state in the late 1940s; F.A. Hayek’s critique of social legislation, which
paved the way for the neoliberal reforms of the 1980s and 1990s; and
Amartya Sen’s ‘capabilities approach’, which, without endorsing a partic-
ular substantive conception of social rights, has come to be seen as
offering a potential foundation for alternatives to deregulatory policies.
A brief review of these contributions is followed by an attempt to locate
the capabilities approach in the concrete setting of contemporary social
legislation, using the example of sex discrimination laws and minimum
wage regulation.

T.H. Marshall’s account of social rights

Social rights may be generally understood as claims on resources in
the form of income, services or employment. In T.H. Marshall’s classic
and still influential formulation in his 1949 Cambridge lectures, Citizen-

ship and Social Class, social rights were distinguished from ‘civil’ and
‘political’ rights. Civil rights were ‘rights necessary for the individual
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freedom – liberty of the person, freedom of speech, thought and faith,
the right to own property and to conclude valid contracts, and the right
to justice’. Political rights were characterized in terms of ‘the right to par-
ticipate in the exercise of political power, as a member of a body invested
with political authority or as an elector of the members of such a body’.
Social rights were loosely defined, but according to Marshall covered a
wide range of entitlements ‘from the right to a modicum of economic
welfare and security to the right to share to the full in the social heritage
and to live the life of a civilised being according to the standards prevail-
ing in society’ ([1950] 1992: 8).

Two conclusions followed from this characterization. The first
was that social rights operate in tension with the market order. Civil
rights, Marshall thought, were ‘intensely individual, and that is why they
harmonized with the individualistic phase of capitalism’ (1992: 26). The
social rights of the twentieth century, by contrast, displaced the market,
at least to a certain degree: the process of ‘incorporating social rights in
the status of citizenship’ involved ‘creating a universal right to real
income which is not proportionate to the market value of the claimant’
(1992: 28). This gave rise to what Marshall called ‘a basic conflict
between social rights and market value’ (1992: 42).

Yet Marshall was also aware that social rights can be viewed in a
different sense, as part of the market order:

‘Social rights in their modern form imply an invasion of contract
by status, the subordination of market price to social justice, the
replacement of the free bargain by the declaration of rights. But
are these principles quite foreign to the practice of the market
today, or are they there already, entrenched within the contract
system itself? I think it is clear that they are.’ (1992: 40)

In Citizenship and Social Class, this claim was followed by a discus-
sion of the evolution of collective bargaining, which stressed its dual
nature as ‘a normal peaceful market operation’ which gives expression to
‘the right of the citizen to a minimum standard of civilized living’. How-
ever, Marshall later concluded that whatever else the post-war welfare
state settlement had achieved, ‘the basic conflict between social rights
and market value has not been resolved’ (1992: 42).
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The second conclusion Marshall drew was that the legal form of
social rights differed from that of civil and political rights. More pre-
cisely, they lacked a clear juridical status; it seems that Marshall did not
expect the courts to play a prominent role in articulating social claims.
The institutions Marshall associated most closely with social rights were
‘the educational system and the social services’ (1992: 8). He also sug-
gested that in relation to the receipt of welfare services, ‘the rights of the
citizen cannot be precisely defined… A modicum of legally enforceable
rights may be granted, but what matters to the citizen is the superstruc-
ture of legitimate expectations’ (1992: 34). This was in contrast to civil
rights which he saw as ‘an eighteenth century achievement… in large
measure the work of the courts’. In this respect, Marshall reflected the
emphases of his own time: when Citizenship and Social Class was written
(1949), social rights were almost invariably seen as the product of legisla-
tive action and, increasingly, of bureaucratic provision, leaving the courts
on the margins.

Hayek’s critique of social legislation

F.A. Hayek’s theory of spontaneous order, outlined in the course
of the 1970s in the three volume work Law, Legislation and Liberty, took up
the theme of the conflict between social rights and the market, but
sought to resolve it by reasserting the sphere of private law at the expense
of social legislation. Hayek’s account, while highly critical of the welfare
state, was nevertheless not based on a denial of the importance of law in
shaping social institutions. Hayek believed that economic behaviour pre-
supposes the existence of a body of social and legal norms, which serve
to coordinate the expectations of individual agents. His ‘market order’
rests on rules of a particular kind, the ‘abstract rules of just conduct’,
which Hayek associated with private law. Private law and the market are
mutually supportive elements of a ‘spontaneous order’ which is both the
foundation of a society’s well being and also the necessary condition for
the freedom of its individual members. Social legislation, by contrast,
interferes with the abstract rules of just conduct in a way which under-
mines personal autonomy and the well being of society.
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The market is a type of system or ‘order’ in the sense of being ‘a
state of affairs in which a multiplicity of elements of various kinds are so
related to each other that we may learn from our acquaintance with some
spatial or temporal part of the whole to form correct expectations con-
cerning the rest, or at least expectations which have a good chance of
proving correct’ (Hayek, 1973: 36). For this purpose, an essential distinc-
tion is drawn between ‘spontaneous order’ or (in Hayek’s terminology)
cosmos, on the one hand, and a made or imposed order, taxis, on the other.
A taxis is an order which is purpose-orientated and is the result of con-
scious planning or organization; as such, there is a limit to the degree of
complexity which it can achieve. By contrast, ‘very complex orders,
comprising more particular facts than any brain could ascertain or
manipulate, can be brought about only through forces inducing the for-
mation of spontaneous orders’ (ibid., 38).

The distinction between cosmos and taxis corresponds to a distinc-
tion between types of norms, that is, between the abstract rules of just
conduct (nomos) and the rules of organization (thesis). Although a sponta-
neous order cannot be consciously planned, it nevertheless depends on
the abstract rules of just conduct in the sense that ‘the formation of spon-
taneous orders is the result of their elements following certain rules in
their responses to their immediate environment’ (ibid., 33). The princi-
pal features of the rules of just conduct are firstly, that they are
purpose-independent; secondly, that they apply generally across a large
range of cases and situations whose nature cannot be known in advance;
and thirdly, that ‘by defining a protected domain of each, [they] enable an
order of actions to form itself wherein the individuals can make feasible
plans’ (ibid., 85-86). By contrast, the rules of organization are concerned
with the internal ordering of governmental and similar bodies; they are
‘designed to achieve particular ends, to supplement positive orders that
something should be done or that particular results should be achieved,
and to set up for these purposes the various agencies through which gov-
ernment operates’ (ibid., 125). Here ‘the distinction between the rules of
just conduct and the rules of organisation is closely related to, and some-
times explicitly equated with, the distinction between private and public
law’ (ibid., 132).
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This distinction is important because in Hayek’s view, public law
cannot substitute for private law as the basis for a spontaneous order; nor
can the two forms be combined. This is because private law respects,
where public law does not, the autonomy and capacity for action of
individuals:

‘It would... seem that wherever a Great Society has arisen, it has
been made possible by a system of rules of just conduct which
included what David Hume called ‘the three fundamental laws of
nature’, that of stability of possession, of its transference by consent, and of

the performance of promises, or... the essential content of all contempo-
rary systems of private law.’ (Hayek, 1976: 140)

Although he does not undertake a detailed examination of juridical
structures, Hayek implies that the relationship between contract, prop-
erty and tort is determined by their respective roles in defining and
protecting the autonomy of individual agents. Private law is the precon-
dition of the market order in the sense that without it, individuals would
not be free to use their own information and knowledge for their own
purposes. Although market transactions may be supported by conven-
tions or social norms which are the consequence of interaction between
individuals, these norms are not sufficient for the preservation of the
spontaneous order of the market ‘in most circumstances the organisation
which we call government becomes indispensable to assure that those
rules are obeyed’ (Hayek, 1973: 47). Hence the exercise of ‘coercion’ or
legal enforcement of norms is justified within a spontaneous order
‘where this is necessary to secure the private domain of the individual
against interference by others’ (ibid., 57). While a given rule of just con-
duct almost certainly has a spontaneous origin, in the sense that
‘individuals followed rules which had not been deliberately made but had
arisen spontaneously’ (ibid., 45), such rules do not lose their essential
character merely by virtue of being systematized: ‘[t]he spontaneous
character of the resulting order must therefore be distinguished from the
spontaneous origin of the rules on which it rests, and it is possible that an
order which would still have to be described as spontaneous rests on
rules which are entirely the result of deliberate design’ (ibid., 45-46).

Public or regulatory law, by contrast, is understood to consist of
specific commands and directions which, in aiming at certain substantive
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redistributions of resources, undermine the autonomy of economic
agents. What is illegitimate and counter-productive, in Hayek’s view, is
not legal ordering of the market as such – this is essential at the level of
the rules of private law – but rather the application of public law to the
regulation to the market, understood as a spontaneous order. The law
can most appropriately support economic progress by protecting private
property rights and by ensuring that returns accrue to those who make
investments in the process of discovery. This is so even though certain
gains may accrue by chance, leaving some agents with ‘undeserved disap-
pointments’ (Hayek, 1976: 1127). Ex-post redistribution of resources
blunts incentives for individuals to invest in their own skills and efforts.

Hayek did not suggest that legal intervention, for example for the
enforcement of property and contract rights, is unnecessary and illegiti-
mate. On the contrary, he accepted the occasionally ‘coercive’ character
of private law. Nor did he claim that the techniques of public law could
never be legitimately deployed. Nor, even, were forms of legislative
intervention in market activity deemed to be inappropriate. Hayek
excluded from condemnation legislation which involved ‘the removal of
discriminations by law which had crept in as a result of the greater influ-
ence that certain groups like landlords, employers, creditors, etc., had had
on the law’ (1973: 141); he also accepted a role for ‘the provision by gov-
ernment of certain services which are of special importance to some
unfortunate minorities, the weak or those unable to provide for them-
selves’ (1973: 141-142). But he drew the line at a ‘third kind of “social”
legislation’, whose aim is ‘to direct private activity towards particular ends
and to the benefit of particular groups’, and referred in this context to the
UK Trade Disputes Act 1906 and to legislation of the US New Deal.
Here, it was precisely the ‘progressive replacement of private law by
public law’ which was the source of difficulty (1973: 142-143).
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Amartya Sen’s capabilities approach2

In Hayek’s account of the role of law in market ordering, it is the
institutions of private law – in particular, property and contract – which
guarantee to individuals the conditions for their effective participation in
the market. However, this conception is inadequate to the task of
explaining the persistence of inequalities whose effects on markets, and
the labour market in particular, cannot simply be dismissed as ‘unde-
served disappointments’. It is possible to argue from within the theory of
spontaneous order, as Robert Sugden has done, that for the market to
generate social well being it is necessary not simply to have a system of
property rights, but for individuals to have endowments in the sense of
items of value which are tradable – ‘the market has a strong tendency to
supply each person with those things he wants, provided that he owns things

that other people want, and provided that the things he wants are things that other peo-

ple own’ (1998: 492, emphasis added). Another way of putting this is to say
that the market has no inbuilt tendency to satisfy the wants of those who
do not have things that other people want.

Extremes of inequality have the effect of excluding certain groups
from the market altogether. The result is not just that these individuals
no longer have access to the goods which the market can supply; the rest
of society also suffers a loss from their inability to take part in the system
of exchange. Resources which could have been mobilized for the benefit
of society as whole will, instead, remain unutilized. The logic of this posi-
tion, as Sugden makes clear (1998: 493), is that redistribution is needed
not to reverse the unpleasant results of the market, but rather to provide
the preconditions for the market working in the first place. Although
Sugden does not put it in such terms, one implication of his approach is
that many of the redistributive and protective rules of labour law and the
welfare state have a market-creating function. The tension between
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social rights and the market cannot be abolished by simply reducing the
scope of the former in favour of the latter.

A market-creating role for social rights is one possible implication
of the ‘capabilities approach’ developed by Amartya Sen in a series of
works including Commodities and Capabilities (1985) and Development as Free-

dom (1999). Sen describes individual well being in terms of a person’s
ability to achieve a given set of functionings. In this context, ‘the ‘con-
cept of ‘functionings’… reflects the various things a person may value
doing or being. The valued functionings may vary from elementary ones,
such as being adequately nourished and being free from avoidable dis-
ease, to very complex activities or personal states, such as being able to
take part in the life of the community and having self-respect… A ‘capa-
bility’ [is] a kind of freedom: the substantive freedom to achieve
alternative functioning combinations’ (Sen, 1999: 75).

An individual’s capability is to some degree a consequence of their
entitlements, that is, their ability to possess, control and extract benefits
from a particular commodity. An individual’s feasible set of utilization
functions is therefore constrained by the limits upon their own resources.
However, there are also non-choice factors affecting functioning, for
example, an individual’s metabolic rate which is a consequence of their
physical state. The state of an individual’s knowledge may also be a
non-choice factor, although this can be improved by education. Here the
element of choice may lie elsewhere, at the collective or societal level, that
is to say, with policy makers, government officials, and judges. The same
questions arise in the choice of commodities. Apart from the resources
available to an individual, their capability to make use of a commodity
may depend at a fundamental level upon access to a legal system which
recognizes and guarantees protection of contract and property rights, but
also upon access to health care, education and other resources which
equip them to enter into relations of exchange with others.

Sen’s ‘capabilities approach’ envisages a central role for what he
calls conversion factors. A person’s capability to achieve a particular range of
functionings is determined by characteristics of their person (such as their
metabolism or biological sex), their society (such as social norms, legal
rules and legal-political institutions), and their environment (which could
include climate, physical surroundings, and technological infrastructure).
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In this context, a key role for social rights is to act as conversion factors
which extend the range of alternative functionings available to individu-
als. In particular, social rights may serve to institutionalise the process of
formation of capabilities. By re-orientating social rights in this way, we
may go some way to resolving the tension between social rights and the
market order which is apparent, in different ways, in the work of T.H.
Marshall and F.A. Hayek.

Social rights as a means of institutionalizing
capabilities: the examples of anti-discrimination
law and minimum wage legislation

If capabilities are a consequence not simply of the endowments
and motivations of individuals but also of the access they have to the pro-
cesses of socialization, education and training which enable them to
exploit their resource endowments, then by providing the conditions
under which access to these processes is made generally available, mech-
anisms of redistribution may be not just compatible with, but become a
precondition to, the operation of the labour market. In this way, social
rights may play a pivotal role in providing an institutional foundation for
individual capabilities.

This point may be illustrated by considering laws against sex dis-
crimination. A conventional economic view of laws which protect
women against dismissal on the grounds of pregnancy would be as fol-
lows. From the viewpoint of enterprises which would otherwise dismiss
pregnant employees once they become unable to carry on working as
normally, such laws impose a private cost. These enterprises may
respond by declining to hire women of child-bearing age who will, as a
result, find it more difficult to get jobs. If this happens, there may be an
overall loss to society in terms of efficiency, because resources are
misallocated and under-utilized, as well as a disadvantage to the women
who are unemployed as a result.

An alternative way of thinking about discrimination against preg-
nant workers is as follows. In the absence of legal protection against this
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type of discrimination, women of child-bearing age will not expect to
continue in employment once (or shortly after) they become pregnant. It
is not necessary for all market participants to make a precise calculation
along these lines; rather, a norm or convention will emerge, according to
which pregnant women expect to lose their jobs and their employers
expect to be able to dismiss them without any harm attaching to their
reputation. The overall effect is that investments in skills and training are
not undertaken, making society worse off as a result. Women workers
will have an incentive not to make relation-specific investments in the
jobs which they undertake. In an extreme situation, they may withdraw
from active participation from the labour market altogether, and norms
may encourage this too – as in the case of the ‘marriage bar’ norm,
according to which any woman who married was expected thereupon to
resign her position. This norm was widely observed, for example, in the
British public sector up to the 1950s and, in the case of some local
authorities, was enshrined in regulations.

What is the effect of the introduction of a prohibition on the dis-
missal of pregnant women under these circumstances? In addition to
remedying the injustice which would otherwise affect individuals who
are dismissed for this reason, a law of this kind has the potential to alter
incentive structures in such a way as to encourage women employees to
seek out, and employer to provide training for, jobs involving rela-
tion-specific skills. The demonstration effect of damages awards against
employers may over time lead to a situation in which the norm of auto-
matic dismissal is replaced by its opposite. Stigma attaches to those
employers who are flout the law. As more employers observe the new
norm as a matter of course, it will tend to become self-enforcing, in a way
which is independent of the law itself. Conversely, more women will
expect, as a matter of course, to carry on working while raising families,
in a way which may have a wider destabilizing effect on the set of conven-
tions which together make up the ‘traditional’ household division of
labour between men and women.

Pregnancy protection laws, therefore, can be seen a form of insti-
tutional support for individual capabilities. In other words, they provide
the conditions under which, for women workers, the freedom to enter
the labour market becomes more than merely formal; it becomes a
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substantive freedom. This effect is not confined to laws in the area of
equality of treatment. Consider laws which set minimum wages or which
otherwise establish legally-binding wage floors (such as the principle
known as ‘inderogability’ in Italian labour law and observed in some
form in most continental labour law systems, although not well repre-
sented in the British labour law tradition (see Wedderburn, 1992). These
laws have been the subject of severe criticisms from economic and legal
commentators (Ichino and Ichino, 1998). The objection made against
them is that they artificially raise wages above the market clearing level,
thereby reducing demand for labour and excluding the less able from
access to the labour market. By doing so, they potentially infringe the
basic constitutional right to work in systems which recognize that
concept.

This argument assumes that a ‘free’ labour market more or less
accurately allocates wages to workers according to their relative produc-
tivity. As explained above, there are spontaneous forces at work in the
labour market which make this unlikely. In an unregulated or ‘free’
labour market without effective labour standards, wage rates are only
weakly linked, at best, to the comparative productivity of workers (Craig
et al., 1985). By removing protective legislation which has a general or
‘universal’ effect, protecting all labour market entrants, deregulation
directly undermines the capabilities of those individuals who are at most
risk of social exclusion through discrimination and the undervaluation of
their labour. The de-motivation of those who find themselves excluded
from access to productive employment is met by ever-increasing pres-
sure on them to take jobs at any cost. This takes the form of measures
within social security law which discipline the ‘voluntarily’ unemployed
by, for example, withdrawing benefits from individuals who refuse to
accept jobs offering low-standard terms and conditions of employment.
On the demand side, employers are encouraged to take on the unem-
ployed by subsidy schemes which top up low wages. This exacerbates
the effect of removing the incentives for training and investment in
human capital which flow from a legal requirement for employers to pay
a minimum wage. All these developments are well documented in the
case of the British experience of deregulation which reached its high
point in the early 1990s (Deakin and Wilkinson, 1991).
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By contrast, legislation setting a floor to wages and terms and con-
ditions of employment in effect requires firms to adopt strategies based
on enhancing the quality of labour inputs through improvements to
health and safety protection, training and skills development. This form
of labour regulation may therefore be expected to have a positive impact
on incentives for training. Minimum wage laws are therefore another
means of enhancing capabilities, in the sense of improving the substan-
tive labour market freedoms of workers.

Resolving the form and function of social rights

Sen’s capabilities approach offers a new way of assessing and eval-
uating legal, social, political, and economic interactions (Salais, 1999).
Individuals’ well-being and substantive freedoms are analysed through
an examination of their capability sets, understood as their ability to max-
imize their potential functionings. Nevertheless, the capabilities
approach is not a full theory of justice; Sen states that ‘[i]t is not clear that
there is any royal road to evaluation of economic or social policies’ (Sen,
1999: 84). Rather, it can be used as an evaluative tool or space in which to
assess individual’s freedoms or potential. Sen’s insistence that there is no
universally-applicable, prescriptive list of functionings and capabilities
means that attention is focused instead on social choice procedures by
which the content of capability sets can be collectively determined in par-
ticular contexts. A social choice procedure which aims to bring about
greater equality of capability needs to focus on those mechanisms or con-
version factors by which endowments in the form of human and physical
capital are translated into capabilities and functionings. From this per-
spective, while the capabilities approach need not in itself offer a
definitive account of the content of social rights, it does provide us with a
normative framework of point of reference from which to compare
different policy proposals.

In particular, the capabilities approach may be useful in helping to
resolve some long-standing problems concerning the juridical form of
social rights. According to Antonio Lo Faro (2000: 152), ‘the notion of
social rights can refer to a series of predominantly, but not exclusively,
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financial benefits bestowed by the public machinery within the context
of social policies of the redistributive type’. The problem with this idea,
as he notes, is that many of the ‘rights’ in question depend, for their real-
ization, on certain economic and political conditions which are
independent of the legal form of the benefits or claims in question. The
idea of the ‘right to work’ can be cited as one example of this problem; its
effective realization appears to depend upon external economic condi-
tions or, perhaps, on various kinds of government action, which the legal
system is more or less powerless to affect.

Lo Faro’s critique should not be taken to justify a clear-cut division
between social rights on the one hand and political/civil rights on the
other. The enforcement of civil rights also depends on the existence of a
legal infrastructure, in the form of courts and enforcement agencies,
which at a fundamental level requires government intervention. More
generally, it rests upon the widespread recognition within a society of
conventions of property and contract, which are taken for granted at the
level of everyday economic interaction. While there is a complex link
between formal institutions, on the one hand, and the emergence of
these tacit conventions on the other, it is not feasible to suppose that the
latter can exist wholly without reference to the former. This is a basic
observation of the process of industrial development which is now
widely acknowledged in debates concerning the appropriate legal
framework for economic growth.

Lo Faro’s observations are orientated towards a different issue,
namely the appropriate balance between substantive and procedural
norms. The ‘substantive’ version of social rights may be contrasted, Lo
Faro suggests, with a ‘procedural’ version which has the two-fold merit
of avoiding the neoliberal association of social rights with economic
‘costs’, and stressing the links between social rights and participative
democracy. This version takes, as its concrete form, constitutional guar-
antees of freedom of association and collective representation. There is
an important connection here to the idea of a social choice procedure of
the kind which Sen sees as providing the most appropriate basis for the
achievement of equality of capability. In the particular context of the
contemporary process of European integration, any such procedure is
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required to address the need to locate social rights within the logic of
market integration.

The goal of providing individuals with a certain minimum set of
capabilities provides us with a different criterion against which to judge
public policy interventions from that which we can derive from an
approach based on welfare economics. From the point of view of the lat-
ter, once the conditions are in place for voluntary exchange, intervention
can only be justified if there is clear evidence of externalities. In addition,
policy makers must be confident that intervention will not make matters
worse. The capabilities approach, by contrast, aims to provide individu-
als with more than purely formal guarantees of market access of the kind
provided by contract and property rights. For access to be meaningful, a
number of additional, institutional preconditions have to be met.

In this context, the capabilities approach is helpful for providing us
with a particular way to think about social rights with respect to market
processes. Social rights may be thought of in one of two ways: either as
claims to resources, such as social security payments; or as rights to take
part in forms of procedural or institutionalised interactions, such as those
arising out of collective bargaining or corporate governance. When
social rights take the form of claims on resources, they are the equivalent
of commodities which individuals can convert into potential or actual
functionings. When they take the form of proceduralised rights, they
come close to what Sen calls ‘social conversion factors’, that is, social or
institutional settings which shape the set of possibilities open to individu-
als in terms of achieving their goals. Social rights shape the institutional
environment in such a way as to enable all (or more) individuals to con-
vert endowments in the form of human and physical assets into positive
outcomes.

The goal of equality of capability can therefore structure our dis-
course on social and economic policy, without dictating the form of any
particular programme. Thus the precise content of those social rights
which would be compatible with the capabilities approach remains open.
The means by which equality of capability might be achieved would vary
from direct state provision of resources to reshaping of collective institu-
tions and voluntary action to refashion widely-held norms. The
effectiveness of this process is to be judged by a procedural criterion: in
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other words, the content of social rights emerges through a con-
text-dependent process of social learning, instead of being dogmatically
asserted. An understanding of social rights which incorporates the capa-
bilities approach is intrinsically complementary to those market
processes which promote social learning in this sense.

The role of social rights in market processes

An illustration of this process in action is the use of social rights to
further the agenda of market integration in the context of the European
Union. Social rights establish the ‘architecture’ within which procedural
solutions are sought. This can be seen from a consideration of decisions
in which the Court of Justice has attempted to resolve potential conflicts
between the social policy provisions of the EC Treaty, and those parts of
the Treaty which are concerned with free movement of economic
resources and the removal of restrictions and distortions of competition.
In United Kingdom v. Council (Working Time) (1996) the Court gave a broad
reading to the term ‘working environment’ in Article 118a of EC Treaty
(now in Article 137), holding that ‘a broad interpretation of the powers
which Article 118a confers upon the Council for the protection of the
health and safety of workers’ was appropriate (see Barnard and Deakin,
1999). In Albany (1999) the Court’s decision that collective agreements
were not, as such, subject to review under the competition policy provi-
sions of the Treaty, was based on an analysis which recognized the strong
encouragement given by the Treaty itself to collective bargaining, in the
form of Article 118 (now Article 138) and the provisions of the
Maastricht Agreement on Social Policy (now part of Article 137) (see
Barnard and Deakin, 2000). What the Court was doing, in each case, was
to use the social policy provisions of the Treaty to guide the process of
regulatory competition; in the one case, the Council itself, and, in the
other, the social partners, could legitimately act to regulate terms and
conditions of employment, without infringing the economic freedoms
which the Treaty also guarantees.

A similar ‘market steering’ process is apparent in the linking of
social rights to mechanisms of corporate governance which is major
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theme of the recent revival in interest in the idea of corporate social
responsibility. Corporate social responsibility (CSR) was identified as an
appropriate area for intervention at EU level at the Lisbon summit in
March 2000, which stressed its links to the goal of building a ‘dynamic,
competitive and cohesive knowledge-based economy’. The EU is not
alone in highlighting this issue: other prominent recent initiatives include
the United Nation’s Global Compact, adopted in 2000; the ILO’s Tripartite

Declaration of Principles concerning Multinational Enterprises and Social Policy

(dating back to 1977, but updated in 2000), and the OECD Guidelines for

Multinational Enterprises (2000). In July 2001 the Employment and Social
Affairs Directorate produced a Green Paper on Promoting a European

Framework for Corporate Social Responsibility (Commission, 2001) which
pointed European corporate practice firmly in the direction of a stake-
holder orientation.

CSR has the potential to bridge the gap between social policy and
corporate governance, with some unexpected consequences. In the con-
tinental context, multiple stakeholder groups have been to the fore in
holding corporate management to account. Continental systems may be
moving closer to the shareholder value orientation of UK corporate gov-
ernance. At the same time, the growing CSR movement in the UK holds
out the prospect of humanizing the shareholder value concept, and, as
we saw in chapter two, shifting it in the direction of ensuring greater cor-
porate accountability on social and environmental issues. There are
substantial obstacles to such an outcome in the form of collective action
costs and asymmetries of information in the chain of accountability
between financial analysts, fund managers, and the ultimate beneficiaries
of pension funds and insurance policies, not to mention entrenched
ideological opposition to CSR in parts of the financial and business com-
munity. However, it is precisely this intriguing possibility which the CSR
initiative has now placed on the agenda at both UK and EU level.

The issue of gender equality again provides a concrete context in
which to examine the potential impact of CSR. Although it has had equal
pay legislation since the 1970s, Britain’s record on pay equality lags
behind that of many other European countries. The response of the
British government was to set up a review under Denise Kingsmill with
the task of investigating non-statutory solutions to the pay gap
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(Kingsmill, 2001). The Review concluded that progress could be made
through the mechanism of internal audits of pay and occupational struc-
tures. The form of these audits would in principle enable their results to
be comparable across organizations of different types and sizes. The jus-
tification for the audit process was put in terms of the advantages which
would ensue to organizations as a consequence of their improved man-
agement of human resources. In terms taken from the CSR debate both
in the UK and at EU level, Kingsmill identified three particular types of
organizational risk arising from gender inequality: the costs of
reputational damage in the form of loss of investor and customer confi-
dence; the risk of high-cost litigation over gender discrimination; and the
risk of being unable to attract and retain high calibre employees.

The Kingsmill Review envisaged precisely the kind of learning
process which is relevant to a capabilities-based account of social rights.
If pay audits along the lines envisaged by Kingsmill are carried through,
information about structural barriers to gender equality will be produced,
as will knowledge about the ways in which these barriers are being
addressed. By directly highlighting reputational losses from discrimina-
tory treatment and the financial consequences of employee turnover, the
review aims to induce employers to internalize the social costs of gender
inequality. Corporate governance mechanisms, in particular the pro-
cesses of internal company audit and engagement by institutional
shareholders, are called in aid to promote the same end.

This does not mean that a public discourse about equality is
excluded; far from it. The Kingsmill exercise was launched against the
background of a substantial body of legislation at both UK and EU level
on the issue of sex discrimination, which in turn is underpinned by the
quasi-constitutional guarantees of equal pay and equal treatment which
are contained in the EC Treaty. The possibility of further legislative
intervention exists. The issue here is not whether there should be inter-
vention, but what form it should take. According to the argument I have
presented here, procedural mechanisms may be able to play an important
role in implementing, at a micro level, the objectives of a rights-based
agenda. The aim is to make some forms of social rights effective through
a combination of investor activism and the creation of a market in infor-
mation concerning the social performance of companies. In itself, this
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implies a public-regulatory response to the existing inadequacies of
accounting conventions (which do not yet adequately address the issue of
non-financial reporting) and the availability to companies of strategies
based on low levels of investment in human capital. However, there is
reason to believe that it is through just such a combination of economic
incentives and public encouragement that learning about capabilities will
proceed.

Conclusion

This chapter has argued that we are witnessing a change of funda-
mental importance in the function and form of social rights. Claims to
social resources are increasingly phrased in terms of juridical rights. This
is, in part, a response to the loss of organic solidarity which has accompa-
nied the decline of collective bargaining as a mechanism of
redistribution, and to a weakening in the state’s role of direct service pro-
vider in health, education and related public services. As social rights in
this juridical sense of the term have grown in importance, the issue of
their reconciliation with civil and political rights, and with market-orien-
tated guarantees of economic participation, has become more pressing.
In the practice and philosophy of the mid-twentieth century welfare
state, the tension between social and economic values was recognized,
but was not resolved. It took the advent of neoliberalism to offer one
kind of solution, namely the restriction of social rights in the name of
freeing up the market. Over time, this has run up against the problem
that an account of the market order based exclusively on the mechanisms
of private law cannot be sustained. As the limits of the neoliberal project
become clear, the question of what will replace it acquires new urgency.

It has been suggested that the capabilities approach offers one pos-
sible way forward. It is clear that this conception of social rights contains
within it the potential for tension and contradiction, just as its predeces-
sors did. The purpose of the argument which I have presented here is to
identify the emergence of this conception of social rights at the
micro-level of institutional change and to study some of its implications,
rather than to subject it to a comprehensive critique. Thus for present
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purposes, what is striking about this development is the particular institu-
tional solution which it offers to the apparent conflict between markets
and social rights. In this conception, the primary function of social rights is
to provide the conditions for substantive market access on the part of
individuals, thereby promoting individual freedom but also enhancing
the benefits to society of the mobilization, through the market, of eco-
nomic resources. In terms of form, social rights are constructed around a
particular combination of substantive and procedural norms. In a
multi-level approach, constitutional protections are linked to mar-
ket-based mechanisms for the achievement of policy goals. The work of
further articulating and developing this approach is likely to be a central
task in the renewal of labour market institutions.
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Chapter Four
Globalization and Regulatory
Competition

Introduction

The growth in transnational flows of goods and services which is
one of the core features of globalization depends crucially on a certain
legal and institutional architecture. At an intensifying pace over the past
two decades, national level autonomy in rule-making has been qualified
by transnational economic laws which seek to free up cross-border trade.
The consequence of this process is not simply to increase the level of
transnational economic activity. It creates a new type of market, as states
compete with another to attract and retain scarce economic resources.
The law-making process itself becomes subject to market forces, or regu-

latory competition.

The extension of the market principle into the law-making arena
has clear implications for welfare state regimes. As we noted in chapter
one, the laws and institutions of the post-1945 social policy settlement
were centred on nation states. Moreover, as we saw in chapter three, the
logic of the traditional welfare state regimes was one of controlling the
market and protecting citizens from its effects. Thus it is no surprise that
state-level social regulation should now have become one of the principal
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targets of legal attacks on ‘non-tariff barriers’ to trade and a focus for
concern over the implications of legislative protection for national
‘competitiveness’.

The activities of the World Trade Organization inevitably provide
much of the focus for these issues. At present, there is no consensus on
the issue of incorporating a social clause into international trade agree-
ments. In this chapter I wish to take a different focus on the conflict
between trade and the welfare state. To see how the coming regulatory
competition may operate at global level, we need to look at the experi-
ence of federal systems of law operating within national and
transnational trading blocks. The model of legal globalization was devel-
oped first within nation states. The US experience of inter-state
competition over corporate law in the course of the twentieth century is a
key case study here. It has come to serve as a template for the more radi-
cal models proposed for global trade rules. However, the US experience
is not the only available model. The experience of the European Com-
munity since the late 1950s offers an important, contrasting perspective.
This chapter will focus on a comparison between US and EC practice.
This comparison reveals two models: one based on ‘competitive federal-
ism’ which envisages the convergence of systems around an evolutionary
‘peak’, and one based on ‘reflexive harmonization’ which envisages
continuing divergence of systems and learning between them based on
diversity.

Theoretical starting points: the pure theory of
regulatory competition and its applications

Regulatory competition consists of a process whereby legal rules
are selected and de-selected through competition between decentralized,
rule-making entities, which could be nation states or other units such as
regions or localities. Three beneficial effects are expected to flow from
this process; it allows the content of rules to be matched more effectively
to the preferences or wants of the consumers of laws (citizens and others
affected); it promotes diversity and experimentation in the search for
effective legal solutions; and, by providing mechanisms for preferences
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to be expressed and alternative solutions compared, it enhances the flow
of information on effective law making.

The idea was first applied to the production of local public goods
(Tiebout, 1956). Here, competition operates on the basis of mobility of
persons and resources across jurisdictional boundaries. Local authorities
compete to attract residents by offering packages of services in return for
levying taxes at differential rates. Consumers with homogenous wants
then ‘cluster’ in particular localities. The effect is to match local prefer-
ences to particular levels of service provision, thereby maximizing the
satisfaction of wants while maintaining diversity and promoting informa-
tion flows between jurisdictions. Laws, similarly, can be seen as products
which jurisdictions supply through their law-making activities, in response
to the demands of consumers of the laws, that is, individuals, companies
and other affected parties.

Regulatory competition, in its various forms, requires a particular
division of labour between different levels of rule-making. It cannot
work unless effective regulatory authority is exercised by entities operat-
ing at a devolved or local level. Law-making powers should be conferred
on lower-level units, subject only to the principle that there must be some
level below which further decentralization becomes infeasible because of
diseconomies of scale. But there is also a role for a federal or transna-
tional body which involves superintending the process of competition
between the lower level units. Individual units could shut down competi-
tion unilaterally, either by placing barriers to the movement of the factors
of production beyond their own territory, or by denying access to incom-
ing capital, labour and services, or both. Hence the central or federal
authority has the task of guaranteeing effective freedom of movement.
But this task, in and of itself, may well require active interventions of
various kinds.

In Tiebout’s pure theory, freedom of movement is assumed for the
purpose of setting up the formal economic model. The model does not
aim to explain the institutional underpinnings of mobility (such as the
mechanics of the principle of non-discrimination, and the (federal) legis-
lation to facilitate free movement). Instead, the model is aimed at
showing that, given an effective threat of exit, spontaneous forces would
operate in such a way as to discipline states against enacting laws which
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set an inappropriately high (or low) level of regulation. The model can,
however, be used as a benchmark against which to judge institutional
measures aimed at instituting regulatory competition. Since, in the ‘real’
world, mobility of persons and of non-human economic resources is
self-evidently more limited than it is in the world of pure theory, two pre-
requisites for making exit effective may be identified: legal guarantees of
freedom of movement for persons and resources, and application of the
principle of mutual recognition. In addition, it is accepted that some
unwanted side effects of competition (‘externalities’ or spill-over effects
of various kinds) may arise, thereby giving rise to an efficiency-related
argument for some harmonization, although there is in general a pre-
sumption against federal intervention and in favour of allowing rules to
emerge through the competitive process. Thus the task of analysis, in
this approach, becomes that of identifying how far the ‘real world’
departs from the pure theory, and using legal mechanisms to realign the
two (Van den Bergh, 1994). This is the approach to regulatory competi-
tion which is generally characterized as competitive federalism. Competitive
federalism is therefore based on the idea that selected institutional inter-
ventions can be deployed in such a way as to bring supply and demand
for laws into equilibrium.

By contrast, the second model, that of reflexive harmonization, begins
from the presumption that competition is a process of discovery through
which knowledge and resources are mobilized. Hence ‘hidden in the his-
torical experience of economic integration, there is … a very important
aspect of “system dynamics”: international competition in the field of the
welfare state serves as a kind of process of discovery to identify which
welfare state package – for whatever reason – turns out to be economi-
cally viable in practice’ (Paqué, 1997: 109). Competition is valued not for
the endstate or equilibrium which it brings about, but for the process
which it engenders, namely a process whereby information is generated
and put into circulation. The wealth of society is increased according to
how far information (including knowledge or ‘applied information’)
which is privately held can be mobilized through the market process. In
the case of regulatory competition, the information in question is that
which relates to the variety of different approaches to regulation which
are possible in a decentralized system. Moreover, the aim of intervention
is not the correction of so-called imperfections which prevent the market
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from arriving at an optimal allocation. These ‘imperfections’, which in
another sense are simply differences between systems, are the very basis on
which learning can take place. In this sense, diversity of national systems
is a good in its own right. It is only on the basis of diversity that a wide
range of potential solutions to common regulatory problems can emerge.
The wider the ‘pool’ of solutions from which lawmakers can choose, the
more likely that the system as a whole will achieve dynamic efficiency, in the
sense of its capacity to adapt and survive under rapidly changing environ-
mental conditions.

It is appropriate to speak of ‘harmonization’ in this context since
the dynamic model presupposes a particular role for the federal or central
authority beyond simply ensuring freedom of movement. The aim of
reflexive harmonization is to protect the autonomy and diversity of
national or local rule-making systems, while at the same time seeking to
‘steer’ or channel the process of evolutionary adaptation of rules at state
level. In this model, the process by which states may observe and emu-
late practices in jurisdictions to which they are closely related by trade and
by institutional connections is more akin to the concept of ‘co-evolution’
than to convergence around an ‘evolutionary peak’. Co-evolution
assumes that a variety of diverse systems can co-exist within an environ-
ment, each one retaining its viability (Teubner, 1993: 52).

This idea is adapted from theories of reflexive law which represent
an attempt to move beyond a straightforward dichotomy between, on
the one hand, ‘instrumentalist’ theories of regulation and, on the other,
‘deregulatory’ theories which argue for the removal of all external regula-
tory controls (Teubner, 1992; Rogowski and Wilthagen, 1994). The
essence of reflexive law is the acknowledgement that regulatory interven-
tions are most likely to be successful when they seek to achieve their ends
not by direct prescription, but by inducing ‘second-order effects’ on the
part of social actors. In other words, this approach aims to ‘couple’
external regulation with self-regulatory processes. Reflexive law there-
fore has a procedural orientation. What this means, in the context of
economic regulation, is that the preferred mode of intervention is for the
law to underpin and encourage autonomous processes of adjustment, in
particular by supporting mechanisms of group representation and partic-
ipation, rather than to intervene by imposing particular distributive
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outcomes. This type of approach finds a concrete manifestation in legis-
lation which seeks, in various ways, to devolve or confer rule-making
powers to self-regulatory processes. Examples are laws which allow col-
lective bargaining by trade unions and employers to make qualified
exceptions to limits on working time or similar labour standards (see
Deakin and Wilkinson, 1994), or which confer statutory authority on the
rules drawn up by professional associations for the conduct of financial
transactions (Black, 1998). Reflexive harmonization is the equivalent of
this process at the level of transnational or federal economic laws.

To see how the two models work in practice, we will now examine
in more detail the contrasting American and European experiences.

The Delaware effect

The state of Delaware is the principal site for the incorporation
of larger US companies: over 40 percent of companies listed on the
New York Stock Exchange, and over 50 percent of the top Fortune
500 companies are incorporated in that state. At the two extremes of
the debate over the Delaware effect are two views: one holds that the
Delaware legislature and courts attracted incorporations by diluting stan-
dards of shareholder protection, thereby engineering a ‘race to the
bottom’ (Cary, 1974); the other maintains that Delaware has won out
because its laws offer the best available set of solutions to the problem of
agency costs arising between shareholders and managers (Easterbrook
and Fischel, 1992). Adherents of the race to the bottom hypothesis claim
that, although the process of law making in Delaware is susceptible to the
threat of disincorporation by companies, it is managers rather than share-
holders who typically take decisions relating to the company’s legal
domicile. In the event of potential conflicts of interests between share-
holders and managers, it is the interests of the latter which will tend to
prevail. This can be seen in the willingness in the 1990s of the Delaware
legislature, and to a certain extent of the courts, to adopt rules which can
be construed as pro-management in the sense of allowing potential take-
over targets to put defensive mechanisms in place against the threat of
hostile takeover (Bebchuk and Ferrell, 1999), and in the passage in the
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1990s of a law allowing companies to opt out of stringent standards of
care in respect of directors’ liability for negligence (Charny, 1994:
372-372). The idea that Delaware law represents a lowest common
denominator has however been challenged by accounts which insist that
any attempt by managers to downgrade shareholder interests would, over
time, have led to a hostile response by the capital markets. Managers
would have an incentive to incorporate under the law of a state which
favoured shareholder interests and to shun states which harmed inves-
tors, thereby driving up the cost of capital (Easterbrook and Fischel,
1992).

It is not possible to resolve here the debate over the optimality or
otherwise of Delaware corporate law. Of more interest to us is the pro-
cess by which Delaware achieved its preeminence. Regulatory
competition rested upon the existence of a set of prior conditions, which
provided the basis for freedom of companies to incorporate in the state
of their choice. A nineteenth century US Supreme Court decision, Paul v.

Virginia (1869), established that states were not able to attach special
requirements to corporations which had been chartered in other jurisdic-
tions as a condition of allowing them to do business on their territory.
This was interpreted as meaning that states had to operate a rule of
mutual recognition, according to which an incorporation which was
effective in one state was acknowledged by the others. In the final quar-
ter of the nineteenth century, New-York based corporations began to
reincorporate in New Jersey to take advantage of a looser regulatory
regime, designed by members of the New York corporate bar. In the
1890s and 1900s Delaware displaced New Jersey when the latter, under
the influence of the Progressive political movement, introduced a num-
ber of regulatory constraints on large corporations including controls
over the holding of shares in one company by another. The Delaware
corporate regime had been initially designed to facilitate the operations
of the Du Pont corporation, which, at that stage, was the only significant
company which was registered in the state. The Delaware law had been
‘drafted under the auspices of the Du Pont family to protect their mana-
gerial and shareholder interests’, and ‘appeared relatively favourable to
manager-shareholders of other corporations as well’ (Charny, 1994: 368).
Since it obtained its initial advantage, a number of factors have served to
consolidate Delaware’s position. Specialization means that Delaware

65

Chapter Four. Globalization and Regulatory Competition



enjoys an advantage over other states in terms of the large body of case
law which it has built up, the expertise of its courts, and the speed with
which they can deal with complex corporate litigation (Roe, 1993).

Diversity in European company law

There has been no tendency towards convergence in European
company law to parallel that of the Delaware effect in the United States.
This cannot be ascribed simply to the much shorter period of time during
which convergence could have taken place. Even in the period since the
passage of the Treaty of Rome in 1956, strong divergencies have per-
sisted. This is despite the fact that the Treaty of Rome did contain
powers to introduce harmonizing measures in the field of company law.
These were (and are) essentially ancillary to the rights of freedom of
establishment in Articles 43 (ex 52) and 48 (ex 58) of the EC Treaty.
Some degree of parity or equivalence in the laws protecting shareholders
and ‘others’ – the latter term could include a range of stakeholder groups
(Villiers, 1998: 19) – was deemed by the Treaty’s drafters to be necessary
in order to remove disincentives to the movement of companies from
one member state to another. Moreover, during the early development
of the Community’s company law programme, an active case for harmo-
nization was made which echoed the claims put at around the same time
by the ‘race to the bottom’ school in the USA (Schmitthoff, 1973). It was
partly this spirit of protective regulation which, along with the goal of
ensuring freedom of establishment, motivated the early company law
directives, the so-called first generation directives which were heavily
prescriptive in their approach (Villiers, 1998; Edwards, 1999). This early
emphasis on uniformity and prescription soon gave way, however, to
more flexible approaches which placed greater stress on member state
autonomy. ‘Second-generation’ measures typically laid down basic
accounting and audit standards in the form of a set of options which
essentially represented the predominant approaches which were then in
operation in various member states, while ‘third’ and ‘fourth generation’
directives opened up the harmonization process to the influence of
norms generated outside the legal process by inter-professional and
sectoral bodies.
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Why has no market for incorporations emerged in the EU? This is
in large part the consequence of the lack of a consistent approach on the
part of the EU member states on the issue of the applicable law of corpo-
rate constitutions. The UK, along with Ireland, the Netherlands and
Denmark, operates a ‘state of incorporation’ rule, according to which the
applicable law is that of the state in which the company is incorporated or
registered. The effect of the incorporation approach is that, as in the
United States, the applicable law is a matter of choice for managers of the
company or, in the final analysis, for its shareholders; a company can
carry on business in one member state while being incorporated in
another. The company laws of the state of incorporation will prevail.

This is in contrast to the position in member states which operate
the so-called ‘real seat’ or siège réel doctrine. The effects of the siège réel

doctrine are complex and differ from one state to another, and according
to the context which is being considered. Essentially, however, it means
that courts will regard the applicable law as that of the member state in
which the company has its main centre of operations – its head office or
principal place of business. If the company in question has incorporated
elsewhere, a number of consequences may then follow. In some instances,
the effect will be to deny certain advantages of corporate form to the
shareholders; in others, the law of the state in which the company has its
head office will be applied over that of the state of incorporation. In
either event, the effect of the siège réel doctrine is to limit freedom of
incorporation; in that sense, it obstructs the emergence of a ‘Delaware
effect’, since a key aspect of that is the principle that entities can be incor-
porated in a state where they have no physical or other business presence.

The Centros case and its implications

The legality of the siège réel doctrine under EU law has often been
called into question under the EC Treaty, most importantly as a result of
the Centros decision of the European Court of Justice of 9 March 1999.
In this case, two Danish citizens incorporated a private company of
which they were the sole shareholders, named Centros Ltd., in the UK.
One of the two shareholders then applied to have a ‘branch’ of the
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company registered in Denmark for the purposes of carrying on business
there. A ‘branch’, for this purpose, refers not to a subsidiary company,
but simply to a business or trading presence, in one country, of a com-
pany which is registered in another country. The Danish legislation on
branches is in line with the Eleventh Company Law Directive, which
requires member states to have legislation providing for the registration
of branches on the grounds that this is necessary to protect third parties
who deal with the company through its branch.

At the time of the registration request, Centros Ltd. had never
traded in the UK. The Danish Registrar of companies refused to register
the branch as requested, on the grounds that what the company was try-
ing to do was not to register a branch but, rather, its principal business
establishment. The Registrar took the view by incorporating in the UK,
which has no minimum capital requirement for private companies, and
subsequently seeking to carry on business in Denmark through a branch,
the company’s owners were seeking to evade the Danish minimum capi-
tal requirements which are designed to protect third party creditors and
minimize the risk of fraud.

The Court ruled that the refusal to accede to the registration
request was contrary to the right of freedom of establishment under Arti-
cle 43 (ex. Art. 52) of the Treaty, read with Articles 46 (ex. 56) and 48 (ex.
58). It held, firstly, that there was a potential infringement of freedom of
establishment in any case where ‘it is the practice of a Member State, in
certain circumstances, to refuse to register a branch of a company having
its registered office in another Member State’. The Court then went on
to conclude that the Danish government had failed to show that the
refusal to register was justifiable in the circumstances (see further,
Deakin, 1999).

The judgment of the ECJ in Centros does not necessarily signify the
demise of the siège réel principle. Denmark is one of the states which oper-
ates under the incorporation rule, so the siège réel principle was not, strictly
speaking, before the court. Nevertheless, statements made by the Court,
including the one just quoted, suggest that the siège réel principle may at
some point be seen as contrary to the single market rules. This illustrates
the power of court-led intervention to undermine state-level laws in the
name of transnational economic mobility. In particular, Centros could
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herald a move towards greater jurisdictional competition in the EU, with
further repercussions for the retention of a stakeholder orientation to
corporate law within several of the member states.

A market for incorporations is likely to empower shareholders; it is
less clear what its effects on other stakeholders, such as creditors and
employees, would be. The Centros case illustrates how creditors might be
negatively affected: if companies had the right to move between jurisdic-
tions at will, they would be able to avoid otherwise mandatory state laws
which were designed for the protection of creditors such as, in this case, a
minimum capital requirement. In the same way, they could choose
whether to observe mandatory laws relating to employee participation or
codetermination rights, in so far as the application of such laws was a
function of the legal domicile of the company as opposed to its physical
or economic presence on the territory of a particular jurisdiction. The
principle of territoriality tends to determine the application of most
labour law rights, rather than the domicile of the company. This is not
always the case, however. The German rules on stakeholder member-
ship of supervisory boards relate to the corporate form or legal entity
through which an organization is constituted, and not just to its physical
or business presence. Moreover, EU law may one day take a more critical
view of the territoriality principle in labour law.

The mere possibility that codetermination laws, for example, could
be avoided through reincorporation, might induce states to repeal them.
States could act in a self-interested way to remove mandatory laws if, by
doing so, they thought they could attract more incorporations or retain
those which they had: ‘states competing to attract incorporations will
have an incentive to focus on the interests of managers and shareholders
and to ignore the interests of third parties not involved in incorporation
decisions’ (Bebchuk, 1992: 1441). It seems plausible, then, that a market
for incorporations would lead to a reduction in mandatory laws of all
kinds, and to an increase in permissive or ‘default’ rules which leave com-
panies free to bargain around them. This could occur even if little or no
movement of companies actually took place, as long as states could ratio-
nally take the view that companies would not submit to a mandatory
regime which they did not perceive as being in their interests when they
could choose between that system and a more permissive one elsewhere.
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Comparing the US and EU approaches to
regulatory competition

The siège réel principle is a manifestation of the organizational
emphasis and stakeholder orientation of the company law systems of
those member states which recognize it. As long as that principle
remains in place, it is a significant obstacle to convergence of systems
upon a shareholder-orientated model. Thus the level of diversity within
the system as a whole is what truly distinguishes the American and Euro-
pean systems. This difference is reflected not just in the context of state
laws, but in the pattern of federal of centralized regulation. What is
neglected in US accounts of the Delaware effect is the flip side of the race
to convergence through competition: in cases where competition is seen
to fail, harmonization tends to take a particular form, namely that of
pre-emption. US federal regulation in such areas as company law, labour
law and environmental law frequently acts as a ‘monopoly regulator’,
excluding all scope for state initiative (Romano, 1998). This is the case,
for example, with regard to securities regulation and the law governing
collective bargaining. In both these areas, the federal legislature inter-
vened in the 1930s to cure what were seen as fundamental failings of
state-level regulation. The courts subsequently applied the pre-emption
doctrine to hold that these federal regulations ‘occupied the field’ in such
a way as to prevent the states legislating in the area. This form of
pre-emption contains a very strong version of centrally-imposed unifor-
mity: where it applies, states are not simply prevented from derogating
from the standards set by the federal legislature; it is very often the case
that they cannot improve on them either. The Securities and Exchange
Act 1934 and the National Labor Relations Act 1935 are still (partially) in
force today, notwithstanding long-standing criticisms from commenta-
tors on all sides of the policy debate who argue that a return to state
autonomy would better serve the policy goals of intervention in these
areas.

What is striking about US-style competitive federalism, then, is not
simply its stress on a particular form of inter-state competition, but also
its use of a certain type of centralized regulation as a way of achieving
policy goals when inter-state competition breaks down. The description
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of a ‘monopoly regulator’ which US critics use to attack federal interven-
tion is appropriate in a system which tends to react to extreme failures in
the market for regulation by shutting down competition entirely. The
criticisms may be justified, but the critics should also recognize that the
counterpoint of unbridled competition versus monopoly regulation has a
certain logic to it: it is precisely because the system of decentralized law-
making so often led to extreme coordination failures, as in the case of the
capital markets and labour markets of the 1930s, that the federal legisla-
ture, in its turn, came to intervene with the goal of shutting down
inter-competition entirely in contexts where it was perceived to have
failed.

A different logic underpins the transnational harmonization of
laws in the European Community. Here, the purpose of harmonization
is not to substitute for state-level regulation; hence, the transnational
standard only rarely operates to ‘occupy the field’ in the manner of a ‘mo-
nopoly regulator’. Rather, transnational standards in effect seek to
promote diverse, local-level approaches to regulatory problems by creat-
ing a space for autonomous solutions to emerge when, because of market
failures, they would not otherwise do so. Directives in the areas of labour
law, consumer protection and environmental law are mostly interpreted
as setting basic standards in the form of a ‘floor of rights’. Although
‘downwards’ derogation is prohibited, member states are allowed, and
implicitly encouraged, to improve on the standards set centrally (Deakin
and Wilkinson, 1994). Far from being a ‘straightjacket’, then, which
restricts local autonomy, central-level intervention may be the
precondition for local-level experimentation.

Directives in the area of company law also draw on this philoso-
phy. In particular, company law harmonization was influenced by the
‘new approach’ to harmonization which the Commission instituted
around the time of the passage of the Single European Act in 1986 and
the initiation of the single market programme. The ‘new approach’
began in the context of product standard harmonization, where it estab-
lished a principle that Community intervention should be limited to the
harmonization of essential safety-related requirements. It also estab-
lished the ‘reference to standards’ approach, under which it was
presumed that a product which conformed with a standard set by a
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European-level body, or, failing that, with the relevant national standard,
also complied with EC law (Armstrong and Bulmer, 1998: 152). In this
context, the Twelfth Company Law Directive, on single-member private
companies (1989), which was adopted in pursuance of the Community’s
goal of promoting the growth of small and medium-sized enterprises,
explicitly left a range of regulatory issues concerning disclosure of infor-
mation and creditor protection to be decided at member state level.
Later measures took the process a stage further by adopting a ‘frame-
work’ model for directives. This again favoured the articulation of
general principles or standards rather than the promulgation of rigidly
prescriptive rules. However, new techniques were also involved. The
aim was to achieve policy goals by linking regulatory interventions to the
activities and processes of autonomous rule-making bodies, such as
industry-level associations and self-governing professional organizations
in the financial sector. The proposed Thirteenth Directive, as we saw in
chapter two, exemplifies this approach, in particular in the scope it pro-
vides for its general principles to be implemented through local-level
action by self-regulatory bodies (such as, in the UK context, the City
Panel on Takeovers and Mergers).

Thus we can see that there is no single model of regulatory compe-
tition. Rather, the nature of regulatory competition is dependent on the
institutional environment or ‘framework’ which defines the relationship
between the different levels of government. Systems which approximate
to the model described here in terms of ‘competitive federalism’ tend to
give rise to a race to converge which could be either a race to the top or to the
bottom; an optimal outcome is not guaranteed. The solution to extreme
market failures, which would otherwise lock in inefficient rules, is
pre-emption, that is, federal intervention which occupies the field to the
complete exclusion of local initiative. By contrast, in the model referred
to here as ‘reflexive harmonization’, intervention has the goal of preserv-
ing diversity in order to make it possible for regulatory competition to
operate as a process of discovery, based on mutual learning between
states.
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Innovation in regulatory learning at transnational
level: Social Dialogue and the Open Method of
Coordination

Further features of EC labour and corporate law suggest that the
model of reflexive harmonization offers an innovative and distinctive
solution to some of the issues arising from the growth in transnational
regulatory competition. The Social Dialogue process involves non-state
entities, the social partners, directly in the law-making process. At EC
level, the inter-professional social partners, UNICE, CEEP and TUC,
have the right to be consulted on proposals put forward by the organs on
the Community in the social policy sphere; they may also negotiate col-
lective agreements which can be given legal effect by a decision of the EU
Council. This process has led to five Directives: three general Directives,
on parental leave, part-time work and fixed-term work, and two sectoral
directives on the organization of the working time of seafarers and on
employment in the civil aviation industry.

The involvement of the social partners also operates at the level of
supplementing and implementing these Directives, since many of the
norms they contain can be varied or modified by agreement between
employers and employee representatives at national or sub-national level.
Thus the Parental Leave Directive lays down two main rights: the right of
both male and female workers to parental leave for at least three months
on the birth or adoption of a child, and time off work in situations of
urgent family need. The framework agreement made between the social
partners at EU level provides that ‘the conditions of access and modali-
ties of application’ of these rights are to be agreed by the member state
and/or by agreement between management and labour. In the UK, leg-
islation implementing the Directive has incorporated a role for
self-regulation, by allowing the relevant standards to be given effect
through a collective agreement or workplace agreement. It is only if no
such agreement is made that a set of ‘default rules’, specifying minimum
fallback standards, comes into play. The involvement of the social part-
ners at all levels – in negotiating the content of the framework
agreements at the pre-legislative stage, and in implementing the resulting
standards – is a textbook illustration of reflexive harmonization.
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At the intersection of labour law and company law, the European
Works Council Directive, adopted in 1994, is a further example of these
techniques of reflexive law. The Directive does not set out directly to
impose any particular model of employee representation upon member
states, in marked contrast to the techniques tried out unsuccessfully in
the context of the Vredeling proposals and the proposed Fifth Company
Law Directive in the 1970s. What the EWC Directive does is to provide
the transnational companies coming under its scope with an incentive to
enter into negotiations with employee representatives for the establish-
ment of a works council or a similar mechanism for information and
consultation. The incentive is provided in the form of a default proce-
dure which applies in the event of the failure of negotiations. However,
employers have a number of opportunities to avoid this outcome.
Firstly, employers who agreed an information and consultation proce-
dure of their own with their employees and implemented it before the
Directive came into force are effectively exempted from the provisions
of the Directive (or of the national-level law implementing it). Secondly,
employers who fail to do this may nevertheless escape the default proce-
dure by arriving at an agreement with a ‘special negotiating body’ of
employees within three years of negotiations beginning.

The Directive operates, then, through a ‘penalty default’ rule, in
other words, a fallback provision which induces a more power-
fully-placed or better-informed party (here, the employer) to enter into a
bargaining process when it otherwise would lack an incentive to do so.
The justification for the Directive derives from the failure on the part of
the member states to put in place similar mechanisms to deal with the
particular issue of information and consultation in transnational compa-
nies. The Directive can therefore be seen as a response to a coordination
failure at the level of the states. However, it takes effect not by imposing
a uniform solution but by encouraging both member states, through their
laws, and companies themselves, through negotiations with employee
representatives, to develop local-level solutions.

Further innovations are associated with the technique of the ‘open
method of coordination’ or OMC which was highlighted by the Lisbon
summit of the European Council in 2000. The OMC involves fixing
guidelines for the Union, establishing quantitative and qualitative
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indicators and benchmarks as a means of comparing best practice, trans-
lating these European guidelines into national and regional policies by
setting specific targets, and periodic monitoring, evaluation and peer
review organized as ‘mutual learning processes’. The technique derives
from the methods used in the context of both economic and monetary
union and the European Employment Strategy. In the context of the
Lisbon summit’s strategy for the modernization of social policy, OMC
involves setting targets (for example, raising the employment rate), mak-
ing use of benchmarking (on giving higher priority to lifelong learning
and improved childcare provision), and comparing best practice (mem-
ber states are encouraged to exchange experiences and best practices on
improving social protection and to gain a better understanding of social
exclusion, just as they already exchange information on employment cre-
ation techniques in the context of the Employment Strategy) (see more
generally, Barnard and Deakin, 2002).

Conclusions

In the contemporary debate over globalization, much attention has
focused on the negative implications for welfare state regimes of the
facility with which capital can move across national frontiers, at a time
when mobility of labour is impeded by legal and practical obstacles.
Important as this asymmetry between labour and capital mobility is, it is
only part of the story. Institutional changes have undermined the auton-
omy of the nation state by empowering transnational bodies, including
courts, to attack laws which appear to imposed unequal regulatory bur-
dens. The logic of mutual recognition requires countries to admit goods,
services and capital which are sourced from less intensively regulated sys-
tems. In this way, the inter-linking of nations through trade inevitably
brings with it a form of transnational regulatory competition.

This aspect of globalization rests upon particular institutional
practices, and is in principle subject to institutional controls. As in the
case of any other market, the market for legal rules is not simply capable
of being regulated; it requires regulation in order to function. Under these
circumstances, it is evidently false to claim that the process of regulatory
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competition is beyond the reach of the legal-political process. Regulatory
competition as we know it is the result of that process; it would not exist
without it.

The forms of regulatory competition which are emerging at trans-
national level have already been prefigured by the experience of national
federal systems (such as the US) and regional trading blocks with a
nascent federal legal regime (such as the EU). Comparative study of
these systems suggests that there is a multiplicity of forms of regulatory
competition. Processes and outcomes can be altered by shifts in the
institutional framework for mutual recognition and harmonization. It is
not the case that the US is characterized by decentralized rule-making,
with the EU opting for centralized control through harmonization. On
the contrary: US experience is dominated by the two extremes of state
competition (Delaware’s preeminence in company law) and federal pre-
emption (securities and labour law), leading in each case to a surprisingly
high level of uniformity in the content of laws for a system said to value
local autonomy. The European experience, by contrast, has been not just
to permit diversity but actively to promote it through the form of Direc-
tives and through novel regulatory techniques including the Social
Dialogue and Open Method of Coordination. The EU’s approach sug-
gests that increasing economic integration is not incompatible with
experimentation at state level, if the necessary transnational legal frame-
work to achieve this end is put in place. Globalization has not ended the
debate about the appropriate form of the welfare state.
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