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ABSTRACT

This paper will demonstrate that contract law is generally encouraged by lawyers, however often overruled or disregarded by management, as lawyers are not usually in the management chain-of-command. Notwithstanding, it will highlight that parties will be more inclined to engage in contract negotiations where there is no trust. This theory is supported by the presumption that homogenous bodies such as small clubs or associations will disregard contract law preferring reputation and trust for enforcement of their agreements.
The next issue to be addressed will be to determine the likely factors that will lead to contract law being used. It will demonstrate that the key factors that lead to the formation of contract are lack of trust, increased risk or size of the deal, and infrequency of dealings. The paper will consider the areas where contract law is then used in dispute resolution, arguing generally that the use of litigation will be once all other avenues have been exhausted, unless the contract is used in an industry where tactical litigation is an acceptable norm.
The paper will illustrate the methods in which the contract is used post formation, determining that the contract may be used as an internal control mechanism, a method to control the other party, or to reduce uncertainty. The underlying factor will be again that trust and the parties relations will ultimately affect the way in which the contract is used. It shall conclude determining that formalistic contract law is still useful in a modern commercial context.
WHO USES CONTRACT LAW?
Lawyers. Collins observed that it is the lawyer who will generally insist on a written contract as part of the planning function.
 This enables the written document to act as a device to clarify the content of the undertakings, and in part to provide evidence in any subsequent dispute about the existence and scope of the contractual obligations. Macaulay made the same observation that it is the lawyers who encourage the use of formalistic contracts, whereas business professionals are more inclined to finalise a deal by a hand shake rather than quoting various contractual clauses.
 Notwithstanding, Ghauri
 and Roxenhall
 argue that the process of negotiating a contract can have the effect of bringing parties closer together, and consequently allowing them to understand each other more intimately.

Further clarification of the argument can be found in the article by White, who observed during 1974 and 1975 in the American chemical industry that lawyers had determined allocation schemes for periods of widespread industry shortage.
 The allocation plans recommended by lawyers were often disregarded by the firm they represented. White noted that firms would breach the contractual or regulatory obligations and allocated to new customers to take advantage of rising prices. White drew the conclusion that it was commercially unviable in the chemical industry to undertake litigation due to the extensive costs of proving breach of contract and enforcing it.
 He noted that contract performance in time of shortage was only done if commercially viable. From this evidence, the assumption may be drawn that whilst lawyers may insist on written contracts, the lawyers are often detached (as Macaulay noted) from the management process and that their opinions may have little impact on management’s final decision. White’s findings are limited in that they are over thirty years old now, and based on a specific industry in a foreign country. Notwithstanding, his findings are supported by those of Macaulay. Whilst many companies may have legal counsel, they are detracted from the management structure.
Untrusting Parties. Parties who are new to each other, or who are untrusting of each other will be more inclined to revert to the use of contract. Principally, this is due to the fact that, where trust has been developed over a series of transactions, reverting to contract may be perceived as a sign of distrust and frowned upon by the opposite party.
 This argument is supported by a number of sources. Mitchell hypothesised about the kind of circumstances where the transacting parties may decide to adopt a formalistic approach to contracting. It is where she suggests the commercial parties will be willing to incur ‘increased transaction costs and increased formality,’
 in the hope of ‘reducing enforcement costs.’
 Scenarios she suggests will lead to formalistic contracting could be where the partners are new and there is ‘no trust established,’
 areas of ‘developing technology with high failure rates,’
 and ‘high risk or unusual ventures.’

This hypothesis is supported by the studies of Ring
 and Van de Ven.
 The researchers applied the analytical models developed by Williamson
 (1985
 and 1979
) and MacNeil (1981,
 1978
 and 1974).
 The authors concluded that the different combinations of risk and confidence cause transaction parties to determine whether to use contract law. What can be taken from these studies is that in transactions were there is high risk or no trust a firm or individual may resort to contract law, and it will be very formal with the parties intending to rely on the ‘four corners of the contract.’
Homogenous Bodies Opting Out of Contract Law. There is empirical evidence that organisations have used alternative methods to ensure enforcement of ‘agreements.’ Collins notes that club markets or self regulating associations that do business together regularly will rely on trust and non legal sanctions rather than contract law.
 Hedley argues that the smaller the group, and the better the members are known to each other, ‘the more amendable the members are to methods other than law for the resolution of disputes between them.’

 Hedley’s hypothesis is supported by Banner who observed that the origin of the New York Stock Exchange (NYSE) was one free of government intervention and regulation in its establishment.
 Banner notes that instead of resorting to the courts to grant specific performance or remedies for non performance, the NYSE Board Secretary maintained a ‘book for the purpose of registering the name of every person reported as a defaulter.’
 As long as a person’s name remained in the ‘Black Book’ members were prohibited from trading with him. The NYSE Board became powerful as its reputation became exclusive; it had the capacity to sell information on creditworthiness of traders to trading partners. The board cartelised its position by restricting the flow of information to members only. As with White
 and Macaulay’s
 studies, Banner’s findings are limited in their application as they relate to the development of the NYSE over two hundred years ago, however Hadfield noted similar ‘privatized law’ in the development and operation of the NASDAQ which is a much more recent development.

Similar industry practices were observed in the diamond industry by Bernstein. Bernstein observed that in the diamond industry disputes are not resolved through the courts and ‘not by the application of legal rules announced and enforced by the state.’
 As in Banner’s example, the organisation had developed it’s own rules and sanctions. Enforcement is achieved by ‘fear of social ostracism or reputational drainage.’
 This is effective as the diamond industry is small and the members are well known to each other, two factors that Hedley observed in his studies. The industry is predominately controlled by Jews who been involved in the industry since the middle ages.

It may be concluded from this argument that the key factor determining whether parties will use contracts will be trust. Parties which are well known to each other such as the securities exchanges in New York,
 the diamond traders,
 grain sellers,
 or the Maghibri medieval merchants
 which share a homogenous social, racial or economic background will prefer their own enforcement mechanisms rather than reverting to the courts. Contrastingly, where there is no trust, the benefits of court enforcement and threatened litigation are apparent for firms or individuals seeking to ensure ‘agreements’ are fulfilled.
WHEN IS CONTRACT LAW USED?
This question will be answered by looking at the pre-formation stage of the contract and then the methods in which the contract may be used post formation. There are a number of circumstances or transactions where parties will resort to the use of contracts, some may be mandatory for example the sale of land, others may be due to the nature of the circumstances.
PRE-FORMATION

Factors which will lead to contract law being used at pre-formation stage are the size of the deal being negotiated, the infrequency of the dealings between the parties and where there is increased risk due to the underlying nature of the product. Where dealings are frequent or in markets were there is trust there is no need for contract.
Size of Deal. Parties will be more inclined to revert to the use of contract where the deal is large as opposed to small transactions where the costs of formalistic contracting and negotiating may be costly for the minimal benefit it provides. This argument is supported by Skogh
 who states that the bigger the business deal, the more likely and more detailed the contracts will be that the parties create.
 Macaulay argues that the advantages of a written contract outweigh the disadvantages where it is probable that a considerable problem could occur.
 Macaulay notes that a larger company will be much more likely to use a written contract than a smaller company. This is most likely when the transaction is of a unique nature for example the sale of the Empire State Building which involved over 100 lawyers who assisted in the creation of a 400 page contract.
 Detailed contracting provides clarity to a transaction where the underlying subject matter is of a large or complex nature.
Frequency of Dealings. It is apparent that where dealings are of a frequent nature, that the use of contract may not be formal or used at all. This is due to the fact that after a series of previous successful transactions, there will be significant trust and implicit understandings between the two parties. This argument is supported by Skogh who states that the less frequently two parties transact with each other, the more likely it is that they will revert to the use of contracts, and the more extensive that they will be.
 Ghauri made the same observations as Skogh in that where the relationship is transactional this will lead to a rigorous and concrete contract, but also noted that frequent negotiations may lead to considerably softer and more abstract formulations.
 This observation by Ghauri is supported by Campbell and Harris who observe that efficient long term contracting is based on ‘trust and cooperation,’
 not ‘reliance upon pre-determined contract specifications.’
 This observation is supported by Macaulay and Deakin
 that parties to long-term contracts ‘frequently settle disputes without reference to the contract or potential legal sanctions.’

Electronic Commerce. Whilst the findings of several legal academics
 supports the argument that infrequent dealings will create circumstances where contract is used, one must be careful however about making a generalisation such that parties who are not known to each other will always insist on contracts. Ratnasingham in her studies on trust in electronic commerce has observed that trust is important for a secure and smooth transaction.
 This observation is supported by the empirical evidence of Lewicki and Bunker
 who observed that trust in electronic commerce is fundamental to successful transacting rather than a resort to contract law. For international electronic commerce to work, they argue trust is required which is developed from deterrence-based trust and develops into knowledge-based trust.
 For example, deterrence-based trust
 is confidence in an organisations’ ability such as EBay to regulate online traders who default, whereas knowledge-based trust is consumer confidence in the creditability of the online trader by their overall percentage of positive feedback from previous consumers. Users who rely on EBay for regulation can take advantage of prices lower than that in the retail market and reduced search costs. However, they do so in a market where there is little or no opportunity to go to the law for enforcement of online transactions. If a seller in America defaults on supplying a good that someone in Australia has purchased, what is the Australian person to do? Surely it would not be practical for the Australian person to call the FBI to ensure compliance. The successful development of EBay provides further evidence that trust and reputation are two of the most significant factors determining whether parties will revert to contract.
POST-FORMATION
Contract law may be used for enforcement if one party attempts to default on their obligations; however recourse to the courts will normally result in the end of the business relationship. The written contract provides evidence in conflict or may be used for parties to partake in ‘tactical litigation.’
Evidence if Conflict. The contract may be used as evidence if there becomes a dispute between the two parties. In the event of conflict, the contract can be used by the court to refer to the rights and duties agreed upon.
 The contract can be used as an interpretation tool; an aid to interpret the contents of an agreement that were not explicitly expressed.
 ‘One does not need a contract to exchange goods; one needs the contract to get a state-underwritten guarantee of a remedy in the event of breach.’
 Hedley and Macaulay both determined that whilst resorting to the courts will get a result the result can often be unpredictable,
 costly and destructive to the commercial relationship.
 Both states that recourse to the law for enforcement of contractual rights is rare, and often will only occur once all other avenues have been exhausted. Hedley considers that it is not the ‘principal topic of business planning’.

Tactical Litigation. Whilst Macaulay and Hedley have noted that the use of litigation will often be commercially destructive and a last resort in dispute resolution, the observations of Bridge contradict Macaulay. Bridge notes that in the worldwide grain industry where the market is controlled by five major firms, there is adversarial activity: ‘They sue each other regularly, but it is as if litigation is business carried on by other means. Opportunistic behaviour by one contracting party does not appear to sour continuing and prospective dealings between the same parties.’
 From this evidence it appears that in certain markets such as insurance participants will bargain in the shadow of the law and will use the courts to enhance their market position.
HOW IS CONTRACT LAW USED?
The written contract may be used for a number of purposes; the written contract can be used to control the contracting party’s employees, the other party’s employees and to reduce uncertainty. However the fundamental underlying factor that will determine how the contract is used is the relations between the parties.
Internal Control Tool. Macaulay states that contracts are used primarily where their usefulness is perceived to be greater than their cost.
 One such occasion is where the contract is used for internal purposes. A detailed contract can serve as a tool to communicate to the management and manufacturing departments the specifications of a deal.
  This view is supported by the findings of the studies by Roxenhall who states that a contract can be used to control individuals within an organisation.
 For example a contract that contains a large amount of technical specifications is often designed to control the production staff of both contracting organisations, whereas a contract with a large amount of commercial detail is often designed to control the organisations sales staff. A contract with primarily administrative content is probably used to coordinate the delivery and goods reception activities of both parties.

Ghauri suggests that if a salesman from the marketing department enters into a contract attempts will be made to control the finance and production departments.
 If it is a finance officer then attempts will be made to control the administrative, marketing or production functions of a firm. Macaulay notes that a corporation may mandate the use of a written contract so that the transaction can be reviewed internally by the finance and legal departments of a firm.
 Based on the empirical of evidence of these studies, the conclusion can be drawn that a contract provides numerous options to senior management in controlling the employees of their firm
Controlling the Other Party. Roxenhall and Ghauri suggest that a contract that has liability exemption and penalty clauses will be used to control the staff of the ‘other party in every detail.’
 Generally contracts with significant penalty clauses are procured in circumstances where one party vis-à-vis the other has a significant power imbalance.  Ghauri makes the proposition that a unilaterally drawn-up contract is used by the stronger party to control the individuals of the other party’s organisation.
 This he found to be particularly evident where the stronger party controls a specialist or complex technology such as computer software. Alternatively, if the contract contains regulations allowing for mutual changes in the conditions, the contract will be used to coordinate the activities of both parties involved. There would need to be a significant power imbalance however before a contract could be procured that would allow one entity to control the individuals of the other.
To Reduce Uncertainty. Parties to a transaction have a desire to reduce uncertainty, and the task of the contract is therefore to function as a means of reduction and proof.
 Roxenhall argues that the reasons for the use of a contract can be various, however the single common denominator in all cases studied, was that the contract was evidence of proof.
 This links back to the findings he made, and those of Macaulay
 and Ghauri
 who state that the contract can be used an interpretation tool if conflict does arise. 
Planning of Damages To Reduce Uncertainty. Beale and Dugdale adopt a similar view to those expressed above; arguing that contract law can be used in at least two ways. Firstly it may be used to take advantage of the remedies available which the law provides for if something goes wrong: for instance, ‘the victim of a breach of contract may be able to bring the contract to an end or to recover damages.’
 The parties may go further using the contract to not only specify their obligations, but also ‘to specify and set out the rights of the parties in the event of something going seriously wrong.’
 For example, the parties can plan their own remedies such as an express right to terminate or a ‘liquidated damages’ clause. This allows parties to plan their remedies with confidence in advance, and will lower court costs allowing more accurate prediction of court judgments.
These findings are supported by the findings previously outlined by Collins and Roxenhall that the written contract can be resorted to if there is conflict.
 However, Collins also raises the weakness in this approach to dispute resolution by noting that the law can often be ‘imprecise,’
 as did Macaulay when he noted that the ‘law is generally a blunt instrument.’
 Hedley argues that contingency planning in advance, even if parties wanted to, is not as useful as it sounds. It would only be effective if ‘things went wrong in precisely the way planned for.’
 Deakin adopts this view noting that ‘firms frequently dispense with formal planning… preferring flexibility as a basis for long-term co-operation.’
 Regardless, damages clauses and contingency planning in advance allows parties to plan for the future with greater certainty, and has the capacity to reduce court costs as Judges merely have to give effect to the contract
Relations Affect Use. Ghauri argues that it is the relations between the contracting party that will not only determine the nature of any contract negotiations and the content of the contract, but ultimately how it will be used.
 Where parties are known to each other and there is significant trust, it is unlikely they will resort to the courts for enforcement of their agreement unless they have reached what Wightman would call their ‘end game.’
 The parties will be much more flexible in contingency planning than what they will be if they are unknown to each other. If relations have turned sour, a party can use a contract as ‘punishment by litigation’. The litigation in court may provide little benefit to the plaintiff, however it may be damaging financially and to the reputation of the opposite party. Consequently, this will send a message to them and the wider market that the plaintiff will not tolerate unacceptable behaviour.
WHAT GOOD IS CONTRACT LAW?
Predictable Remedies. Contract law allows parties to negotiate their agreements with some knowledge of the remedies enforceable by court if the contract is breached. It is not possible to predict with emphatic certainty what a courts remedy will be, however it does allow parties to predict the consequences of a breach of contract. A counter argument to this assertion is the one raised by Hedley and Macaulay that the ‘law is a blunt instrument’ and that the remedies are often unpredictable. If this argument is true, it would not explain why contracting is commonly used in numerous circumstances. From this it is possible to make the assertion that parties are able to predict with some certainty the likely remedies, and hence ‘bargain in the shadow of the law’ in markets were the law is developed and relatively settled.
Reluctant to Innovate. The contract law forms part of the common law bound by the doctrine of stare decisis. The benefits of this are that it will provide some certainty and predictability in the judicial decision making and remedies available.
 However, resorting to the courts can be unavoidably ‘unjust’. For example, where prior decisions are ‘unfair’ or out dated, a judge deciding a contract law dispute will have little discretion to avoid a binding ‘unfair’ precedent.
 Whilst some academics such as Hadfield see this feature a drawback and excuse to ‘privatize commercial law,’
 the certainty that is provided by having a rigid contract law with predictable remedies outweighs the costs of occasional unjust decisions. Rather than make the contract law a flexible instrument as suggested by Hadfield, a more appropriate method to prevent injustice is for legislature to undertake remedial reforms.
Trust. In answering the previous three questions, there is one common denominator that appears in each answer and that is trust. From this it is plausible to raise the presumption that contract law is a good enforcement tool were there is limited trust. As already determined, where the relationship is close or established resorting to the courts or quoting contract clauses can be destructive on the commercial relationship. Where there is limited trust, the contract can act as an effective tool to manage risk and limit credit or default risk.
Unresponsive to Costs. One major weakness in using contract law is the cost of implementing it. Formalistic contracting is time consuming and expensive. Hadfield noted that the contract law is ‘unresponsive to costs.’
 Contract law therefore is only cost effective where the money involved is significantly high. For example, it would probably not be cost effective to seek a court remedy over a default of a few hundred dollars, for the legal and administrative fees involved getting the matter to the court room would be substantially greater. 
Conclusion. When considering the use of contract law, the marginal benefits such as consistent predictable remedies, legal enforceability and the ability to control the individuals of one’s firm or opposite party’s firm, should be weighed up against the marginal costs such as lawyer’s and court costs, time, and the possible consequences on established commercial relationships.

This paper has determined the types of individuals who will consider using contract law; it has highlighted the circumstances that will lead to contracting, and covered how the contract can be used in the pre-formation and post-formation stages.
The common denominator in addressing each question was that trust will have a significant impact on whether a contract is used, and how it will be formed and how it will be used.
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