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 NON-CONTRACTUAL RELATIONS IN BUSINESS:
 A PRELIMINARY STUDY *

 STEWART MACAULAY

 Law School, University of Wisconsin

 Preliminary findings indicate that businessmen often fail to plan exchange relationships com-
 pletely, and seldom use legal sanctions to adjust these relationships or to settle disputes.
 Planning and legal sanctions are often unnecessary and may have undesirable consequences.
 Transactions are planned and legal sanctions are used when the gains are thought to out-
 weigh the costs. The power to decide whether the gains from using contract outweigh the
 costs will be held by individuals having different occupational roles. The occupational role
 influences the decision that is made.

 WV THAT good is contract law? who uses
 it? when and how? Complete answers
 would require an investigation of

 almost every type of transaction between
 individuals and oganizations. In this report,
 research has been confined to exchanges be-
 tween businesses, and primarily to manu-
 facturers.' Futhermore, this report will be
 limited to a presentation of the findings con-
 cerning when contract is and is not used and
 to a tentative explanation of these findings.2

 * Revision of a paper read at the annual meet-
 ing of the Americal Sociological Association, August,
 1962. An earlier version of the paper was read at
 the annual meeting of the Midwest Sociological
 Society, April, 1962. The research has been sup-
 ported by a Law and Policy Research Grant to
 the University of Wisconsin Law School from the
 Ford Foundation. I am grateful for the help gen-
 erously given by a number of sociologists includ-
 ing Robert K. Merton, Harry V. Ball, Jerome
 Carlin and William Evan.

 1 The reasons for this limitation are that (a)
 these transactions are important from an economic
 standpoint, (b) they are frequently said in theo-
 retical discussions to represent a high degree of
 rational planning, and (c) manufacturing personnel
 are sufficiently public-relations-minded to cooperate
 with a law professor who wants to ask a seemingly
 endless number of questions. Future research will
 deal with the building construction industry and
 other areas.

 2 For the present purposes, the what-difference-
 does-it-make issue is important primarily as it
 makes a case for an empirical study by a law
 teacher of the use and nonuse of contract by busi-
 nessmen. First, law teachers have a professional
 concern with what the law ought to be. This in-
 volves evaluation of the consequences of the exist-
 ing situation and of the possible alternatives. Thus,
 it is most relevant to examine business practices
 concerning contract if one is interested in what
 commercial law ought to be. Second, law teachers
 are supposed to teach law students something rele-
 vant to becoming lawyers. These business practices

 This research is only the first phase in a
 scientific study.3 The primary research
 technique involved interviewing 68 business-
 men and lawyers representing 43 companies
 and six law firms. The interviews ranged
 from a 30-minute brush-off where not all
 questions could be asked of a busy and un-
 interested sales manager to a six-hour dis-
 cussion with the general counsel of a large
 corporation. Detailed notes of the interviews
 were taken and a complete report of each
 interview was dictated, usually no later than
 the evening after the interview. All but two
 of the companies had plants in Wisconsin;
 17 were manufacturers of machinery but

 are facts that are relevant to the skills which law
 students will need when, as lawyers, they are called
 upon to create exchange relationships and to solve
 problems arising out of these relationships.

 3 The following things have been done. The
 literature in law, business, economics, psychology,
 and sociology has been surveyed. The formal sys-
 tems related to exchange transactions have been
 examined. Standard form contracts and the standard
 terms and conditions that are found on such
 business documents as catalogues, quotation forms,
 purchase orders, and acknowledgment-of-order
 forms from 850 firms that are based in or do busi-
 ness in Wisconsin have been collected. The citations
 of all reported court cases during a period of 15
 years involving the largest 500 manufacturing cor-
 porations in the United States have been obtained
 and are being analyzed to determine why the use
 of contract legal sanctions was thought necessary
 and whether or not any patterns of "problem situ-
 ations" can be delineated. In addition, the informal
 systems related to exchange transactions have been
 examined. Letters of inquiry concerning practices
 in certain situations have been answered by ap-
 proximately 125 businessmen. Interviews, as de-
 scribed in the text, have been conducted. More-
 over, six of my students have interviewed 21 other
 businessmen, bankers and lawyers. Their findings
 are consistent with those reported in the text.

 55
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 56 AMERICAN SOCIOLOGICAL REVIEW

 none made such items as food products, sci-
 entific instruments, textiles or petroleum
 products. Thus the likelihood of error be-

 cause of sampling bias may be considerable.4
 However, to a great extent, existing knowl-
 edge has been inadequate to permit more
 rigorous procedures-as yet one cannot

 formulate many precise questions to be
 asked a systematically selected sample of
 "right people." Much time has been spent

 fishing for relevant questions or answers, or
 both.

 Reciprocity, exchange or contract has long

 been of interest to sociologists, economists
 and lawyers. Yet each discipline has an in-
 complete view of this kind of conduct. This
 study represents the effort of a law teacher
 to draw on sociological ideas and empirical
 investigation. It stresses, among other things,
 the functions and dysfunctions of using con-
 tract to solve exchange problems and the
 influence of occupational roles on how one

 assesses whether the benefits of using con-
 tract outweigh the costs.

 To discuss when contract is and is not
 used, the term "contract" must be specified.
 This term will be used here to refer to de-
 vices for conducting exchanges. Contract is
 not treated as synonymous with an exchange
 itself, which may or may not be character-
 ized as contractual. Nor is contract used
 to refer to a writing recording an agree-
 ment. Contract, as I use the term here, in-

 volves two distinct elements: (a) Rational
 planning of the transaction with careful
 provision for as many future contingencies
 as can be foreseen, and (b) the existence or
 use of actual or potential legal sanctions to
 induce performance of the exchange or to
 compensate for non-performance.

 These devices for conducting exchanges
 may be used or may exist in greater or lesser
 degree, so that transactions can be described
 relatively as involving a more contractual
 or a less contractual manner (a) of creating
 an exchange relationship or (b) of solving
 problems arising during the course of such
 a relationship. For example, General Motors
 might agree to buy all of the Buick Divi-

 4However, the cases have not been selected be-
 cause they did use contract. There is as much in-
 terest in, and effort to obtain, cases of nonuse as
 of use of contract. Thus, one variety of bias has
 been minimized.

 sion's requirements of aluminum for ten
 years from Reynolds Aluminum. Here the
 two large corporations probably would plan
 their relationship carefully. The plan prob-
 ably would include a complex pricing form-
 ula designed to meet market fluctuations,
 an agreement on what would happen if either
 party suffered a strike or a fire, a definition
 of Reynolds' responsibility for quality con-
 trol and for losses caused by defective
 quality, and many other provisions. As the
 term contract is used here, this is a more

 contractual method of creating an exchange
 relationship than is a home-owner's casual
 agreement with a real estate broker giving
 the broker the exclusive right to sell the
 owner's house which fails to include provi-
 sions for the consequences of many easily
 foreseeable (and perhaps even highly prob-
 able) contingencies. In both instances,
 legally enforceable contracts may or may
 not have been created, but it must be recog-
 nized that the existence of a legal sanction
 has no necessary relationship to the degree

 of rational planning by the parties, beyond
 certain minimal legal requirements of cer-
 tainty of obligation. General Motors and
 Reynolds might never sue or even refer to
 the written record of their agreement to

 answer questions which come up during their
 ten-year relationship, while the real estate

 broker might sue, or at least threaten to

 sue, the owner of the house. The broker's
 method of dispute settlement then would be
 more contractual than that of General

 Motors and Reynolds, thus reversing the

 relationship that existed in regard to the

 "contractualness" of the creation of the ex-
 change relationships.

 TENTATIVE FINDINGS

 It is difficult to generalize about the use
 and nonuse of contract by manufacturing
 industry. However, a number of observa-
 tions can be made with reasonable accuracy
 at this time. The use and nonuse of contract
 in creating exchange relations and in dispute
 settling will be taken up in turn.

 The creation of exchange relationships.
 In creating exchange relationships, business-
 men may plan to a greater or lesser degree
 in relation to several types of issues. Before
 reporting the findings as to practices in cre-
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 NON-CONTRACTUAL RELATIONS IN BUSINESS 57

 ating such relationships, it is necessary to
 describe what one can plan about in a bar-
 gain and the degrees of planning which are
 possible.

 People negotiating a contract can make
 plans concerning several types of issues: (1)
 They can plan what each is to do or refrain
 from doing; e.g., S might agree to deliver
 ten 1963 Studebaker four-door sedan auto-
 mobiles to B on a certain date in exchange

 for a specified amount of money. (2) They
 can plan what effect certain contingencies
 are to have on their duties; e.g., what is to
 happen to S and B's obligations if S cannot
 deliver the cars because of a strike at the
 Studebaker factory? (3) They can plan what
 is to happen if either of them fails to per-
 form; e.g., what is to happen if S delivers
 nine of the cars two weeks late? (4) They
 can plan their agreement so that it is a
 legally enforceable contract-that is, so that
 a legal sanction would be available to pro-
 vide compensation for injury suffered by
 B as a result of S's failure to deliver the
 cars on time.

 As to each of these issues, there may be
 a different degree of planning by the parties.
 (1) They may carefully and explicitly plan;
 e.g., S may agree to deliver ten 1963 Stude-
 baker four-door sedans which have six
 cylinder engines, automatic transmissions
 and other specified items of optional equip-
 ment and which will perform to a specified
 standard for a certain time. (2) They may
 have a mutual but tacit understanding about
 an issue; e.g., although the subject was
 never mentioned in their negotiations, both
 S and B may assume that B may cancel his
 order for the cars before they are delivered
 if B's taxi-cab business is so curtailed that
 B can no longer use ten additional cabs. (3)
 They may have two inconsistent unexpressed
 assumptions about an issue; e.g., S may as-
 sume that if any of the cabs fails to per-
 form to the specified standard for a certain
 time, all S must do is repair or replace it.
 B may assume S must also compensate B
 for the profits B would have made if the
 cab had been in operation. (4) They may
 never have thought of the issue; e.g., neither
 S nor B planned their agreement so that
 it would be a legally enforceable contract.
 Of course, the first and fourth degrees of
 planning listed are the extreme cases and

 the second and third are intermediate points.
 Clearly other intermediate points are possi-
 ble; e.g., S and B neglect to specify whether
 the cabs should have automatic or conven-
 tional transmissions. Their planning is not
 as careful and explicit as that in the example
 previously given.

 The following diagram represents the di-
 mensions of creating an exchange relation-
 ship just discussed with "X's" representing
 the example of S and B's contract for ten
 taxi-cabs.

 Defini- Effect Effect of
 tion of of Defective Legal

 Perform- Contin- Perform- Sanc-
 ances gencies ances tions

 Explicit X
 and careful

 Tacit - X _ _
 agreement

 Unilateral X
 assumptions x

 Unawareness X
 of the issue X

 Most larger companies, and many smaller
 ones, attempt to plan carefully and com-
 pletely. Important transactions not in the
 ordinary course of business are handled
 by a detailed contract. For example, re-
 cently the Empire State Building was sold
 for $65 million. More than 100 attorneys,
 representing 34 parties, produced a 400 page
 contract. Another example is found in the
 agreement of a major rubber company in
 the United States to give technical assist-
 ance to a Japanese firm. Several million
 dollars were involved and the contract con-
 sisted of 88 provisions on 17 pages. The 12
 house counsel-lawyers who work for one
 corporation rather than many clients-in-
 terviewed said that all but the smallest
 businesses carefully planned most transac-
 tions of any significance. Corporations have
 procedures so that particular types of
 exchanges will be reviewed by their legal and
 financial departments.

 More routine transactions commonly are
 handled by what can be called standardized
 planning. A firm will have a set of terms
 and conditions for purchases, sales, or both
 printed on the business documents used in
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 58 AMERICAN SOCIOLOGICAL REVIEW

 these exchanges. Thus the things to be sold
 and the price may be planned particularly
 for each transaction, but standard provi-
 sions will further elaborate the performances
 and cover the other subjects of planning.
 Typically, these terms and conditions are
 lengthy and printed in small type on the
 back of the forms. For example, 24 para-
 graphs in eight point type are printed on

 the back of the purchase order form used
 by the Allis Chalmers Manufacturing Com-
 pany. The provisions: (1) describe, in part,
 the performance required, e.g., "DO NOT

 WELD CASTINGS WITHOUT OUR
 CONSENT"; (2) plan for the effect of con-
 tingencies, e.g., ". . . in the event the Seller
 suffers delay in performance due to an act
 of God, war, act of the Government, priori-
 ties or allocations, act of the Buyer, fire,
 flood, strike, sabotage, or other causes be-
 yond Seller's control, the time of completion
 shall be extended a period of time equal to
 the period of such delay if the Seller gives
 the Buyer notice in writing of the cause of
 any such delay within a reasonable time
 after the beginning thereof"; (3) plan for
 the effect of defective performances, e.g.,
 "The buyer, without waiving any other
 legal rights, reserves the right to cancel
 without charge or to postpone deliveries of
 any of the articles covered by this order
 which are not shipped in time reasonably to
 meet said agreed dates"; (4) plan for a legal
 sanction, e.g., the clause "without waiving
 any other legal rights," in the example just
 given.

 In larger firms such "boiler plate" provi-
 sions are drafted by the house counsel or
 the firm's outside lawyer. In smaller firms
 such provisions may be drafted by the in-
 dustry trade association, may be copied
 from a competitor, or may be found on
 forms purchased from a printer. In any
 event, salesmen and purchasing agents, the
 operating personnel, typically are unaware
 of what is said in the fine print on the back
 of the forms they use. Yet often the normal
 business patterns will give effect to this
 standardized planning. For example, pur-
 chasing agents may have to use a purchase
 order form so that all transactions receive
 a number under the firm's accounting sys-
 tem. Thus, the required accounting record
 will carry the necessary planning of the

 exchange relationship printed on its reverse
 side. If the seller does not object to this
 planning and accepts the order, the buyer's
 "fine print" will control. If the seller does
 object, differences can be settled by nego-
 tiation.

 This type of standardized planning is very
 common. Requests for copies of the busi-
 ness documents used in buying and selling
 were sent to approximately 6,000 manu-
 facturing firms which do business in Wis-
 consin. Approximately 1,200 replies were
 received and 850 companies used some type
 of standardized planning. With only a few
 exceptions, the firms that did not reply and
 the 350 that indicated they did not use
 standardized planning were very small man-
 ufacturers such as local bakeries, soft drink
 bottlers and sausage makers.

 While businessmen can and often do care-
 fully and completely plan, it is clear that
 not all exchanges are neatly rationalized.
 Although most businessmen think that a
 clear description of both the seller's and
 buyer's performances is obvious common
 sense, they do not always live up to this
 ideal. The house counsel and the purchasing
 agent of a medium size manufacturer of
 automobile parts reported that several times
 their engineers had committed the company
 to buy expensive machines without adequate
 specifications. The engineers had drawn
 careful specifications as to the type of
 machine and how it was to be made but
 had neglected to require that the machine
 produce specified results. An attorney and
 an auditor both stated that most contract
 disputes arise because of ambiguity in the
 specifications.

 Businessmen often prefer to rely on "a
 man's word" in a brief letter, a handshake,
 or "common honesty and decency"-even
 when the transaction involves exposure to
 serious risks. Seven lawyers from law firms
 with business practices were interviewed.
 Five thought that businessmen often en-
 tered contracts with only a minimal degree
 of advance planning. They complained that
 businessmen desire to "keep it simple and
 avoid red tape" even where large amounts
 of money and significant risks are involved.
 One stated that he was "sick of being told,
 'We can trust old Max,' when the problem
 is not one of honesty but one of reaching
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 an agreement that both sides understand."
 Another said that businessmen when bar-
 gaining often talk only in pleasant general-
 ities, think they have a contract, but fail
 to reach agreement on any of the hard, un-

 pleasant questions until forced to do so by

 a lawyer. Two outside lawyers had different
 views. One thought that large firms usually
 planned important exchanges, although he

 conceded that occasionally matters might
 be left in a fairly vague state. The other dis-
 senter represents a large utility that com-
 monly buys heavy equipment and buildings.
 The supplier's employees come on the util-
 ity's property to install the equipment or

 construct the buildings, and they may be
 injured while there. The utility has been

 sued by such employees so often that it
 carefully plans purchases with the assistance
 of a lawyer so that suppliers take this
 burden.

 Moreover, standardized planning can
 break down. In the example of such planning
 previously given, it was assumed that the

 purchasing agent would use his company's
 form with its 24 paragraphs printed on the
 back and that the seller would accept this
 or object to any provisions he did not like.
 However, the seller may fail to read the
 buyer's 24 paragraphs of fine print and may
 accept the buyer's order on the seller's own
 acknowledgment-of-order form. Typically
 this form will have ten to 50 paragraphs
 favoring the seller, and these provisions are

 likely to be different from or inconsistent
 with the buyer's provisions. The seller's ac-
 knowledgment form may be received by
 the buyer and checked by a clerk. She will
 read the face of the acknowledgment but
 not the fine print on the back of it because
 she has neither the time nor ability to ana-
 lyze the small print on the 100 to 500 forms
 she must review each day. The face of the
 acknowledgment-where the goods and the
 price are specified-is likely to correspond
 with the face of the purchase order. If it
 does, the two forms are filed away. At this
 point, both buyer and seller are likely to
 assume they have planned an exchange and
 made a contract. Yet they have done neither,
 as they are in disagreement about all that
 appears on the back of their forms. This
 practice is common enough to have a name.
 Law teachers call it "the battle of the forms."

 Ten of the 12 purchasing agents inter-
 viewed said that frequently the provisions
 on the back of their purchase order and
 those on the back of a supplier's acknowl-
 edgment would differ or be inconsistent. Yet
 they would assume that the purchase was
 complete without further action unless one
 of the supplier's provisions was really ob-
 jectionable. Moreover, only occasionally
 would they bother to read the fine print on
 the back of suppliers' forms. On the other
 hand, one purchasing agent insists that

 agreement be reached on the fine print pro-
 visions, but he represents the utility whose
 lawyer reported that it exercises great care
 in planning. The other purchasing agent
 who said that his company did not face a
 battle of the forms problem, works for a
 division of one of the largest manufacturing
 corporations in the United States. Yet the
 company may have such a problem without
 recognizing it. The purchasing agent regu-
 larly sends a supplier both a purchase order
 and another form which the supplier is asked
 to sign and return. The second form states
 that the supplier accepts the buyer's terms
 and conditions. The company has sufficient
 bargaining power to force suppliers to sign
 and return the form, and the purchasing
 agent must show one of his firm's auditors
 such a signed form for every purchase order
 issued. Yet suppliers frequently return this
 buyer's form plus their own acknowledgment
 form which has conflicting provisions. The
 purchasing agent throws away the supplier's
 form and files his own. Of course, in such
 a case the supplier has not acquiesced to
 the buyer's provisions. There is no agree-
 ment and no contract.

 Sixteen sales managers were asked about
 the battle of the forms. Nine said that fre-
 quently no agreement was reached on which
 set of fine print was to govern, while seven
 said that there was no problem. Four of
 the seven worked for companies whose major
 customers are the large automobile com-
 panies or the large manufacturers of paper
 products. These customers demand that
 their terms and conditions govern any pur-
 chase, are careful generally to see that sup-
 pliers acquiesce, and have the bargaining
 power to have their way. The other three
 of the seven sales managers who have no
 battle of the forms problem, work for
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 manufacturers of special industrial machines.
 Their firms are careful to reach complete
 agreement with their customers. Two of
 these men stressed that they could take
 no chances because such a large part of
 their firm's capital is tied up in making any
 one machine. The other sales manager had
 been influenced by a law suit against one of
 his competitors for over a half million dol-
 lars. The suit was brought by a customer
 when the competitor had been unable to
 deliver a machine and put it in operation
 on time. The sales manager interviewed said
 his firm could not guarantee that its ma-
 chines would work perfectly by a specified
 time because they are designed to fit the
 customer's requirements, which may present
 difficult engineering problems. As a result,
 contracts are carefully negotiated.

 A large manufacturer of packaging ma-
 terials audited its records to determine how
 often it had failed to agree on terms and
 conditions with its customers or had failed
 to create legally binding contracts. Such
 failures cause a risk of loss to this firm
 since the packaging is printed with the
 customer's design and cannot be salvaged
 once this is done. The orders for five days in
 four different years were reviewed. The per-
 centages of orders where no agreement on
 terms and conditions was reached or no
 contract was formed were as follows:

 1953 ............75.0%0
 1954 ............69.4%o
 1955 ............71.5%o
 1956 ............59.5%

 It is likely that businessmen pay more
 attention to describing the performances in
 an exchange than to planning for contin-
 gencies or defective performances or to ob-
 taining legal enforceability of their con-
 tracts. Even when a purchase order and
 acknowledgment have conflicting provisions
 printed on the back, almost always the
 buyer and seller will be in agreement on
 what is to be sold and how much is to be
 paid for it. The lawyers who said business-
 men often commit their firms to significant
 exchanges too casually, stated that the per-
 formances would be defined in the brief
 letter or telephone call; the lawyers ob-
 jected that nothing else would be covered.
 Moreover, it is likely that businessmen are

 least concerned about planning their trans-
 actions so that they are legally enforceable
 contracts.5 For example, in Wisconsin re-
 quirements contracts-contracts to supply

 a firm's requirements of an item rather than
 a definite quantity-probably are not le-
 gally enforceable. Seven people interviewed
 reported that their firms regularly used
 requirements contracts in dealings in Wis-

 consin. None thought that the lack of legal
 sanction made any difference. Three of these
 people were house counsel who knew the
 Wisconsin law before being interviewed.
 Another example of a lack of desire for legal
 sanctions is found in the relationship be-
 tween automobile manufacturers and their
 suppliers of parts. The manufacturers draft
 a carefully planned agreement, but one
 which is so designed that the supplier will
 have only minimal, if any, legal rights
 against the manufacturers. The standard
 contract used by manufacturers of paper
 to sell to magazine publishers has a pricing
 clause which is probably sufficiently vague
 to make the contract legally unenforceable.
 The house counsel of one of the largest
 paper producers said that everyone in the
 industry is aware of this because of a leading
 New York case concerning the contract,
 but that no one cares. Finally, it seems
 likely that planning for contingencies and
 defective performances are in-between cases
 -more likely to occur than planning for a
 legal sanction, but less likely than a descrip-
 tion of performance.

 Thus one can conclude that (1) many
 business exchanges reflect a high degree
 of planning about the four categories-de-
 scription, contingencies, defective perform-
 ances and legal sanction-but (2) many,
 if not most, exchanges reflect no planning,
 or only a minimal amount of it, especially
 concerning legal sanctions and the effect of
 defective performances. As a result, the op-
 portunity for good faith disputes during the
 life of the exchange relationship often is
 present.

 The adjustment of exchange relation-
 ships and the settling of disputes. While a

 5 Compare the findings of an empirical study of
 Connecticut business practices in Comment, "The
 Statute of Frauds and the Business Community:
 A Re-Appraisal in Light of Prevailing Practices,"
 Yale Law Journal, 66 (1957), pp. 1038-1071.
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 significant amount of creating business ex-
 changes is done on a fairly noncontractual
 basis, the creation of exchanges usually is
 far more contractual than the adjustment
 of such relationships and the settlement of
 disputes. Exchanges are adjusted when the
 obligations of one or both parties are modi-
 fied by agreement during the life of the
 relationship. For example, the buyer may
 be allowed to cancel all or part of the goods
 he has ordered because he no longer needs
 them; the seller may be paid more than the
 contract price by the buyer because of un-
 usual changed circumstances. Dispute set-
 tlement involves determining whether or not

 a party has performed as agreed and, if
 he has not, doing something about it. For
 example, a court may have to interpret the
 meaning of a contract, determine what the
 alleged defaulting party has done and deter-
 mine what, if any, remedy the aggrieved
 party is entitled to. Or one party may as-
 sert that the other is in default, refuse to
 proceed with performing the contract and
 refuse to deal ever again with the alleged
 defaulter. If the alleged defaulter, who in
 fact may not be in default, takes no action,
 the dispute is then "settled."

 Business exchanges in non-speculative
 areas are usually adjusted without dispute.
 Under the law of contracts, if B orders 1,000
 widgets from S at $1.00 each, B must take
 all 1,000 widgets or be in breach of con-
 tract and liable to pay S his expenses up
 to the time of the breach plus his lost anti-
 cipated profit. Yet all ten of the purchasing
 agents asked about cancellation of orders
 once placed indicated that they expected
 to be able to cancel orders freely subject to
 only an obligation to pay for the seller's
 major expenses such as scrapped steel.6 All
 17 sales personnel asked reported that they
 often had to accept cancellation. One said,
 "You can't ask a man to eat paper [the
 firm's product] when he has no use for it."
 A lawyer with many large industrial clients
 said,

 Often businessmen do not feel they have "a
 contract"-rather they have "an order."
 They speak of "cancelling the order" rather
 than "breaching our contract." When I began

 8 See the case studies on cancellation of contracts
 in Harvard Business Review, 2 (1923-24), pages
 238-40, 367-70, 496-502.

 practice I referred to order cancellations as
 breaches of contract, but my clients objected
 since they do not think of cancellation as
 wrong. Most clients, in heavy industry at
 least, believe that there is a right to cancel as
 part of the buyer-seller relationship. There is
 a widespread attitude that one can back out
 of any deal within some very vague limits.
 Lawyers are often surprised by this attitude.

 Disputes are frequently settled without
 reference to the contract or potential or
 actual legal sanctions. There is a hesitancy
 to speak of legal rights or to threaten to
 sue in these negotiations. Even where the
 parties have a detailed and carefully
 planned agreement which indicates what is
 to happen if, say, the seller fails to deliver
 on time, often they will never refer to the
 agreement but will negotiate a solution when
 the problem arises apparently as if there
 had never been any original contract. One
 purchasing agent expressed a common busi-
 ness attitude when he said,

 if something comes up, you get the other man
 on the telephone and deal with the problem.
 You don't read legalistic contract clauses at
 each other if you ever want to do business
 again. One doesn't run to lawyers if he wants
 to stay in business because one must behave
 decently.

 Or as one businessman put it, "You can
 settle any dispute if you keep the lawyers
 and accountants out of it. They just do not
 understand the give-and-take needed in busi-
 ness." All of the house counsel interviewed
 indicated that they are called into the dis-
 pute settlement process only after the busi-
 nessmen have failed to settle matters in
 their own way. Two indicated that after
 being called in house counsel at first will
 only advise the purchasing agent, sales
 manager or other official involved; not even
 the house counsel's letterhead is used on
 communications with the other side until all
 hope for a peaceful resolution is gone.

 Law suits for breach of contract appear
 to be rare. Only five of the 12 purchasing
 agents had ever been involved in even a
 negotiation concerning a contract dispute
 where both sides were represented by law-
 yers; only two of ten sales managers had
 ever gone this far. None had been involved
 in a case that went through trial. A law
 firm with more than 40 lawyers and a large
 commercial practice handles in a year only
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 about six trials concerned with contract
 problems. Less than 10 per cent of the time
 of this office is devoted to any type of work
 related to contracts disputes. Corporations
 big enough to do business in more than one
 state tend to sue and be sued in the federal
 courts. Yet only 2,779 out of 58,293 civil
 actions filed in the United States District
 Courts in fiscal year 1961 involved private
 contracts.7 During the same period only
 3,447 of the 61,138 civil cases filed in the
 principal trial courts of New York State
 involved private contracts.8 The same pic-
 ture emerges from a review of appellate

 cases.9 Mentschikoff has suggested that
 commercial cases are not brought to the
 courts either in periods of business pros-
 perity (because buyers unjustifiably reject
 goods only when prices drop and they can
 get similar goods elsewhere at less than the
 contract price) or in periods of deep depres-
 sion (because people are unable to come to
 court or have insufficient assets to satisfy
 any judgment that might be obtained). Ap-
 parently, she adds, it is necessary to have
 "a kind of middle-sized depression" to bring
 large numbers of commercial cases to the
 courts. However, there is little evidence that
 in even "a kind of middle-sized depression"
 today's businessmen would use the courts
 to settle disputes.10

 At times relatively contractual methods
 are used to make adjustments in ongoing
 transactions and to settle disputes. De-
 mands of one side which are deemed un-

 reasonable by the other occasionally are

 Annual Report of the Director of the Adminis-
 trative Office of the United States Courts, 1961, p.
 238.

 8 State of New York, The Judicial Conference,
 Sixth Annual Report, 1961, pp. 209-11.

 9 My colleague Lawrence M. Friedman has studied
 the work of the Supreme Court of Wisconsin in
 contracts cases. He has found that contracts cases
 reaching that court tend to involve economically-
 marginal-business and family-economic disputes
 rather than important commercial transactions. This
 has been the situation since about the turn of the
 century. Only during the Civil War period did the
 court deal with significant numbers of important
 contracts cases, but this happened against the
 background of a much simpler and different eco-
 nomic system.

 10 New York Law Revision Commission, Hear-
 ings on the Uniform Code Commercial Code, 2

 (1954), p. 1391.

 blocked by reference to the terms of the
 agreement between the parties. The legal
 position of the parties can influence negotia-
 tions even though legal rights or litigation are
 never mentioned in their discussions; it
 makes a difference if one is demanding what
 both concede to be a right or begging for a
 favor. Now and then a firm may threaten to
 turn matters over to its attorneys, threaten
 to sue, commence a suit or even litigate and
 carry an appeal to the highest court which
 will hear the matter. Thus, legal sanctions,
 while not an everyday affair, are not unknown
 in business.

 One can conclude that while detailed
 planning and legal sanctions play a signifi-
 cant role in some exchanges between busi-

 nesses, in many business exchanges their
 role is small.

 TENTATIVE EXPLANATIONS

 Two questions need to be answered: (A)
 How can business successfully operate ex-

 change relationships with relatively so little
 attention to detailed planning or to legal
 sanctions, and (B) Why does business ever
 use contract in light of its success without it?

 Why are relatively non-contractual prac-
 tices so common? In most situations contract
 is not needed." Often its functions are served
 by other devices. Most problems are avoided
 without resort to detailed planning or legal
 sanctions because usually there is little room
 for honest misunderstandings or good faith
 differences of opinion about the nature and
 quality of a seller's performance. Although
 the parties fail to cover all foreseeable con-
 tingencies, they will exercise care to see that
 both understand the primary obligation on
 each side. Either products are standardized
 with an accepted description or specifica-
 tions are written calling for production to
 certain tolerances or results. Those who write
 and read specifications are experienced pro-
 fessionals who will know the customs of their
 industry and those of the industries with

 11 The explanation that follows emphasizes a
 considered choice not to plan in detail for all con-
 tingencies. However, at times it is clear that busi-
 nessmen fail to plan because of a lack of sophisti-
 cation; they simply do not appreciate the risk they
 are running or they merely follow patterns estab-
 lished in their firm years ago without reexamining
 these practices in light of current conditions.
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 which they deal. Consequently, these customs
 can fill gaps in the express agreements of the
 parties. Finally, most products can be tested
 to see if they are what was ordered; typically
 in manufacturing industry we are not dealing
 with questions of taste or judgment where
 people can differ in good faith.

 When defaults occur they are not likely to
 be disastrous because of techniques of risk
 avoidance or risk spreading. One can deal
 with firms of good reputation or he may be
 able to get some form of security to guaran-
 tee performance. One can insure against
 many breaches of contract where the risks
 justify the costs. Sellers set up reserves for
 bad debts on their books and can sell some
 of their accounts receivable. Buyers can
 place orders with two or more suppliers of
 the same item so that a default by one will
 not stop the buyer's assembly lines.

 Moreover, contract and contract law are
 often thought unnecessary because there
 are many effective non-legal sanctions. Two
 norms are widely accepted. (1) Commitments
 are to be honored in almost all situations;
 one does not welsh on a deal. (2) One ought
 to produce a good product and stand behind
 it. Then, too, business units are organized
 to perform commitments, and internal
 sanctions will induce performance. For
 example, sales personnel must face angry
 customers when there has been a late or
 defective performance. The salesmen do not
 enjoy this and will put pressure on the pro-
 duction personnel responsible for the default.
 If the production personnel default too often,
 they will be fired. At all levels of the two
 business units personal relationships across
 the boundaries of the two organizations exert
 pressures for conformity to expectations.
 Salesmen often know purchasing agents well.
 The same two individuals occupying these
 roles may have dealt with each other from
 five to 25 years. Each has something to give
 the other. Salesmen have gossip about com-
 petitors, shortages and price increases to
 give purchasing agents who treat them well.
 Salesmen take purchasing agents to dinner,
 and they give purchasing agents Christmas
 gifts hoping to improve the chances of making
 sale. The buyer's engineering staff may work
 with the seller's engineering staff to solve
 problems jointly. The seller's engineers may
 render great assistance, and the buyer's

 engineers may desire to return the favor by
 drafting specifications which only the seller
 can meet. The top executives of the two firms
 may know each other. They may sit together
 on government or trade committees. They
 may know each other socially and even be-
 long to the same country club. The inter-
 relationships may be more formal. Sellers
 may hold stock in corporations which are
 important customers; buyers may hold stock
 in important suppliers. Both buyer and seller
 may share common directors on their boards.
 They may share a common financial in-
 stitution which has financed both units.

 The final type of non-legal sanction is the
 most obvious. Both business units involved
 in the exchange desire to continue success-
 fully in business and will avoid conduct
 which might interfere with attaining this
 goal. One is concerned with both the reaction
 of the other party in the particular exchange
 and with his own general business reputation.
 Obviously, the buyer gains sanctions insofar
 as the seller wants the particular exchange
 to be completed. Buyers can withhold part or
 all of their payments until sellers have per-
 formed to their satisfaction. If a seller has
 a great deal of money tied up in his perform-
 ance which he must recover quickly, he will
 go a long way to please the buyer in order
 to be paid. Moreover, buyers who are dis-
 satisfied may cancel and cause sellers to lose
 the cost of what they have done up to
 cancellation. Furthermore, sellers hope for
 repeat for orders, and one gets few of these
 from unhappy customers. Some industrial
 buyers go so far as to formalize this sanction
 by issuing "report cards" rating the perform-
 ance of each supplier. The supplier rating
 goes to the top management of the seller
 organization, and these men can apply
 internal sanctions to salesmen, production
 supervisors or product designers if there are
 too many "D's" or "F's" on the report card.

 While it is generally assumed that the
 customer is always right, the seller may have
 some counterbalancing sanctions against the
 buyer. The seller may have obtained a large
 downpayment from the buyer which he will
 want to protect. The seller may have an
 exclusive process which the buyer needs. The
 seller may be one of the few firms which has
 the skill to make the item to the tolerances
 set by the buyer's engineers and within the
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 time available. There are costs and delays
 involved in turning from a supplier one has
 dealt with in the past to a new supplier.
 Then, too, market conditions can change
 so that a buyer is faced with shortages of
 critical items. The most extreme example is
 the post World War II gray market con-
 ditions when sellers were rationing goods
 rather than selling them. Buyers must build
 up some reserve of good will with suppliers
 if they face the risk of such shortage and
 desire good treatment when they occur. Fin-
 ally, there is reciprocity in buying and sell-
 ing. A buyer cannot push a supplier too far
 if that supplier also buys significant quan-
 tities of the product made by the buyer.

 Not only do the particular business units
 in a given exchange want to deal with each
 other again, they also want to deal with
 other business units in the future. And the
 way one behaves in a particular transaction,
 or a series of transactions, will color his
 general business reputation. Blacklisting can
 be formal or informal. Buyers who fail to
 pay their bills on time risk a bad report in
 credit rating services such as Dun and
 Bradstreet. Sellers who do not satisfy their
 customers become the subject of discussion
 in the gossip exchanged by purchasing agents
 and salesmen, at meetings of purchasing
 agents' associations and trade associations,
 or even at country clubs or social gatherings
 where members of top manangement meet.
 The American male's habit of debating the
 merits of new cars carries over to industrial
 items. Obviously, a poor reputation does not
 help a firm make sales and may force it to
 offer great price discounts or added services
 to remain in business. Furthermore, the
 habits of unusually demanding buyers
 become known, and they tend to get no more
 than they can coerce out of suppliers who
 choose to deal with them. Thus often contract
 is not needed as there are alternatives.

 Not only are contract and contract law
 not needed in many situations, their use may
 have, or may be thought to have, undesirable
 consequences. Detailed negotiated contracts
 can get in the way of creating good exchange
 relationships between business units. If one
 side insists on a detailed plan, there will be
 delay while letters are exchanged as the
 parties try to agree on what should happen
 if a remote and unlikely contingency occurs.

 In some cases they may not be able to agree
 at all on such matters and as a result a sale
 may be lost to the seller and the buyer may
 have to search elsewhere for an acceptable
 supplier. Many businessmen would react
 by thinking that had no one raised the series
 of remote and unlikely contingencies all
 this wasted effort could have been avoided.

 Even where agreement can be reached at
 the negotiation stage, carefully planned
 arrangements may create undesirable ex-
 change relationships between business units.
 Some businessmen object that in such a care-
 fully worked out relationship one gets per-
 formance only to the letter of the contract.
 Such planning indicates a lack of trust and
 blunts the demands of friendship, turning a
 cooperative venture into an antagonistic
 horse trade. Yet the greater danger perceived
 by some businessmen is that one would have
 to perform his side of the bargain to its letter
 and thus lose what is called "flexibility."
 Businessmen may welcome a measure of
 vagueness in the obligations they assume so
 that they may negotiate matters in light of
 the actual circumstances.

 Adjustment of exchange relationships and
 dispute settlement by litigation or the threat
 of it also has many costs. The gain antici-
 pated from using this form of coercion often
 fails to outweigh these costs, which are both
 monetary and non-monetary. Threatening
 to turn matters over to an attorney may
 cost no more money than postage or a
 telephone call; yet few are so skilled in
 making such a threat that it will not cost
 some deterioration of the relationship be-
 tween the firms. One businessman said that
 customers had better not rely on legal rights
 or threaten to bring a breach of contract law
 suit against him since he "would not be
 treated like a criminal" and would fight
 back with every means available. Clearly
 actual litigation is even more costly than
 making threats. Lawyers demand substantial
 fees from larger business units. A firm's
 executives often will have to be transported
 and maintained in another city during the
 proceedings if, as often is the case, the trial
 must be held away from the home office. Top
 management does not travel by Greyhound
 and stay at the Y.M.C.A. Moreover, there
 will be the cost of diverting top management,
 engineers, and others in the organization
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 from their normal activities. The firm may
 lose many days work from several key people.
 The non-monetary costs may be large too.
 A breach of contract law suit may settle a
 particular dispute, but such an action often
 results in a "divorce" ending the "marriage"
 between the two businesses, since a contract
 action is likely to carry charges with at least
 overtones of bad faith. Many executives,
 moreover, dislike the prospect of being cross-
 examined in public. Some executives may
 dislike losing control of a situation by turn-
 ing the decision-making power over to
 lawyers. Finally, the law of contract damages
 may not provide an adequate remedy even
 if the firm wins the suit; one may get vindi-
 cation but not much money.

 Why do relatively contractual practices
 ever exist? Although contract is not needed
 and actually may have negative conse-
 quences, businessmen do make some carefully
 planned contracts, negotiate settlements in-
 fluenced by their legal rights and commence
 and defend some breach of contract law suits
 or arbitration proceedings. In view of the
 findings and explanation presented to this
 point, one may ask why. Exchanges are care-
 fully planned when it is thought that plan-
 ning and a potential legal sanction will have
 more advantages than disadvantages. Such a
 judgment may be reached when contract
 planning serves the internal needs of an
 organization involved in a business exchange.
 For example, a fairly detailed contract can
 serve as a communication device within a
 large corporation. While the corporation's
 sales manager and house counsel may work
 out all the provisions with the customer, its
 production manger will have to make the pro-
 duct. He must be told what to do and how to
 handle at least the most obvious contin-
 gencies. Moreover, the sales manager may
 want to remove certain issues from fu-
 ture negotiation by his subordinates. If he
 puts the matter in the written contract,
 he may be able to keep his salesmen from
 making concessions to the customer without
 first consulting the sales manager. Then the
 sales manager may be aided in his battles
 with his firm's financial or engineering
 departments if the contract calls for certain
 practices which the sales manager advocates
 but which the other departments resist. Now
 the corporation is obligated to a customer

 to do what the sales manager wants to do;
 how can the financial or engineering depart-
 ments insist on anything else?

 Also one tends to find a judgment that the
 gains of contract outweigh the costs where
 there is a likelihood that significant problems
 will arise.12 One factor leading to this con-
 clusion is complexity of the agreed perform-
 ance over a long period. Another factor is
 whether or not the degree of injury in case
 of default is thought to be potentially great.
 This factor cuts two ways. First, a buyer
 may want to commit a seller to a detailed
 and legally binding contract, where the con-
 sequences of a default by the seller would
 seriously injure the buyer. For example, the
 airlines are subject to law suits from the
 survivors of passengers and to great adverse
 publicity as a result of crashes. One would
 expect the airlines to bargain for carefully
 defined and legally enforceable obligations
 on the part of the airframe manufacturers
 when they purchase aircraft. Second, a seller
 may want to limit his liability for a buyer's
 damages by a provision in their contract.
 For example, a manufacturer of air condition-
 ing may deal with motels in the South and
 Southwest. If this equipment fails in the hot
 summer months, a motel may lose a great
 deal of business. The manufacturer may
 wish to avoid any liability for this type of
 injury to his customers and may want a
 contract with a clear disclaimer clause.

 Similarly, one uses or threatens to use
 legal sanctions to settle disputes when other
 devices will not work and when the gains
 are thought to outweigh the costs. For ex-
 ample, perhaps the most common type of
 business contracts case fought all the way
 through to the appellate courts today is an
 action for an alleged wrongful termination of
 a dealer's franchise by a manufacturer. Since
 the franchise has been terminated, factors
 such as personal relationships and the desire
 for future business will have little effect; the
 cancellation of the franchise indicates they

 12 Even where there is little chance that problems
 will arise, some businessmen insist that their lawyer
 review or draft an agreement as a delaying tactic.
 This gives the businessman time to think about
 making a commitment if he has doubts about the
 matter or to look elsewhere for a better deal while
 still keeping the particular negotiations alive.
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 have already failed to maintain the relation-
 ship. Nor will a complaining dealer worry
 about creating a hostile relationship between
 himself and the manufacturer. Often the
 dealer has suffered a great financial loss both
 as to his investment in building and equip-
 ment and as to his anticipated future profits.
 A cancelled automobile dealer's lease on his
 showroom and shop will continue to run, and
 his tools for servicing, say, Plymouths can-
 not be used to service other makes of cars.
 Moreover, he will have no more new
 Plymouths to sell. Today there is some chance
 of winning a law suit for terminating a fran-
 chise in bad faith in many states and in the
 federal courts. Thus, often the dealer chooses
 to risk the cost of a lawyer's fee because of
 the chance that he may recover some com-
 pensation for his losses.

 An "irrational" factor may exert some
 influence on the decision to use legal sanc-
 tions. The man who controls a firm may
 feel that he or his organization has been made
 to appear foolish or has been the victim of
 fraud or bad faith. The law suit may be seen
 as a vehicle "to get even" although the
 potential gains, as viewed by an objective
 observer, are outweighed by the potential
 costs.

 The decision whether or not to use con-
 tract-whether the gain exceeds the costs-
 will be made by the person within the
 business unit with the power to make it, and
 it tends to make a difference who he is. People
 in a sales department oppose contract. Con-
 tractual negotiations are just one more hurdle
 in the way of a sale. Holding a customer to
 the letter of a contract is bad for "customer
 relations." Suing a customer who is not
 bankrupt and might order again is poor
 strategy. Purchasing agents and their buyers
 are less hostile to contracts but regard
 attention devoted to such matters as a waste
 of time. In contrast, the financial control
 department-the treasurer, controller or
 or auditor-leans toward more contractual
 dealings. Contract is viewed by these people
 as an organizing tool to control operations
 in a large organization. It tends to defnE
 precisely and to minimize the risks to which
 the firm is exposed. Outside lawyers-those
 with many clients-may share this enthu-
 siasm for a more contractual method ol
 dealing. These lawyers are concerned 'with

 preventive law-avoiding any possible legal
 difficulty. They see many unstable and un-
 successful exchange transactions, and so they
 are aware of, and perhaps overly concerned
 with, all of the things which can go wrong.
 Moreover, their job of settling disputes with
 legal sanctions is much easier if their client
 has not been overly casual about transaction

 planning. The inside lawyer, or house coun-
 sel, is harder to classify. He is likely to have
 some sympathy with a more contractual
 method of dealing. He shares the outside
 lawyer's "craft urge" to see exchange trans-
 actions neat and tidy from a legal standpoint.
 Since he is more concerned with avoiding
 and settling disputes than selling goods, he
 is likely to be less willing to rely on a man's

 word as the sole sanction than is a salesman.
 Yet the house counsel is more a part of the

 organization and more aware of its goals and
 subject to its internal sanctions. If the
 potential risks are not too great, he may
 hesitate to suggest a more contractual pro-
 cedure to the sales department. He must sell
 his services to the operating departments, and
 he must hoard what power he has, expending
 it on only what he sees as significant issues.

 The power to decide that a more con-
 tractual method of creating relationships
 and settling disputes shall be used will be
 held by different people at different times in

 different organizations. In most firms the
 sales department and the purchasing depart-
 ment have a great deal of power to resist
 contractual procedures or to ignore them if
 they are formally adopted and to handle
 disputes their own way. Yet in larger organi-
 zations the treasurer and the controller have
 increasing power to demand both systems

 and compliance. Occasionally, the house
 counsel must arbitrate the conflicting posi-
 tions of these departments; in giving "legal

 advice" he may make the business judgment
 necessary regarding the use of contract. At
 times he may ask for an opinion from an
 outside law firm to reinforce his own posi-
 tion with the outside firm's prestige.

 Obviously, there are other significant
 variables which influence the degree that
 contract is used. One is the relative bargain-
 ing power or skill of the two business units.
 Even if the controller of a small supplier

 succeeds within the firm and creates a con-
 tractual system of dealing, there will be no
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 contract if the firm's large customer prefers
 not to be bound to anything. Firms that
 supply General Motors deal as General
 Motors wants to do business, for the most
 part. Yet bargaining power is not size or share
 of the market alone. Even a General Motors
 may need a particular supplier, at least
 temporarily. Furthermore, bargaining power
 may shift as an exchange relationship is
 first created and then continues. Even a giant
 firm can find itself bound to a small supplier
 once production of an essential item begins
 for there may not be time to turn to another
 supplier. Also, all of the factors discussed in
 this paper can be viewed as components of
 bargaining power-for example, the personal
 relationship between the presidents of the
 buyer and the seller firms may give a sales
 manager great power over a purchasing agent

 who has been instructed to give the seller
 ''every consideration." Another variable
 relevant to the use of contract is the influence
 of third parties. The federal government,
 or a lender of money, may insist that a
 contract be made in a particular transaction
 or may influence the decision to assert one's
 legal rights under a contract.

 Contract, then, often plays an important
 role in business, but other factors are signifi-
 cant. To understand the functions of contract
 the whole system of conducting exchanges
 must be explored fully. More types of busi-
 ness communities must be studied, contract
 litigation must be analyzed to see why the
 nonlegal sanctions fail to prevent the use of
 legal sanctions and all of the variables sug-
 gested in this paper must be classified more
 systematically.

 COMMENT *

 WILLIAM M. EVAN

 Massachusetts Institute of Technology

 IT is relatively rare that legal scholars sup-
 plement their doctrinal approach to law
 with the so-called behavioral approach.

 Macaulay's paper shows the wisdom of go-
 ing beyond an exegesis of legal doctrines to

 a study of how law is affected by, and, in
 turn, affects social relationships.

 Macaulay's paper in effect points to con-
 tract law as a sociologically significant area
 of inquiry. For a contract is by definition a
 type of social relationship whose function is
 to ensure predictability and security in busi-
 ness transaction.

 His major finding-that contract law is
 often ignored in business transactions-re-

 quires further specification as to the fre-
 quency of such non-contractual relations;
 the conditions under which business organ-

 izations do or do not resort to contracts;

 and the conditions under which different
 degrees of "contractualness" are found in

 business transactions. When contracts do

 govern business relations, how often and

 * Presented at the annual meetings of the Ameri-
 can Sociological Association, August, 1962, in Wash-
 ington, D.C.

 between what kinds of parties are disputes
 settled by means of litigation or commercial
 arbitration?

 Macaulay's preliminary finding that non-
 contractual relations are common in industry
 is of interest to students of organization
 theory as well as to students of the sociology
 of law. One problem area in organization
 theory that we have very little knowledge
 about is the dynamics of inter-organizational
 relations. Macaulay's paper deals with the
 problem of inter-organizational relations as
 regards the use or non-use of contracts in

 business transactions. In fact, legal and non-
 legal norms relative to contracts may be

 viewed as mechanisms for regulating inter-
 organizational relations.

 Two factors affecting the use or non-use of
 contracts to which Macaulay does not give

 sufficient weight are the difference in the
 relative bargaining position of the parties
 to the contract and the difference in the
 relative power of the parties.' Bargaining

 1 Cf. William M. Evan, "Power, Bargaining, and
 Law: A Preliminary Analysis of Labor Arbitration
 Cases," Social Problems, 7 (Summer, 1959), pp.
 5-16.
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