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1 Introduction

This is the first part of a comprehensive essaythen Rawlsian view of corporate social
responsibility (in short CSR). CSR is defined asnalti-stakeholder model of corporate
governance and objective function based on thensiie of fiduciary duties toward all the
firmOs stakeholders (see sec. 2). A rationaldiidea is firstly given within the perspective
of new-institutional economic theory in terms oértsaction costs efficiency. From this
perspective, abuse of authority in regard to the-cantrolling stakeholders emerges as the
main unsolved problem, and which makes it imposdibisever efficiency from equity within
the domain of corporate governance (sec. 3). Iaaht a Rawlsian principle of redress
emerges as the natural answer to the legitimizagiroblem of ownership and control rights
allocations when, in order to provide incentiveotee party (incentive to undertake important
specific investments), they give it a disproporéitsn advantage over other non-controlling
stakeholders.

Moreover, in accordance with the prevailing opinaiyout its voluntariness, CSR is viewed
here as a model of corporate governance that caegparay undertake by autonomous self-
regulation in terms of the explicit adoption of exgsed self-regulatory norms and standards.
This is to be understood as an institution in Askiéhse of the term: i.e. roughly put, as a rule
in the behavior of a group of players which is nimed through the repeated plays of a

given game, thanks to a system of mutually consisbeliefs by players predicting each
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otherOs behavior and that induces them to act agdiragain according to the same rule.
Because such an institution is self-supportingp#s not need a statutory law to be enforced,;
but neither can it be seen as the gracious, anpignad occasional concession of management
discretion. With respect to AokiOs definition dftitution, however, proper understanding of
CSR requires the addition of an explicitly exprelsserm, including prescriptive principles
and normative standards of behavior, which is écabcounted for in terms of the firmOs
stakeholdersébcial contract(see sec. 4).
The account of the social contract adopted herRawlsian. An impartial agreement is
reached in an hypothetical original position bytimgt the parties Ounder a veil of ignoranceO.
In our case, this is a matter of unanimous and rtigdaagreement among the corporate
stakeholders that must be reached under a OvgilavnceO about the particular stakes that
each of them holds (and with respect to any otlesgnal traits). It takes place in the
hypothetical bargaining that precedes the repeatedcooperative game between the firm
and each of its stakeholders. By this agreemeatptimciple of extended fiduciary duties and
fair balance among different stakeholders is esflabtl as an explicit constraint on directors,
managers, and in general on the party who contlisisretionary decisions in the firm - a
constraint that must prove to be effective througlbe repeated game between the firm and
each of its stakeholders.
The bulk of this essay, in fact, is concerned waithame theoretical explanation of the roles
played by explicitly expressed norms and standamdso far as they are based on the
stakeholdersO impartial agreeméhe social contract). Put briefly, the social taot on an
explicit CSR norm performs essential functions wlvig the basic game theoretical
problems faced in the implementation of the veryadridea of multi-stakeholder corporate
governance (see sec. 5). These are:
¥ construingcommitments to allow definition of a reputationngg? such that reputation
effects can be attached to compliance with the 6&/ative model,
¥ selectingust one of the many equilibria possible in sudame as the unique equilibrium
ex ante acceptable by all under the condition gfartial and impersonal agreement;
¥ refining the set of possible equilibria so that only thosftecting conformist motivations
deriving from the ex ante social contract are retdias true candidates for the ex post
emergence of the equilibrium to which actual indual actions will converge;
¥ and finally, topredictthat the playersO effective reasoning in the skipmlementation

game will converge exactly to the equilibrium thaduld have been selected from the ex
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ante perspective, so that the social contract prévée essential also to the generation of

a mutually consistent beliefs system supporting @SRn equilibrium institution.
This part | of the essay focuses on the first pdg/ed by the social contract. First of all, the
social contract works as a gap filling device witlspect to the holes of incomplete contracts
linking stakeholders (or the most essential of thevith the firm (sec.5). In a context of
incompleteness of contracts and unforeseen comitng® the repeated reputation game
involving the firm (or those who control it) andobastakeholder would be badly specified
because contingent strategies and commitment wamaulethdefined with respect to unforeseen
contingencies. Then the intention to accumulateutedfpn pursuant a strategy of
stakeholdersO fair treatment would be frustrateduse there would be no standard of
behavior whereby reputation could be assessed., Hiube outset of the stakeholders/firm
interaction, a social contract must be establigired set of general and abstract principles of
fair treatment, and precautionary (non contingestgndards of behavior, which can be
adapted to unforeseen contingencies: that is tacapgible of defining commitments neither
meaningless nor void if unforeseen events occuthénabsence of such an explicit norm, no
regularity of reputation-based behavior on the mdrthe firm could emerge through its
interaction with stakeholders. In the presencerouaforeseen event, the only opportunity
open to the party occupying the position of autiygan the firm would be to take advantage
of discretion. Abuse of authority would be the matuconsequence. The ex ante social
contract on a CSR norm is what enables completidghesgame formof the reputation game
involving the firm and its stakeholders throughidigibn of the firmOs types that carry out
strategies with expected behavior in whatever seaten if unforeseen.
The further parts (part 1l, see Sacconi 2010@tfra, and part Ill, see Sacconi 2010c) of this
essays illustrate other roles of a Rawlsian saaatract over CSR norms. It may be useful to
the reader to have here an overview on how the avaojument will be worked out. A
Rawlsian social contract, as said, makes poss#seribing the game so that several types of
reputations, based on the full or less than fudpeet of the CSR model may be developed
even if unforeseen contingencies are involved (parBut the Rawlsian social contract
performs its main role in the second function désaa in part Il of the essay: that is, the ex
ante impartial selection of a unique equilibriumaamgst the many possible in the repeated
trust game involving the firms and its stakeholddrs this context it allows impartially
selecting justone fair reputation equilibrium amongst the many pblesi Elaborating on
BinmoreOdlatural Justice(2005) (but see also Binmore, 1987, 1991, 19941898) and it
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reevaluation of John Rawls egalitarian and maximimciple of justice within a game
theoretical perspective, this task is accomplishgain from the ex ante (under the Oveil of
ignoranceO) point of view, but in a way that allbevénd out a unique course of action that
satisfies the requirement of incentive compatipilite. a Nash equilibrium) (see paririfra).
Further, an agreed CSR social norm aids reducingugb two the candidate reputation
equilibria that ex post, in the real world intefant taking place beyond the Oveil of
ignoranceO, may be played after an agreement (ns@greas cheap-talk and not-binding)
over a general principle of fairness has been exhbly the firm and its stakeholders (see part
[l Sacconi 2010 c, and Sacconi 2008). These daialiare defined not as traditional Nash
equilibria, but as psychological equilibria accoglito the theory of conformist preferences
(Grimalda and Sacconi, 2005) developed along thesliof other behavioral game models
(Geanakoplos, Pearce and Stacchetti, 1989; Rab®B)1It is argued that the behavioral
model of conformist preference is nothing more ttrandevelopment of RawlsO theory of the
sense of justice, and hence is a constitutive gfaatRawlsian theory of CSR, able to include
not just the theory of choice under veil of ignarann the original position, but also the
neglected theory of ex post social contract stghiRawls, 1971; Sacconi and Faillo, 2010).
Last, given the psychological equilibria that remeandidate as possible results of the game,
the social contract admits to identify and to makedible the initial playersO beliefs over the
possible game solutions wherefrom an equilibriunfed®n dynamic (representing the
revision process of mutual expectation) singlestbatgame solution effectively carried out
(my favorite equilibrium selection dynamics is thktarsanyiOsracing procedure Esee
Harsanyi and Selten 1988). For a large array afasans, that are cognitively the most
reliable in case the players have ex ante agreed social norm or standard (even if the
agreement is not binding), the process selectgjaititgium corresponding to the normative

model of multi-stakeholder fiduciary duties (seeami 2008).

2 The definition of Corporate Social Responsibily (CSR) as an OextendedO
corporate governance model

For many authors, corporate social responsibiityelated to the stakeholder perspective in

strategic management (Freeman 1984; Freeman ants E1889). In light of a well-known

classification by Donaldson and Preston (1995)nay be suggested that CSR is a concept

that naturally fits the level of normative stakilew theory (understood as a normative

managerial theory). Taking the stakeholder theernjosasly from a normative point of view,
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l.e. from the point of view of the rights and legiate claims of all company stakeholders,
would imply that the company must be run in a @ipaiesponsibleO manner. According to
Freeman (Freeman, 1984; Freeman and Evans, 1988m&n and Ramakrishna Velamuri,
2006), however, Osocial responsibilityO is nopribyger expression for normative strategic
management within the stakeholder approach beciuseggests a concern for OsocietyO
which is collateral and not deeply integrated ithe firmOs proper economic nature and
functioning. OStakeholder responsibilityO woulthééey concept, although many attempts
to clarify what constitutes CSR could as well besidered ways to clarify the normative
content of the stakeholder approach to strategitagement of the modern corporation.
Nevertheless, even accepting that CSR essentiadlgnm corporate responsibility toward
stakeholders, maintaining CSR only at the levehahagement (managerial values, methods,
rules and practices) seems to be reductive (seeTathilcock, 1993). Management works
within the limits of some institutional corporaterin, and under social norms concerning the
firmOs nature and the obligations. It is constcaifer example, by fiduciary duties and the
institutional goals of the firm, and moreover by taxercise of residual control rights by
owners (which may be more or less effective acogrdo the company legal structure). |
hence suggest moving up to the higher level of fin@Os institutional form and its
governance structure, which also involves the @hait the companyOs objective-function.
Therefore, within the stakeholder approach, thisagswill understand corporate social
responsibility as the quality of an institutionakr of the firm based on a norm (mainly an
ethical norm, but which must nevertheless be comeigary to the legal order) concerning
its corporate governance and its objective funcéind - as a consequence - also its strategic
management.

Let us therefore propose the following definitidnGSR (see also Sacconi 2006a,b, 2009):
CSR is a model of extended corporate governancerelwhethose who run a firm
(entrepreneurs, directors, managers) have respditsb that range from fulfilment of
fiduciary duties towards the owners to fulfillmerft analogous B even if not identical -

fiduciary duties towards all the firmOs stakehader

Two terms must be defined in order for the foreg@roposition to be clearly understood.
a) Fiduciary dutieslt is assumed that a subject has a legitimatedstdout is unable to make
the relevant decisions, in the sense that s/he doeknow what goals to pursue, what

alternative to choose, or how to deploy his/hepweses in order to satisfy his/her interest.
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S/he, therustor, therefore delegates decisions tousteeempowered to choose actions and
goals. The trustee may then use the trustorOsreesaand select the appropriate course of
action. For a fiduciary relationship B this being basis of the trusteeOs auth®igy -vis the
trustor B to arise, the latter must possess a ¢lagm) towards the former. In other words,
the trustee directs actions and uses the resounedg over to him/her so that results are
obtained that satisfy (to the best extent possitie)trustorOs interests. These claims (that is,
the trustorOsghts) impose fiduciary duties on the agent who is Eiwith authority (the
trustee) which s/he is obliged to fulfill (Flannigal989). The fiduciary relation applies in a
wide variety of instances: tutor/minor and teaghapil relationships, and (in the corporate
domain) the relationship between the board of st @ad its beneficiaries, or according to the
predominant opinion, between the board of directofsa joint-stock company and its
shareholders, and more generally between manageandnbwners (if the latter do not run
the enterprise themselves). The term OfiduciaryOduherefore means the duty (or
responsibility) of exercising authority for the gbof those who have granted that authority
and are therefore subject to it.

b) StakeholdersThis term denotes individuals or groups with ganatake in the running of
the firm and that are able to influence it sigrafidly (Freeman and McVea, 2002). A
distinction should be drawn, however, between dtlewing two categories.

b1l) Stakeholders in the strict sen3&ose who have an interest at stake becausehtney
made specific investments in the firm (in the fasfrhuman capital, financial capital, social
capital or trust, physical or environmental capitat for the development of dedicated
technologies, and so on). They are investmentsntiagt significantly increase the total value
generated by the firm (net of the costs sustairmedttiat purpose), and which are made
specifically in relation tdhat firm (and not any other) so that their value i®syncratically
related to the completion of the transactions edrout by or in relation to that firm. These
stakeholders are reciprocatlgpendent on the firm because they influence itsevlaut at the
same time B given the specificity of their invesitm® largely depend on it to satisfy their
own well-being (lock-in effect).

b2) Stakeholders in the broad sen$bose individuals or groups whose interest ioined
because theyndergothe Oexternal effectsO, positive or negativléedirtnOs transactions,
even if they do not directly participate in thensaction. Thus, they neither contribute to, nor

directly receive value from, the firm.
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It is now possible to appreciate the scope of C8khed as an extended form of governance.
It extends the concept of fiduciary duty from a mestakeholder setting (where the sole
stakeholder with fiduciary duties is the ownerlod firm) to a multi-stakeholder one in which
the firm owesall its stakeholders fiduciary duties (the owners uded). Classifying
stakeholders on the basis of the nature of theatiomship with the firm must thus be

regarded as an important device with which to idigthese further fiduciary duties.

3 A Otransaction-costs-economicsO rationale foteexling fiduciary duties

This section argues that extending fiduciary dutfeBows naturally from a critical
understanding of the new-institutional view of fiven (see also Sacconi 2000, 2006, 2007,
2009). The bulk of this theory is an answer todhestion of Owhy does the firm exist?O. It
maintains that companies, and in general firms,Caraified governance structuresO devoted
to the reduction of transaction costs that woulteoiise materialize due to the imperfection
of contracts (Williamson, 1975, 1986; see also e, 1996). Specifically, three well-

known sources of costs are specified:

() First of all,contracts are incomplet@ the sense that some relevant contingencies are
unforeseenso that concrete and contingent provisos canaocéXplicitly written or

implicitly agreed with reference to such unforeseeants.

Contract incompleteness is sometimes tamed by ahniess deep and troublesome
understanding of the subject: for modelling coneane, non-verifiability by a third party
(i.e. a form of informatiorasymmetryto the disadvantage of the judge or the exterriatea)
plus the partiesO complete knowledge of what mégldums substituted for unforeseen
contingencies in the proper sense (see Hart, 1@6ssman and Hart, 1986; Hart and
Moore, 1990; Tirole, 1999; Maskin and Tirole, 199%he result is that the cognitive and
epistemological bases of contract incompletenbesnded rationality are swept under the
carpet. On the contrary, it must be reasserted tlieexplanation rests on the empirically
grounded assumption that the contracting partiecagnitively unable to represent, describe
and forecast some possible states of the world,tlhadthese states arelevant to their
relationship, in the sense that the contractO®me& and payoffs are not independent or

separable in their definition from the states d&ia wherein they occur. At least sometimes,



unforeseen states shape theaningof the outcomes that they obtain from the cont(tart
example, in terms of OgoodO or ObadO descrigtisnshooutcomes, and hence different

preferences to the receiver).

(i) After signature of a contragbarties may carry out specific investmentsch are also
not contractible in any details: they may produceuaforeseen outcome, or their
effects can materialize under unforeseen statebeofvorld that cannot be ex ante
described in such a concrete way that they aretefédy includable in the contract
through contingent provisos.

Specific investments change the contractual p&tiesationship from one of indifference to

one of strategic interdependence and bargaining d¢kie surplus made possible by

investments. In fact, what is typical of specifiwéstments is that they increase (under some
possible future state, not completely describalleame) the value of the transaction to the
participant parties (to be precise, investmentsalyyroducer or a consumer, or both, may
increase the value of the transacted item - a ga@@#rvice or whatsoever - to the consumer
directly, and hence they increase also the patlevailue to the producer, in so far as he may
claim a higher price or remuneration for contribgtto provide it, and he is in fact needing,
or preferring, higher remuneration if it is possibl

(i) The partiesO behavior under incomplete cantrégs to some relevant extent

Oopportunistic@h a situation of contract incompleteness, theyuld try to renegotiate or

change the terms of the contract or threaten -ssreey are allotted a larger part of (or the

entire) surplus - not to complete the transactiothe future if the profitable opportunity to do

SO appears.

Opportunism typically takes place when specificestynents by some parties have already

been carried out and an unforeseen state of thiel waterializes such that these investments

have potentially important consequences on thesa@ion values, even though such values
cannot be made available without some decisionruhéecontrol of an agent (not necessarily
the one who made the investment) whereby s/he miagpgortunistically in order to extract
as much rent as possible from control over thisvaait decision variable.

To say that behaviors can be opportunistic is wotiniply that people always behave

opportunistically and that agents have no otherivaoto act in different situations. It is

simply to say thatseteris paribusunder incomplete contracts (and specificallyhi@ absence

of any other agreedthical normunderlying the incomplete formal contract or artiieo

social conventionamong participants (Lewis, 1969), with a surplustake as it is created by
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specific investments, there is significantly pastiprobability of observing the onset of the
typical selfish behavior called Oopportunistic getiation of an (incomplete) contractO. Al
together, these assumptions have important consegsieas to the explanation of why the
firm has emerged as an economic institution. Awasenof the possible renegotiation of
incomplete contracts (which does not entail thelisteon of concrete states of the world by
the parties, but rather that they axeare of not being able to describe and foresee alliptess
future contingencies) induces the expectation theestments will be expropriated. This
destroys incentives to make efficient investmeatgl hence a possible surplus value will not
be created by intelligent prudent but cognitivetgited agents (in the sense of their capacity
to draw up complete contracts). Otherwise, if sqmaety lacks even this basic degree of
prudence, the instability of transactions generdigdesentment at having been unfairly
exploited will be observed. Note that the ineffiag effect of excepted opportunistic
behaviors is closely bound up with the expectabignthose making specific investments that
they will be unfairly harmed. Harm is seen as dagvrom expropriationof a fair share of
the benefit to which they believe themselves aetit{whatever the holes in the contract)
because of their contribution to the surplusOs géoe

Against this background, the firm enters the sa@h@ unifiedyovernance structurable to
alleviate the problem. Its institution, by giving/moership of physical assets to one party in the
contract, also allocates to this party (and morgeneral to one stakeholder category among
the many involved in a complex web of related seartions) the residual right of control, i.e.
it gives that party the right to make discretionahoices on thex antenon-contractible
transaction variables. (For example, either thestmt whether or not to carry out a specific
investment or - once an investment has already Imeatde - decisions essential for the
investment to achieve its goal, which may affeet titansaction valuepince these decisions
may entail actions performed by individuals othert the right-holder, for a residual decision
right to be effective it must entdibrmal authorityover the firm, i.e. the ownerOs authority to
see decision variables - residual with respetiidse inserted in the written contract - carried
out according to his/her will, independently of apecific agreement on the precise case in
point and just because the right-holder Osay$seofial authority in fact provides those who
undergo the authority relationship with preemptigasons to act (Raz, 1999); reasons that
(within the legitimate range of authority exercigeplace other reasons to act without any
need to enter in balance with them. However (g authority is not merely power exerted

by means of a threat to use force and violence$, ot obvious how this could be so. The
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explanation is that the preemptive nature of thiaaityOs reasons to act results from some
voluntary acceptance tggitimization Thus, in order to enter into a formal authorgiation,

a party B must accept that another party A - whia the authority position - makes decisions
which are taken by B in general (within the ran§éegitimate AOs authority) as the premise
of BO deliberation process D i.e. neither exedotetie convenience of the specific case in
point, nor just because of the threat of punishnmeiese of non-complianc&his of course
confronts the owner with the challenge of justifyiflegitimating) the firmOs authority
structure, and explaining why a given residual trighcontrol allocation should be accepted
by those who will then be required to obey its eisar.

But before turning to this aspect, let us recaliwine allocation of residual rights of control
to a single party may be efficient. In essenceréyholding control over the non-contractible
decision variables of the contract will be protectgainst the other partiesO renegotiation
threat, so that its investments are safeguardemhsighe other stakeholdersO opportunism.
This assurance of the party being able to bensdinfits own investments is a sufficient
reason to invest in some relevant aspect of tréiosa@at an efficient level. Since the
protection of specific investments enhances efiicye this is the basis for a transaction costs
efficiency explanation of the firm. If the specificvestment of agent A is by far the most
important in terms of specificity, A is the natundidate for the allocation of ownership
and control.

However, this is only a two-tier explanation of witme firm exists. In fact, even if this is an
efficiency reason for the institution of a hieraozgh relationship between the party making
specific investments and any other party, it is anbugh to cope with the fairness and
distributive concerns that underlie the non-cofitigl stakeholdersO decision to accept the
authority of a party holding the right of controf also these stakeholders invest
idiosyncratically.

Consider that only in very special cases can thra fie understood as a way to regulate
transactions among stakeholders in a network whenely one of them has an idiosyncratic
relation with the transaction under consideratihereas all others are indifferent about
whatever transaction in which they may be involvedgeneral, the firm makes sense as
Oteam productionO, that is, as a team whereinsta&efpolders cooperate by means of some
joint and coordinated activity for the productiohaojoint surplus B which can be translated
into the view of the firm as a productive coalitith a super-additive output function. Being

part of the team or otherwise is not a matter dfffarence to each potential team member.
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An interesting result in the theory of the firmtie unification of team production with the
new-institutional idea that specific investments gpical conditions for the emergence of the
firm (see Blair and Stout, 1999 and 2006; Rajath Zimagles, 1998 and 2000; but see also
Aoky, 1984; Sacconi 1991, 1997 and 2000 for a previformulation of a similar view). On
this unified view, team production generates alsgrpn each individualOs production due to
cooperation among the team members; but cooperaod its joint output - arises from a
joint activity made possible by their complementapgecific investments, and especially by
specific investments made at the moment of joirtimg team. Hence, the firm becomes a
typical case of team production among many holdérspecific investments (who are also
stakeholders in the strict sense), with some ostakeholders potentially subject to the
(negative or positive) externality deriving from &takeholders in the strict sense are those
who are materially in the position to make spedriestments or, owing to their control over
essential but non-contractible decisions, are tleéras essential for the success of other
stakeholdersO investments. By way of example, idmnsemployees, both highly qualified
and otherwise, who develop and learn firm-speaikidls, competencies and behavioral codes
which make their productivity for a given firm highthan any others (and who may also be
idiosyncratically related to a place where the tegarated due to sunk costs already incurred
to become productive in that location). Or stakdbmd in the strict sense may be raw
materials and instrumental goods providers or teldyy developers who sell materials,
goods or equipment specifically devoted to a spedifmOs production process (materials,
goods or equipment that would not be provided by general market). Or they may be
capital goods investors who immobilize a large amoof money in the acquisition of
complex equipment and technologies or employeeaitrgi all items with highly delayed
returns on costs. Consider also consumers whotitines and effort in collecting information
on goods and services that may be idiosyncratictédijored to their personal non-
standardized preferences, and in developing telationships with sellers. They expect to
profit in the future from this knowledge and so@apital investment by being furnished with
the idiosyncratic good or service on a trust basisich prevents them from adding new
information and search costs at any further puehadl these investments attach surplus
value to cooperation among stakeholders .

Note that team production is usually related toittea of the firm as aexus of contracts
(Alchian and Demestz, 1972) with one actor (the envin the special position of a central

contracting party with discretion over terminatiagy particular contract without terminating



the entire teamOs life. On the unified view, theseracts must be incomplete, so that the
owner placed at the center of the nexus of cotstrggzaceAlchian and Demsetz - necessarily
exercises authority over members of the team. ¢h f&he holds discretionary power over
non-contractible decision variables essential far possibility that each contracting party,
after investing idiosyncratically in the team, nimgnefit from its participatian

But consider what is meant by having residual rightontrol and authority over decision
variables that concern any stakeholderOs relatintie team. According to the standard
theory, the owner may terminate any stakeholdet&sn with the team by excluding it from
the physical assets if it does not perform the igtguactions and relinquishes any claim over
the surplus. Actually, this may be an oversimpéifion of the reasons for a formal authority
to be able to work. However, assume that formaha@uitty annexed to ownership in one way
or another entails that ex-ante non-contractiblgisiiens are resolved in the ownerOs favour.
These decision affect the surplus distribution gateel by all specific investments. In brief,
player A (the authority) will not allow player Bh@ non-controlling stakeholder) to benefit
sufficiently from his/her investment to be abler@pay its cost unless s/he accepts that A
appropriates the surplus. Thus, the party holdesidual control is in a position to claim the
full surplus by expropriating other stakeholdeet@rns on investments.

Summing up, if fiduciary duties are only attachedotvnership, while the non-controlling
stakeholders are still left unprotected throughomplete contracts, then neither ownership
nor contracts insure them against opportunismuliatdeprive them of any benefit deriving
from their cooperation throughout the firm. Residu=ontrol, by affecting surplus
appropriation, can then generate distribution s&®erauch that the surplus is entirely
appropriated by the owner no matter what contrdsutother stakeholders have made to
surplus generation B stakeholders which are lefthatlevel where they barely cover
investments costs. This is what | call OabusetbbatyO.

When stakeholders are sufficiently aware of suphogpect, they will prevent this risk by not
entering theauthority relation, so that the firm does not foaemen if Oteam productionO could
be an efficient way to organize. Alternatively, enthey have entered, stakeholders will
under-invest in their specific contribution (noteat standard theory assumes that residual
control is relevant for decisions that affect tlosgbility for an investment to achieve its goal
when the state of world is favorable, whereas #msibn to invest as such remains up to any

single stakeholder). This is why control structuaes always second best: abuse of authority
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induces some to over-invest, others to under-invagin a governance structure inefficiency
is strictly connected with the expectation of unfahaviour.

The threat of authority abuse does not forestallnbed - just for incentive reasons - of giving
residual control to the stakeholder responsibletfi@ most important specific investment,
granted that by assuming the governing role he doescur governance costs so high as to
dissipate the wealth created by efficient invesiimghe assets he holds. Nevertheless this
should not prevent the non-controlling party froranéfiting fairly form their specific
investments and joint generation of surplus. Obwibere is a first reference to the Rawlsian
maximin principle as the proper balancing critermmong different stakeholders claims.
Owing to mere incentive reasons, those who areheén gosition to carry out the most
important investment must be granted the opportunitbenefit form it by holding residual
control, which in general will induce inequalitibstween them and other stakeholders to the
advantage of the former. However, since the firna ipint venture for mutual advantage,
disadvantaged non-controlling stakeholders must bémefit from cooperation. This grants
them the right to veto any control structure ifsitnot also the better one for the worst-off
stakeholder with respect to all the available aléres (including also the case that they take
over control and the disadvantaged stakeholdetipngs taken by some other stakeholder).
To legitimate a unilateral control structure, wherewnership is held by the stakeholder
undertaking the most important investment - whitdo ajives him the opportunity to abuse
non-controlling stakeholders - the implementatioin ao redress principle is necessarily
required. This entails that also the non-contrgllstakeholders can reach a position better
than those possible under any other possible dostinacture arrangement. My suggestion is
therefore to understand CSR as this Rawlsian gavemstructure.

When CSR is viewed as Oextended governanceOplétasnthe firm as an institution for the
governance of transactions (see Sacconi, 2000). fiftm©s legitimacy deficit (whatever
category of stakeholders is placed in control pfsitremedied if the residual control right is
accompanied by further fiduciary duties owed thigjects not controlling the firm and at risk
of authority abuse. At the same time, this is a entmwards greater social efficiency because
it reduces the disincentives and social costs gemerby the abuse of authority. From this

perspective, Oextended governanceO should comprise:

¥ the residual control right (ownership-based) alledato the stakeholder with the
largest investments at risk and with relatively Igawvernance costs, as well as the

right to delegate authority to professional direstand management;
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¥ the fiduciary duties of those who effectively rumetfirm (directors and managers)

towards the owners, given that these have delegaigdol to them;

¥ the fiduciary duties of those in a position of autty in the firm (the controlling owner

and/or delegated directors and managers) towaedsdh-controlling stakeholders, that
is

b the obligation to run the firm in a manner sucht ttheese stakeholders are not

deprived of their right to participate in the swpl distribution as it is
cooperatively generated by their specific investtmemd their join actions b so
that the company distributes to eathict-sense-stakeholder Ofair shareO of the

surplus (acceptable by whatever stakeholder inngpaitial agreement), while

the broad-sense stakeholders are immunized ageggative externalities;

b the duty of effective accountability to the non-tiolling stakeholders in terms
of reporting relevant information in a veraciougnsparent and understandable
way about the accomplishing of tasks related tar tlegitimate interests and

rights (as defined at the previous point),

b and the right of these stakeholders to be repredantcorporate bodies where
they can exercise effective supervision over thena®s, directorsO and
managersO compliance with their fiduciary dutias @efined to the previous two
points - owed to non-controlling stakeholders (fxample representation
through independent members of a supervisory body appointed as
representatives of shareholders but as advocatesh@f non-controlling
shareholdersO points of view).

According to this revision of the corporate govew® structure, boards of directors or
managers appointed by owners owspacialfiduciary duty to the Oresidual claimantsO who
have directly delegated authority to thewa(a narrow fiduciary proviso). This duty applies,
however, only under the constraint that the ngeeeralfiduciary proviso relative tall the
stakeholders is accomplished B which is specijicdkfined via duties owed to non-
controlling stakeholders.

Moreover, the extended fiduciary duties model apoeate governance redefines the firmOs
objective-function (more about this in Sacconi 2806 2009). This can be reconstructed by
a three steps decision-rule which moves from thetrgeneral condition to the most specific

one:
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() Run any corporate activity in the way that mininsizeegative externalities

affecting stakeholders in the broad sense by ptawgrany corporate action from

bringing about not repayable damages, such as tteased to the global environment,
or compensating them in kind as they materialils® before any legal suit for damages
IS started,;

(i) Identify the feasible set of agreements compatibte the maximization of the
joint surplus and its simultaneous fair distribaticas established by the impartial
cooperative agreement among the stakeholders isttioe sense (more on this in the
Part I);

(iii) If more than one option is available in the aboeérobd feasible set, choose

the one that maximizes thesidualallocated to owners (for example, the shareho)ders

The rest of this essay concentrates on an argumefavor of this extended governance
structure and objective-function, taking seriou@y least from the abstract perspective of

game theory) the challenge that any proposal formemust prove to be implementable.

4 CSR as an Oequilibrium institution® baseu the social contract of the
firm.

A common tenet concerning CSR is that it shouldbggond what can be required of
companies by statutory laws and that it involvesegain degree of voluntarism and self-
regulation. However, discretion is quite differémm effective self-regulation, in that it does
not entail anyrule (either internal or external, enforced or selfezoéd, legal or moral).
Moreover, self-regulation may be understood in eatlifferent ways: (i) as the case of an
organism (the firm) endowed with its own Onatu(atOto speak OunchosenO) internal
regularity of functioning, whereby its behaviorasmpletely endogenously directed, without
any need for interaction with other agents, eitbegree on or at least to abide by any social
norm at any time; or (ii) as the output of an agrest (explicit or implicit) among individual
members of more or less extensive social groypkereby they establish and adhere to an
expressed (in language) set of principles or rulegh a normative content that they
understand and which gives them guidance by vetsmge actions and recommending
others, such a rule ot enforcedy any external authority imposing sanctions beeatis is
instead performed through the voluntary adheremd¢beoindividual members of the relevant
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social group to the principles expressed (Posr@0QR The self-regulatory nature of CSR is

here understood in accordance with the second. \iewarticular, let us state the following

definition of a CSR effective self-regulation (Haon, 1999; Sacconi, De Colle and Baldin,
2003; Wieland 2003):

a)

b)

d)

CSR is established by social norms such as malkesiolder governance codes and
management standards, not merely managerial dmtaey decisions;

These include normative utterances: general albbgiraciples and preventive rules of
behaviour concerning fiduciary duties, general estents of the fair treatment
principle for each company stakeholder, princigémter-stakeholder justice and fair
balancing, precautionary rules of behaviour in amgical sphere of potentially
opportunistic behaviour between the firm and sorhato stakeholders - so that
fiduciary duties and related rights are put in pcacby standard precautionary rules
of conduct that pre-empt opportunistic behaviouwypical critical situations;

Such norms are agreed upon by both firms and stédkexts through (voluntary) forms
of multi-stakeholder social dialog (which simulatke idea of a Osmall scale social
contractO among them);

Nevertheless, these normative contents and stanadirbdehaviour are self-imposed
by firms on themselves without external legal ecdonent, but instead by means of
the internal adoption of statutes and codes ofcetleshaping the corporate
governance and participatory structures, self-degaion, training, auditing and
control, which are compatible with voluntariness the corporate level; and only on
the basis of the consequences that non-conformytinduce for the stakeholders/firm
interaction;

The previous self-enforcement approach does naotepteself-regulation from being
monitored and verified by third-party independeivil society bodies (which do not
have conflicts of interest with their mission ofpartial overview over companies
voluntarily subjected to self-regulation); this ankes the level of information and
knowledge whereby stakeholders define their expiect about the firmOs conduct.
By contrast, this monitoring, verification and rafi of conformity levels may be
strictly necessary due to the typical informati@mditions wherein CSR social norms
and standards are established.
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Of course, effective CSR self-regulation is a vabption only within an institutional and
legal environment that does not obstruct it. Sulestroiction would occur in the case of too
narrow definitions of the firmOs objective-functiuch as that prescribing shareholder value
maximization as the companyOs only goal B as todag found in many company laws at
international levéllf maximizing the joint stakeholder value conflidteven in the very
short run with immediate shareholder value maxitiora these laws would prevent the
board from deciding to balance stakeholdersO $t¢eaecording to the social contract view,
which implies a constrained maximization view (that constraining shareholder value
maximization with the condition of the simultaneomsximization of other stakeholdersO
utility according to a bargaining solution) (for nrecon this, see Sacconi 2006a,b, 2009).

This is a good reason (in order properly to as#essmplementation and stability of a CSR
norm) to admit a sort of hypothetical Ostate afre@ benchmarking into the assessment of
institutions. It logically precedes historical léganstructs that without necessity may legally
obstruct by design (or due to contingent historezlilibrium paths) the emergence of such a
normative model. Thus, admitted that company lawshat obstruct proper self-regulation,
the thrust of my argument is that the endogenouliefbe motivations and preferences of
economic agents (companies and stakeholders) axe efizsential forces driving the
implementation of the CSR model of multi-stakeholgevernance. If this is true, there will
be a plenty of reasons - not only normative bub dism the incentive compatibility and
stability viewpoints - to promote reforms that elealtompanies to adopt governance
structures, management systems and organizatiogndesonsistent with the CSR model.
Making sense of CSR as a self-regulatory expliotiad norm requires a definition of
institution different from simple consideration of existingrfal-legal orderings. Here AokiOs
shared-beliefs cum equilibrium-summary-represeatatiew of institutions seems to furnish
an essential part of the appropriate institutioncept. According to this view, an institution is
Oa self-sustaining system of shared beliefs absaltemt way in which the game is repeatedly
playedO which is a rule not in the sense of QemtEgenously given by the polity, culture or a
meta-gameO, but in the alternative sense of @sulesing endogenously created through the
strategic interaction of agents, held in the minfisgents and thus self-sustaining - as the
equilibrium-of-the-game theorist do. In order foglibfs to be shared by agents in a self-
sustaining manner (E.) and regarded by them asvesie (E) the content of the shared
beliefsO must be @ammary representation (compressed informatiwndn equilibrium of
the game (out of the many that are theoreticallysfmde). That is to say a salient feature of



an equilibrium may be tacitly recognized by agemt lmve corresponding symbolic
representation inside the minds of agents and auataltheir beliefsO (Aoki, 2001, p.11)

The self-enforceability condition of Nash equildoris implicit in the above definition. A
compressed summary representatioh information about the way a game has been
repeatedly and regularly played is not a completgscdption of all the histories of the
repeated game under any contingency. Neverthdaless,a summarizing pattern (a model
resident within the playersO minds, i.enental mod@l containing salient features of the
playersO equilibrium action profile that has bdayed in the game so far and which are
sufficient to define reciprocal expectations antlief® concerning each otherOs actions from
now on. Given this mental compressed representaboundedly rational players B without
complete information - derive beliefs about how atiyer player currently plays the repeated
game. And these beliefs ashared- in the sense that any two players make the same
prediction about any other player involved - andsistent B in the sense that beliefs whereby
any player derives his choice also cohere withphesliction of beliefs whereby other players
derive their choices. These beliefs replicate tteeliption that a particular equilibrium will be
played among the many possible, and it is from sedtefs that all players derive their best
actions. Because these actions are best agaimstsbaind these beliefs correctly summarize
current behaviors, these actions are also therbggbnses to the other playersO actual actions
as these are represented by beliefs. Then theedeastion profile satisfies the typical Nash
equilibrium condition.

This clarifies why the belief system self-sustainingThe resulting equilibrium profile, as it

is generated by best responses to beliefs, alshicatgs the same behavior that the
compressed information summary in fact represeni.- it exhibits the same salient
characteristics as summarized in that compresg$edration representation. Hence, it cannot
but replicate the same summarized information om th@ game is played, and hence support
the same beliefs system.

The beliefs/compressed information summary representagai is an institutiomot in the
sense of a Orule of the gameO exogenously imposes gayersO choices by some physical
or technological feature of the environment, oy further external institution or authority.
These rules are useful to define theme form that is, the objective set of constraints and
opportunities within which the game is played. Bhé beliefs /compressed information
summary representatigoair instead defines an institution as the endogemule of behavior

emerging from how the game is played. In fagyen the game form, the beliefs system

1J"



describes a regularity of behavior resulting folme playersO choices that they represent in
their minds and replicate in response to that sepr&ation. Thus thbelief systemeplicates
itself endogenously

An important consequence of AokiOs view is theodiollg. A statutory law passed by a
parliament or another legislative body, even thomghay explicitly settle rights and duties, if
there isno shared belief that it will be complied with by #swho OshouldQ, it is not to be
considered amstitution Instead, the ongoing practice of violating thetwtiory law could be
considered the OtrueO institution of the relegaon @omain (Aoki, 2001).

Nevertheless, at first glance, this definition laamajor drawback. Institutions thus defined
seem to be devoid of any significant normative nregarand force. On the contrary,
institutions like constitutions or laws, ethicaldes, shared social values, organizational codes
of conduct and procedures have primarily a preBeepmeaning (in the case of ethics such
meaning requires OuniversalizabilityO (Hare, 1981Lp. they are action guides and not just
description of state of affairs. They tell agentsatvmust not be done or what is to be done in
different circumstances. Institutions in the abgame-theoretical definition may seem to
give an indication about the best action of eachyei onlyex post- that is, once the
participants have chosen their actions and haveeghenowledge that they have already
reached an equilibrium state in their choices. ifiséitution (beliefs system and the relative
compressed information representation) tells pRyely to maintain the existing pattern of
behavior because it is an equilibrium supporting éxisting beliefs system. An institution
such as this seems to have no normative conteistbised on a summary of how the game
has been played in the past and consists of & setitoally consistent predictions of how the
game is currently being played and will be playethie future.

But why then would institutions be as they are? Wioyld they contain principles and norms
(moral, legal, social or organizational) explicifyrmulated in sentences through utterances
whose meaning is not mainlydescriptionof how people normally act (even though they can
also contain descriptions) but a prescription o tlkeymust or must notoehave. There is no
reason why what the addresseastdo according to a norm corresponds to what - lectioe
utterance of these prescriptive sentence - déhéactodoes. A norm (as a component of an
institution) is notfalsified by the observation that people do not confornt,teven though it
can be thus recognized as ineffective (and disdaadean institution in the proper sense). The
point is that a necessary component of the beljistem defining an institutions must not

merely replicate the description of behavior in igeg action domain; it must instead
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prescribe it independently of the description @& timgoing course of action. In other word, it
rests on some priori standpoint. Arguably, this is aecessarythough not sufficient
condition for an institution to exist (for sufficiey, the beliefs equilibrium definition must be
met).
Moreover, a norm is sometimes explicitly introducearder to change the received behavior
and to set up an institutions that can regulatevangdomain of actions. It thus provides
guidance for action choices in the given domain rwkiee playersO summary compressed
representation of information about how they hasteccannot replicate the required change.
Because it is a theory of institutional change, i@sk theory provides an answer to this
guestion. The problem under consideration is twbfol
0] the problem of equilibrium selection within a givegame form, where an old
equilibrium path (old institution) has been abaretbfior whatever reason and a new
equilibrium path (new institution) has to be reathy all the players even though it
has not yet been stabilized among them; and segondl

(i)  the problem of achieving such a new equilibriumaand profile supported by a stable
and shared beliefs system (a new institution), wtien underlying action domain
changes because environmental or technologicalgelsahave been introduced, or
some further action opportunity is simply discovket®y players and represented for

the first time in their subjective mental modetkioé game.

To these distinct but interlocked questions Aokiegi an answer based on the idea of
OsalienceO of some game feature, which is notstamderas mere description of a
characteristic. That is to say, it is not confitedhe condition that playersO beliefs contain
the description of a salient characteristic of hiney have acted in the past and that they
transfer into a prediction of how they will act the future. Here, the genuirguidance
function of a normative beliefs system emerges. Ansl part of the explanation of why that
beliefs system is widely accepted by every pardictpin the action domain, so that it is
recognized as Osalient® or OprominentO b aeesertibody knows that also others accept it
and use it to assess each otherOs behavior. Wittassplayers reasons to coordinate (So to
speak Ofor the first time®) on a specific equitibprofile inter alia, given that many are
possible, also in cases when the domain of actibanges or is enriched by new
opportunities.
OThe point is that some symbolic system of pregibtirmativebeliefs [emphasis added)]
precedes the evolution of a new equilibrium andthecomes accepted by all the agents in
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the relevant domain through their experiencesoitia be Ounsettled culture or ideologies B
explicit articulated highly organized meaning sys¢eb that may establish new styles or
strategies of actions (E), Oan entrepreneurOsnvibiat may trigger certain action that
eventually remove the limits of organizational daipies and environmental constraintsO
(E) or even the political program of a subversiveliical party (E) bounded rational
individual agents form their own subjective modeishe game that they playO (E) so that
the mechanism of institutional change is seen @aegs of revision, refinement and
inducement if mutual consistency of such model ipomating a (common) representation
systemO (ibid. p. 19)

These examples of symbolic systems of normative @edictive beliefs are introduced as
possible empirical explanations of how an equilibri may become focal before it is
stabilized by customary behaviors and beliefs. Bledowever, this view presumes that
these beliefs exercise jastificatory forceable to induce thgeneral acceptancef a new
equilibrium in a given domain, so that - but otdyer on - it becomes the OsalientO basis for
reciprocal prediction of all of the participantsfioas.

Thus, a second component of a proper definitiomstitution D integrating AokiOs definition
- is the mental representation of a norm, necdgsaxpressed by utterances in the playersO
language (oral, written or simply mentally represéi concerning rights and duties, values
and obligations, which needs to have a prescrigneuniversalizable meaning ablgustify

its shared acceptance by all participants in argiméeraction domain. Because iteg ante
accepted by all players, it enters their sharedtahenodel (Dezau and North, 1994) of how
the game should be played and hence becomes tiseftiatheir coordination on a specific
equilibrium under a given action domain. The keynp@s then explainingiow a normative
system of beliefs, preceding the evolution of th@responding equilibriumpecomes
accepted by all agenta the relevant domain. And to be useful for theposes of this essay,
this explanation should make sense of a CSR nooepted by all the corporate stakeholders
and those in the position of authority in the firm.

To my knowledge, the best justificatory account farms on responsible exercise of
authority, entailing ex ante shared acceptanceéhassocial contract modelContractarian
norms result from a voluntary agreement in an hypiital original choice situation which
logically comes before any exogenous institutioovsr-imposed on a given action domain,
or before any institution (in the equilibrium sendas yet emerged. Thus a norm (and the

institution that may encapsulate it) arises andlammaintained only because of the voluntary
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agreement and adhesion of agents. To define tleiagmt on a justifiable norm, any social
contract model sets aside threats, fraud and mikatipo resources that would render the
parties substantially unequal in terms of barggrpower. Besides the normative reason for
doing so, such initial conditions would need anlangtion in terms of a previously reached
equilibrium in a game of threats played in the vaté domain, or it would be seen as the
effect of institutions already existing in someaadjnt domain that give some players more
strength than others. The hypothetical choice utiteroriginal position proceeds as if these
contingencies were arbitrary and irrelevant togtaper calculation of the social contract.

The idea of a Ofair agreementO thus becomes/@nttiie agreement must reflect only each
participantOs rational autonomy, decision-makimgdom and intentionality, which are
assumed to bequalin weight among the participants in the contré€his can be disputed
on an empirical basis, but principle the idea is to skip any morally irrelevant diffiece
among participants). The agreement thus gives etpradideration and respect b i.e. equal
treatment - to reasons, interests and decisionfopuard by each participant in the contract,
because a voluntary and unanimous agreement amatogoaous choosers necessarily
equally reflects the reasons to enter the agreebyeeach and all of them.

It is not only the initial creation of norms andsirutions that is seen by the social contract
model as a matter of unanimous agreement amongn@utms agents. Also their
implementation is understood as being a mattebafntary adhesion. Thus the endogeneity
of institutions with respect to the agentsO si@tateraction is respected at both stages: an
institution is endogenous to tlex anteplayersO strategic interaction understoodatisnal
bargainingamong equally situated rational agents, i.e.ntloa started only by the unanimous
individual playersO decision to enter a voluntagye@ment. Moreover, thex post
implementation of an institutional arrangement Isoaseen as the composition of the
autonomous decisions that players make in thestegjic interaction, whereby they chose
whether or not to comply with the social contragtdarrying out decisions that reflect the
whole set of their reasons and motives to act.

In order to accomplish these tasks, the socialraohtnodel must operate in two different but
necessarily related directions. Enteriexy anteand adheringex postto the agreement on
principles and norms for institutions are distidetision problems, with quite different logics
of choice, but which nevertheless must be solved mutually consistent way and within a
unified view. The choice of entering the contraaistprovide a justification for norms and

institutions. The form of this justification is thenpartial rational agreement of all the
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concerned stakeholders. It is appropriate herevwgeight only to considerations relevant to
the rational decision to enter an impartial agregmehich is provisionally assumed to be
possible since all the parties involved are hypith#y assumed to voluntarily participate in
a thought experimentHence preventing cheating and defection is net fibcus of the
decision logic employed to calculate the agreemmran though these considerations may be
essential in defining the feasible outcome set frainich the agreement should be selected.
What is relevant here is the opportunity offeredamyunanimous agreement to improve to
mutual advantagthe state of affaitsiith respect tb the Ostate of natureO that would result from
cooperation failure. Moreover, such a mutual improent and advantage must itself be
recognized as acceptable by equally autonomoues aind rational participants in the bargain
b so that it must not only Imeutualin the sense that whatever improvement one paiitysg
over the state of nature status quo necessaritgsmonds t@omeimprovement in anotherOs.
In addition, it must also treat participants synmcatly, so that they can accept such an
agreement proposal of mutual advantage form anrtmpatandpoint.

Quite different is the decision logic of tltempliance problemiWhen we move from thex
anteto theex postperspective, we ask whether an agreement reacredlso be complied
with by the same players who agreed on it. Thesd#ferent problem because the game-logic
of compliance differs from that of entering a co@pee agreement. It is instead the logic of
anex postnon-cooperative game in which the players decagaately but interdependently
whether or not to comply with thex anteagreed contract. From this perspective, the questi
is not so much whether the contract provides resddgrhigh joint benefits and distributes
them in an acceptably fair way; rather, the quessomainly whether there are incentives for
cheating on the counterparty to the agreementngiie expectation that s/he will abide by
the contract.

Social contract models convincingly answer the rebe @ecision problem, but are typically at
odds with the compliance problem. This difficultdg@ applies to the most elaborate social
contract theories that have made significant stepard a unified view of both aspects. (See
Rawls (1971) and Gauthier (1986). Binmore alsuvioles a unified view of the two problem
according to the social contract model (see extehsiPart Il of this essay). On the other
hand, AokiOs institution definition guarantees, tiigdhe agreed norm is represented within
the playersO minds by summary information abougakie®O equilibrium profile and thus
generates a system of predictive and normativefiselihen also the compliance problem is

amenable to solution, since it will satisfy the #iQtium condition. Thus, taking jointly the
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two requirements - (i) acceptability of the normatcontent of an institution through a social
contract, and (ii) a shared belief system basethercompressed representation summary of
an equilibrium - seems to provide the comprehendef@ition of institution needed here.
There are many different accounts of the sociatrachmodel. For example, both RawlsO and
GauthierO accounts are compatible with what hasdaée thus far. However, RawlsOs idea of
the original position is basic to the purpose o$ thssay. It is a choice condition requiring
unanimous agreement under a Oveil of ignoranoe@miog any detail of each participantOs
personal identity and social position. To be cléamean by a Oveil of ignoranceO radical
uncertainty about the mappings that would idengich participant in the original position
with a particular set of personal attributes suslstaategies and payoffs that would represent
his personal characteristics and social positiodeurdifferent contingencies. The veil of
ignorance creates an impersonal and impartial pt@Entd whereby an agreement is
unanimously workable because each participant@sasetandpoint becomes identical with
that of all the others. In other words, behind €heil of ignoranced each individual is ready to
take symmetrically the position of any other anddplace his/her initial personal standpoint
with that of everybody else. Under these symmdtredachanges of position, whereby
everyone assesses acceptance of any given setrofatnge statements, they reach an
agreement that reflects a reasonable impartial awatibn of all the reasons to act that they
consider in turn. Importantly, the agreement aapby each of them cannot but be
unanimous, for the symmetrical replacement of pekpositions is carried out in identical
ways by all the involved parties, so that they @entically situated in their exercise of
institutional assessment.

Thus, it is the agreement under the veil of ignoeammong all the corporate stakeholders that
should generate the shared acceptance of CSR@sah norm corresponding to a particular
equilibrium among the many possible. Since it ®thought experimentO, it would impress
the playersO minds with a mental model of howgémee should be played and generate an
identical Osalient® aspect of their interactidnwibiald favor effective coordination over a
specific equilibrium point to be played by the ad®bf each actions. When the shared system
of mutually consistent beliefs has been formedthar first time, it will allow for mutual
predictions and the generation of an equilibriuit tlso confirms the same beliefs set. The
summary information compressed into a mental remtesion of the regular playersO
behavior throughout the repetition of the game,egated by ex ante acceptance of the

normative beliefs that a particular equilibriumtésbe played, can then be understood as an
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institution. Now argued is that CSR is the sociatm in the corporate governance domain
that satisfies this definition.

A social contract explanation iszarobleveexplanation which in fact assumes as its starting
point the Ostate of natureO hypothesis. It is rwréamental than, and prior to, any

consideration of complementarities between a CSRlemof corporate governance and

institutions belonging to different domains. Andalso logically precedes any assessment of
how institutional changes in other domains b sgdalaor law, the industrial relation system,

or in general the political system - may ease theduction of CSR. In fact, assume that a
social contract among all the company stakeholdedsices them to build CSR as an

institution which is not only impartially acceptaltio stakeholders but also self-sustainable -
admitted that it is neither obstructed by prohdris in the legal system nor incentivized by

other institutions or regulations. Such a normativedel is the natural candidate for a legal
reform of statutory company laws and corporate guomece regulations because it has

already proved to have endogenous forces of itsmyghing toward its institutidi™

5 The four roles of a social contract on CSR norm

To understand why the stakeholdersO social coomatCSR norm explicitly stated through
utterances in normative language is so essentidhéoendogeneity and self-sustainability of
the corresponding behavior and expectations (egnstitution in AokiOs sense), we must
consider theoles performed by voluntarily agreed explicit norms.tBet us first model the
relationships between the firm and each of itsedtalders as a case of the well-knotmunst
game (TG) b a formal context wherein these roles carbéiter situated (see fig. 5.1)
(Fudenberg and Levine, 1989; Fudenberg and Til®8]1). A stakeholder A may or may not
enter into a specific relationship with the firmhelfirm is here identified with the particular
stakeholder B who owns its physical assets andehexercises control on some discretionary
decision variables that affect the mutual oppotiuto profit from the stakeholderOs A (and
maybe his/her own) specific investment and cooperatecision to enter the relationship.
Hence, in the trust game, what stakeholder A mawyay not enter is a fiduciary relation with
those in a position of control (synthetically cdll®the firmO). By entering, it is assumed that
the stakeholder A makes a specific investmentiraders his/her relationship with the firm
idiosyncratic, but also makes possible a surplus/icg form this relationship. On the other

hand, the position of the firmOs owner in the gawalees explicit the possibility that s/he may
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abuse his/her authority toward the non-controllstgkeholder. The owner may or may not
abuse the stakeholderOs trust. In the case of, ahasewner appropriates all the surplus
generated by specific investments and gets 3,ngatie stakeholder with only the cost of its
investment (-1). If the owner does not abuse, thera mutually beneficial sharing of the
surplus for both the players (2, 2) that reflebtsirtjoint contribution to Oteam productionO. As
well known, this game has a single Nash equiliarithe Pareto-inefficient outcome
corresponding to the payoffs vector (0, 0). Sirreeftrm B will necessarily abuse (OabuseO is

its dominant strategy), the stakeholder A will eater.

(-1, 3y

- 2,2)
no-entry(A e)' 2.2)

(0, 0y

Fig. 1 One shot Trust Game in extensive form

But matters may substantially change if the TGnhigitely repeated between a single long-
run player B, in the institutional role of the firmand an infinite series of short-run
stakeholders seen as players,EAA , (where n goes to infinity). At each stage game
(repetition) a player in the role of; Aas a short-run strategy choice at hand: whetheototo
enter, given the consideration of the previousystéthow the game has been played until the
stage where s/he is required to make his/her deci€ln the other side, the long-run B player
has to make a choice among long-run strategieshwdiliceach repetition select a concrete
action (abuse, not abuse or a random mechanismixotha two probabilistically) as a
function of the story of the game until each pdssgiage. Note that because B chooses at
each stage, a long-run playerOs strategy is foruteaking such selection at each stage given
any story of the game at whatever stage. Thusng-lun strategy considered as a whole
accounts for every possible story of whatever leragicording to which the game might have
been played at each stage. As a consequence, esxhipariodical short-run stakeholder A
(for whatever value of i) has a payoff functionidetl on the outcome of the specific stage at

which s/he participate in the game. Otherwise timgdrun player BOs payoff function is the
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infinite summation of each payoff s/he gets at stage multiplied by a discount factor(0 <

I < 1) reflecting player BOs impatience or short-sijiess. Under convenient conditions,
such a payoff is théimit of the mearpayoff associated with the loop of whatever length
(going to infinity) into which player AOs strategyyters again and again along its repetition,
given the short-run playersO strategy choiceslgoes generating identical series of stage
game payoffs). Let us assume that the discoutdrfads not Otoo small® with respect to the
ratio between (i) how much player B in a singleeceiggoes by not abusing playeriAstead

of taking the opportunity to exploit him/her, arfid) how much s/he forgoes at each
successive stage by receiving the payoff assocwatibdnon-entrance by player; Mstead of
the payoff of mutual cooperation.

The game is qualified as Oincomplete informationegain a distinct sense. Short-run players
A; are uncertain about player BOs rationality (i.e. criterion obich) so that they take as
possible different player B types, where types iifiethe long-run strategies played by B.
This is to be understood in the sense that plajeis, A , take it for granted that player B is
irrevocably committed or disposed to play some igeloehavior rule - which consists of a
specific repeated strategy - but is also uncerbiout what among the many possible such
commitments is. Thus player B is deemed to be aowoipletely strategically rational agent
because s/he would stick to a rule of behavior peddently of player AOs choice. This is
only the way that players #EA , think about the game, however. Indeed, player B is
nevertheless completely strategically rational arfdrmed, so that s/he will decide his/her
strategy without any sense of absolute commitmand, only on the basis of his/her best
prediction of strategy choice by players;,BA .. This in turn is based on his/her
understanding of how the short-run playersO beadleinge from one repetition of the game
to the next.

Player BOs reputations are the probabilities aithbi players pat each stage to BOs types,
whereas types are stereotyped commitments on pBysrrules of play (strategies). Changes
in reputations are a function of the repeated ofadien of how stages games? have been
played by B, and of the stage game outcomes and ¢benparison with what a given
commitment would have entailed (contingently onoalse behavior of playersA Each
player A is assumed to update by means of the Bayes ralenttial probabilistic beliefs
shared by all players;Aoncerning player BOs types. Repeated observatidbeot abuseO
will augment the ex post probability of any BOategy (pure or mixed) that does not abuse at

all or abuses very slightly. Whereas such obseymatwill falsify the hypothesis that player B
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is the abusive type, or they will reduce the prdlitgof any significantly abusive BOs mixed
type. Player B supports his/her reputation of beingjven type by continuing to play stage
game moves which are consistent with the type.

Under these not innocuous assumptions it is wesMknthat a whole set of new equilibria
becomes possible in the repeated trust game. ticyar this set of equilibria (consisting of
repeated short-run strategies chosen by playgis,A , paired with a long-run player BOs
strategy) is bounded from above by the equilibrivhrerein player B plays his Stackelberg
strategy, and from below by the equilibrium in whino player in the role of Aenters
throughout the game repetition. (Fudenberg andnssvi986; see also Fudenberg and Tirole,
1991). It is important for understanding how spaetaus cooperation can arise between the
firm and its stakeholder that if only pure stragsgiare considered, then a repeated BOs
decision not to abuse will eventually induce emteaby every short-run player fafter some
periods spent on accumulating reputation). If tleealnt factor is not too low, continuing to
play no abuse is also player BOs best responskatstepeated non-abuse and substantial
entrance by players jAwill be an equilibrium of the game. This is thepital Ogood
reputation® equilibrium which is typically advodatsy those who are OoptimisticO about
spontaneous cooperation between the firm andakeblblder.

Against the background of this concise represemtati the stakeholder/firm interaction, we
may understand thiur roles of a social contract on a CSR norm expressingepl®0s
fiduciary obligation not to abuse player AOs trust

¥ The cognitive-constructive rolevhich answers the question abbotvthe firmworks

out the setof commitments that itan undertake with respect to generic states of thédwo
that it is aware of not being able to predict ity aetail, and thereforeshat types ofpossible
equilibrium behavior the firm can work out so tiséédkeholders may entertain expectations

about them;

¥ The normative role which answers the question about what (if anytepa of
interaction the firm and its stakeholders mustiarpselectfrom the set of possible equilibria
to be carried ouex post(according to the answer given to question @hal adopt aex ante
standpoint (Ounder the veil of ignorance®) enahfinggreement to be reached from an

impartial point of view;

¥ The motivational role which answers the question abowhat and how many

equilibrium patterns of behaviors, amongst those iy emerge ex post from the interaction
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between firm and stakeholder, would rettheir motivational forcef firm and stakeholder
were able to agree in an ex ante perspective ddRarrm along the lines of question (b);

¥ The cognitive-predictivarole concerning how the ex ante agreement on a CSR norm
affects the beliefs formation process, whereby a firm atsd stakeholders cognitively
converge on a system of mutually consistent exfieogsuch that they reciprocally predict
from each other the execution of a given equilibriin theirex postinteraction (given that
more than one equilibrium point still retains mational force). The question to be answered
by this function is Odoes the norm shape the etfmcformation process so that in the end it

will coincide with what theex anteagreed principle would require of firm and stakdees?0

6 The cognitive /constructive role of the socialontract

The second role idhe focis of the part 1l of this essay, where the main gbation of the
Rawlsian view is discussed (see Sacconi 201fg). | have discussed at length the first role
elsewhere (Sacconi 2000, 2006a, 2007b, 2088)here | may briefly summarize the main
argument with reference to the repeated trust game.

To enable the reputation cumulative process, tine $hould commit to a strategy carried out
with specific unambiguous and verifiable actions esich stage game according to a
conditional rule The stage game choice induced by a strategy is spdcifith respect to
every possible story of the game, that is with eesfo all the possible state of the world
wherein the game has been played till the custage, for whatever stage. This means that,
given a player BOs strategy, every playeatAny stage t is capable to predict how player B
will play at any stage (given any previous possgitey).

Consider, however, that modeling the firm like thigails assuming a context of incomplete
contracts, which we interpret in its genuine natase the existence of unforeseen and
unforeseeable states of the world (Kreps, 1992nlete contracts between two parties
would be agreements on pairs of contingent stresegine for each party. In our case these
would at least make it possible to say how the fwithact in whatever state of the world that
may unfold through all the game repetitions. Witimtcact incompleteness, by contrast, some
states of the world are unforeseen. Hence it isossajple ex ante to define how any
contingent strategy will behave when an unforeseen statehef world arises at some

repetition of the game. In fact, under incompleteowledge, contingent contractual
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commitments are mute, or not even specified, orutifereseen states, and this implies that
also commitments to specific contingent strate¢hes the firm B may undertake toward its
stakeholders Awill be unspecified.

But a typeOs reputation crucially depends on eaiifin of the correspondence between the
game outcome in a given state and the commitmebetéulfilled by the type in the same
state, which entails an expected outcome for ttedé sinder the given type (also contingent
on player AOs choice). When a state of the world is unforesesmmcrete contingent strategy
cannot be ex ante specified as to its possiblercaace. Thus no contingent commitment can
ex ante be undertaken with respect to unknownsstdtthe world. From this it follows is that
there is no basis for saying whetl@what had to be done has been driEreps, 1990).
Commitments are emptied by cognitive gaps in retato states that stakeholders and the
firm cannot ex ante concretely describe. These itegrgaps giveno basis for reputation as
modelled as the probabilistic updating of initiaglibfs associated with commitments
calculated in function of stage-by-stage obsermatibwhether or not actions prescribed by
commitments are performed at any stage of the game.

In more general terms, the problem is essentially @f incomplete specification of tigame
form and in particular of the strategy set (type se® autcome functions (which map
strategy combinations to payoffs for each statihefworld at each stage). But without types
uniquely related to commitments to strategies, eutation effects are possible. Thus an
Oexistence of the equilibriumO problem arises.e®lagannot calculate the equilibrium
strategies of the reputation game because theimitmnents are unspecified with respect to
unforeseen states of the worlds. Put differenthgyt lapse into a state of cognitive
unawareness of the equilibrium strategies that dsupport any level of mutual cooperation
amongst the players.

The picture changes if the social contract has leteoduced ex ante on a norm understood
as the firmOs constitution stating its fiduciartissutoward all the stakeholders in terms of
general and abstract principles and precautiondeg rof behavior. It predefines the standard
conducts to be carried out if some principle is autisk of violation by the occurrence of
whatever (even if unforeseen) state of the worlchaWis crucial here is that the social
contract introduces explicit norms (general andrabs principles and precautionary rules of
behavior) that are established without ex ante detmgknowledge of all future states of
affairs. In general, this is the role of constimtl principles in legal orders, and specifically

the role of universalizable principles in ethicatles.
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Once a social contract has been introduced, th#freewuniversalizable, general and abstract
principles and precautionary rules of behavior tocl stakeholders and the firm have agreed
without being contingent on any concrete and cotep& ante description of future states of
affairs; and these principles can be taken as lmeadts with which to assess the firmOs
behavior also when unforeseen states arise (gsskugggested concerning corporate culture
principles but mistakenly restricted them to cudgirather than to ethics, see Kreps, 1992 and
Sacconi, 2000). In so far as the agreement is wiodté through counterfactual reasoning
under a hypothetical original choice situation, awcdncerns general and abstract
universalizable principles - by definition indepentlfrom any concrete description of details
about the playersO positions and any other conmatagency D the principles agreed are
adaptable to a wide array of situations. The samatract thus plays a cognitive role agag@
filling device(Coleman, 1992) which establishes tiygesof behaviors that stakeholders can
expect from the firm in situations where contrafetis owing to the absence of conditional
provisos constraining residual decisions.

This cognitive function is primarilyconstructive The game form(Aoki, 2007) is badly
specified under unforeseen situations, becauseingemt strategies for such states are
unspecified. Norms nevertheless allow a defaudirarice to be made on how the honest type
of firm will behave under these circumstances. €@strategiesO are not defined contingently
on states of the world that the parties are unabherite down in the contract or are even
unable to foresee. These default rules are basetieosatisfaction of #uzzy membership
condition of states with respect to the domainhdteact, general and universalizable ethical
principles that are ex ante known (because theyagreed through the social contract)
(Sacconi, 2000; Zimmerman, 1991; Sacconi 2007b)nb&rship is always ex post verifiable
through a shared understanding of the inherenteraggs of unforeseen contingencies with
respect to the principle. Once these norms have bieted ex ante in terms of precautionary
standards of behavior, it is possible to say hos fthm is expected to behave in whatever
unforeseen state that may put a general principlislg until contrary proof is given that the
principle does not apply to the new situation. thes words, the firm types implementing or
otherwise strategies of conformity to norms arecdbed. Explicit norms then complete the
description of the game form by substituting defawilles of behavior for conditional
strategies. What is involved here is not inductearning about the probability of an already
given set of possible but uncertain set of types,tbe conception of the type set itself that

contributes to an (approximate) description of wiaty occur in the future. Accordingly, the
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social contract role isonstructive Through the agreed statement of norms, firms and
stakeholdergonstructan approximate model of the game that they wdlyph states of the
world that they are ex ante unable to describev@myedetail.

Nevertheless, the cognitive (and constructive) fiencof norms takes us only half-way into
our argument. A well-conceived game form makeogsible to define the playersO strategy
combinations and equilibria wherein the firm may described as acting in support of its
reputation, so that after some time stakeholdels begin to trust it. Under the usual
condition of the long-run playerOs non-myopia, etteguilibrium combinations include the
firmOs continuing not to abuse and the stakeh@desstinuing to enter the relation with the
firm. Nevertheless, in general, this will pest oneof the many possible reputation equilibria
of the game. Other equilibria will entail strateg@f random compliance with the norm by the
firm (a mixed repeated strategy) such that theestaklerOs best response is to yield to the
firmOs strategy (entering throughout all the gaspetitions and enduring consequences from
the firmOs partial abuse). Among these equilisgaRigure 2 where the equilibrium sét of

the repeated TG is depicted as the dashed areanadedn particular the equilibrium with
average discounted payoffs (0, 2.66)), one is Skackelberg equilibriumthis being the
equilibrium that the firm would select if it comr@t unilaterally to its preferreshixed type
and induced stakeholders to play their best regsotes such an irremovable commitment.
(Note that in a non-cooperative repeated game andihremovable commitment can only be
OsimulatedO by the firm with the accumulationrepatation of being such a type, so that
stakeholders play their best responses wherebyfitime must respond by fulfilling the
commitment). Under such an equilibrium, the firm shhave been able to accumulate a
reputation for a mixed level of abuse which leastkeholders indifferent between entering
or not entering B so that by entering a very la@ of the potential surplus is appropriated
by the mixed type firm."

There is no reason to assume that, because theeBi@g equilibrium is one of the possible
Nash equilibria, it must necessarily be the onecietl. Yet there are also strong reasons to
believe that in so far as no other element is duoed into the picture, player B will engage
in maneuvers to develop a reputation that wilhallam/her to select exactly this equilibrium,
which gives him/her the highest payoff within thguaibrium set. To sum up, when a
repeated reputation game is constructively defimederms of strategies that abide or
otherwise with the ex ante agreed CSR norm, theegasti have too many equilibrium

points, not just the Osocially preferable® eduitibwhere the firm abstains from abusing
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stakeholders and cooperates with them at any sfBigen the typical game theoretical
problem ofmultiple equilibriaarises.

LA, 2 Mash
: hargaining
solution
M =eirmin L
eguilibrium s T Stackelberg
strategies A cjuilibriurm
AR "sophisticated
" (0 LSS opportunism®
\ S S {02 _FR) .
n UE
n {_1| 3:'

Fig. 2 Equilibrium set X of the repeated TG

Before going a step further, however, note thahewe already obtained an important result
even if it is an admittedly partial one. It followsiturally from what has been said about the
constructive roleof explicitly agreed CSR social norms (and thatesdmultiplicity problem)
that effective self-regulation should not be coefiisvith the standard economic view that if
CSR is to emerge as an equilibrium behavior fromiogenous incentives, its driving force
must simply be Oenlightened self-interest in thg lmin®. According to this view, a self-
interested entrepreneur who owns the firm, andscanty for his/her own self-interest in the
long run (or, if s/he does not own the firm perdlypacares for the self-interest of all the
company shareholders) would adopt behavior thantspeously satisfies the company
stakeholdersO interests with no need to singla punciple of fairness, either to agree on
any social contract or to state explicitly any ¢karon the firmOs fiduciary duties to
stakeholders. Self-interest in the long run B orentoncretely, maximizing total shareholder
value in the long run - would naturally guaranteat the treatment of corporate stakeholders
will fulfill their interests and claims, thus makjrany explicit statement of extended fiduciary
duties superfluous. As a consequence, the only tpadlshould be specified as the proper
constraint on managerial and entrepreneurial discrén the management of the firm is the
coherent pursuit of shareholder-value in the lamgy The stakeholdersO legitimate interests
would be satisfied simply as a side-effect of timain goal, because they are related to it
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through a means-end relation. Hence whilst stakignslare to be taken into account by the
corporate strategy in the domain maeans only shareholders are recognized as sources for
corporateend¥This view, of course, does not recognize any need fnorm that explicitly
states a principle of fair balancing amongst stalddrs, even if it may be understood as not
externally enforced but as self-imposed through sejanization by those in an authority
position in the firm.

From what we already know, however, this self-ies¢iin-the-long-run view is clearly
untenable. First of all, without the explicit stawent of a CSR norm - based at least
hypothetically on agreement by the company stakislreached under ideal conditions of
impartial bargaining - a long-run self-interestenlporate strategy simulating the discharge of
fiduciary duties owed to stakeholders may simply exist (or be something that the firm
cannot be aware of at allJhis is implied by the case just discussed of uciipd game
form. Under incompleteness of contracts, and withoutptia¢ection of a constitution charter
or a code of ethics stating general abstract giesiand prophylactic rules of behavior about
stakeholdersO fair treatment, no conditional comenit is defined with respect to unforeseen
states of the world. Thus the firm cannot accuneutaputation due to its expected behavior
in these states.

Moreover, if such a behavior in the long run colbédworked out as something of which the
firm might be aware (and this will happen when aRO%rm is given), nevertheless other
behaviors in the long run could also be worked lmuthe company, such that they provide
very limited and minimal satisfaction of the statetersO claims for fair treatment. These
further behaviors would not only be preferable ke tfirmOs owners; they would also
command a certain acquiescence by the stakehoBRlemhich could be made indifferent
between the prospects of giving in to these firofpsrtunistic strategies or refraining from
entering any relationship with it. We must con@utat the simple self-interest in the long-
run view, translated into shareholder value in libeg-run doctrine, would imply a large
amount of violation of stakeholdersO legitimatémdaand abuse of ownership-based
authority.

By contrast, the self-regulatory view defended heguires the establishment of explicit
norms arrived at by social dialogue and multi-staitéer agreements, and taking the form of
CSR governance codes or management standards ardipaccepted by firms because they
contain and specify the terms of the ideal and gauial contract between the firm and its
stakeholders. They are explicitly formulated indaage (written or oral) and their utterances
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state the extended fiduciary duties and obligatitias the firm owes its stakeholders. At the
same time they are voluntarily adhered to. Andfaasis enforcement is concerned, they are
not imposed by external legal sanctions but insteealigh endogenous social and economic
sanctions and incentives. In this sense they alfeeisidrceable explicit norms put into
practice essentially by means of endogenous ecanand social forces such as reputation
effects and conformity. As a matter of fact, sucma@m will correspond to just one
equilibrium among the many possible (see adigin2; it is quite obvious that a norm of fair
treatment will require play of the repeated strateguilibrium with average discounted
payoffs (2, 2) ). Part Il will show that the soc@dntract on an explicitly expressed CSR
standard and norm also performs a normative rolgroyiding an ex ante guide for the

solution of the equilibrium selection problem.

! At first glance, one might object to the idea thatny stakeholders, in both the Ostrict© and Otzeases, do
not have relations with a firm such that they follgndelegate authority to those who run it (for eyae, they do
not vote). The consequence is that the fiduciajed as defined earlier do not apply to themhin hodel of
the social contract as a hypothetical explanatibthe origin of the firm, however B see section 15.2ll the
stakeholders participate in the OfirmOs secoral sontractO. The consequence is that their wustitutes the
authority of the firmOs owner and manager. This aplains how the latterOs authority may be aeddpt
these subjects. Moreover, the hypothetical so@atract is typically used to explain how authofythat is,
legitimate power B may come about at both theigaliand organizational levels; see, for examplese@
(1990), Raz (1985) and Watt (1982). For a discussib managerial authority, see MacMahon (1989) and
Sacconi (1991).

P'However, consider debates on the business judgmeatin relation to its consistency with Oteaodpction
theoryO as inherent in the American tradition afgamy law (Blair and Stout, 1999; Meese, 2002),dbsth see
the recent UK company law reform B especially tieduction of the directorsO obligation to rundbmmpany
On the way he considers, in good faith, would bestiikely to promote the success of the companyhier
benefit of its members as a whole, and in doingasee regar@®E. for the interest of stakeholders other than the
OmembersO of the company (employees, customeptiesjrcommunities and others), for the impacttios
environment, and the company reputation conditiomgdhese relationships, which moreover states vitinan
these further purposes are to be considered nbeyre interest of shareholders, the meaningpodnidting the
success of the company in the interest of its mes®bmust be understood as if it included the pursusinalso
these further purposes and interests. (The 200@diKpany law reform, Art. 172). Such an enlargenaérihe
purposes that directors must pursue as the defindf the company success concept effectively offemsvay
to effective CSR self-regulation.

B'Aoki pays much attention to institutions of ditet level (Ogeneric, substantive and operatiorai®)heir

mutual complementarities (Aoki 2007a, 2002). On ¢batrary, my view of CSR as a corporate goveraanc
EGII



institution emerging form the firmOs social contima Ostate of natureO explanation such thairetittional
levels do not significantly affect the interactiamong stakeholders, and between the stakeholddrtharfirm
(see also Sacconi 2000, 2006a,b, 2009). Admittettiigre are benefits and costs in both the modgllin
strategies. | maintain that there is an advanitadpeing able of considering what would happendgeecthe law
in general made room for the firmOs social congmacing all its concerned stakeholders seen asdogenous
institution making process, including both theaste settlement of a set of explicit norms andsthletion of
the ex post compliance and equilibrium selectioobfam. Nevertheless, in order to model the stakigieD
social contract on the firmOs control and accoilityagtructure as a governance institution, thisr@o need to
consider it as a completely isolated object lostaimstitutional vacuum. It is enough to borrove tldea of
Omorally free zoneO - as it was re-elaborated bjeBwand Donaldson (1995) in quite a different wath
respect to the original version given by David Gart(1986). OSmall scale social contractsO atipdiocal or
sectional levels are explicitly allowed by hypemrms that are the object of the Ogeneral sociataznét The
general social contract leaves intentionally roamtliem due to the parties® awareness of boundexd mor
knowledge and rationality. However, by contrasbaisth Dunfee and DonaldsonOs view, the small scaiel
contract of the firm is here explicitly modeledtas result of an ex ante bargaining between stdéelounder
the Oveil of ignoranceO (see also part Il), andusbtas an ex post equilibrium institution. Wherehe
equilibrium condition was also true of the locarmsO definition in Dunfee and DonaldsonOs IS@ifigsiem
as Oapproved social conventionO, that theory vabéeulo provide a proper social contract model tfor
emergence of local norms D i.e. to explain thenieims of an impartial agreement among the firmOs
stakeholders on constitutional general principlad areventives rules of behavior. This is providadthe
Rawlsian view of CSR.

™' This is probably the opinion of Jensen when he $lydeed, it is a basic principle of enlightened \alu
maximization that we cannot maximize the long-terarket value of an organization if we ignore or tngat
any important constituency. We cannot create valiieout good relations with customers, employaaantial
backers, suppliers, regulators, and communities. lBaving said that, we can now use the value ddtefor
choosing among those competing interests. | saynPetingO interests because no constituency carivba g

full satisfaction if the firm is to flourish andrsive.O (Jensen 2001). See also Sternberg (1999).
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