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Marrying Functional Differentiation and Institutional Economics: 

Reflections on Steffen Roth’s Article 
 

Vladislav Valentinov 

 
Abstract: The Luhmannian idea of functional differentiation offers a novel and 

radical systems-theoretic framework reinforcing the institutionalist vision of the 

embeddedness of the economic system in the societal and natural environment. 

Reflecting on Steffen Roth’s article, I formulate two complementary arguments. 

The first is that any self-organized complexity can be supported by the installation 

of a systemic boundary protecting it from the outer environment. The second is 

that this boundary prevents the complexity of the outer environment from being 

fully translatable into the intra-systemic complexity. Both arguments potentially 

inform the institutionalist analysis of the operational and moral problems of the 

economic function system.  

 

Keywords: economic system, Niklas Luhmann, societal environment, systems 

theory 

 

JEL Classification Codes: A12, B52, P10, Z13 

 

In his article, “Marginal Economy: Growth Strategies for Post-Growth Societies,” 

Steffen Roth draws on the functional differentiation idea to inform the sustainability 

debate. Extensively elaborated by the German sociologist Niklas Luhmann, this idea 

refers to a stage of societal evolution involving the decomposition of society into 

function systems, such as the economy, law, politics, science, education, medicine, 

and others. The concept of functional differentiation is well described not only in 

Luhmann’s own work, but also in the substantial secondary literature. The essential 

highlights are that none of the function systems is more important than any other, 

and that the operations of these systems follow unique and mutually incompatible 

codes which stand in the way of the meaningful communication and coordination 

among the systems. Roth (2017) thus rightly argues that the economy is just one of a 

potentially large number of function systems that may grow or degrow. If economic 
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growth is to be socially sustainable, it cannot occur at the cost of the marginalization 

of other function systems. Roth’s innovative strategy is to stake out the economic 

system’s post-growth scenarios by conceptualizing the balanced evolution of all the 

function systems, and to drive home the point that the growth of the economic 

system can be judged only against the backdrop of the comparable dynamics of other 

function systems.  

By drawing attention to the multifarious links of the economic system to other 

function systems, Roth (2017) places the idea of functional differentiation squarely 

within the institutionalist tradition of exploring this system’s social and institutional 

embeddedness, thereby reinforcing the existing complementarities between 

institutional economics and systems thinking (Adkisson 2010; Hayden 2006; 

Valentinov 2012). So far, however, these complementarities have largely been framed 

by the open systems theory of Ludwig von Bertalanffy, with the Luhmannian theory 

of operationally closed systems remaining in the background. Drawing inspiration 

from Roth’s contribution, in the present comment, I sketch out some institutionalist 

implications of the Luhmannian approach.  

Luhmann’s point of departure is the acknowledgment of the limited ability of 

the individual human mind to process complexity. In view of this limitation, 

individuals rely on social systems which reduce or externalize the bulk of the 

complexity of the societal and natural environment. It is this complexity-reducing 

function that renders the system-environment relations inherently precarious. In an 

earlier work, I offer a description of this precariousness in terms of two principles: (i) 

“the complexity reduction principle” and (ii) the “the critical dependence 

principle” (Valentinov 2014a, 18). The first principle posits that systems increase their 

complexity by becoming increasingly insensitive to the complexity of the 

environment, while the second principle associates the increasing intra-systemic 

complexity with the growing dependence of respective systems on the environment 

(Valentinov 2014a, 18). Considered together, these principles suggest that the intra-

systemic complexity becomes environmentally unsustainable, and thus needs to be 

protected, or stabilized, by boundaries separating the system from the environment. 

Another important role of the boundaries is in preventing the growth of intra-

systemic complexity from being disrupted by the influences from the encompassing 

environment, which Luhmann took to be infinitely more complex than any system.  

Abstract as they are, these brief highlights from the Luhmannian theory of social 

systems set the stage for appreciating the risks and benefits of many institutions of the 

real world. As Geoffrey M. Hodgson (2015, 274) notes, “we no longer live in a world 

of small groups, relying on custom or face-to-face interaction. Especially on this large 

scale, questions of how to organize and incentivize production and distribution 

become increasingly relevant.” From the Luhmannian standpoint, these questions are 

resolved by the complexity-reducing social systems which proliferate in such a way that 

western capitalism on the whole exhibits a trend toward growing complexity 

(Hodgson 2015, 328). The firm, for example, is a social system that builds up the 

internal technological complexity by shielding it from the overwhelming complexity of 

the environment (Thompson and Valentinov 2017). Another basic example analyzed 

D
ow

nl
oa

de
d 

by
 [

U
ni

ve
rs

ity
 o

f 
L

iv
er

po
ol

] 
at

 0
3:

51
 2

2 
D

ec
em

be
r 

20
17

 



Comment 
 

1049 

 

by Roth (2017) is the function system. Similar to business firms, function systems 

often sustain a precarious relationship to their environments, which consist of both 

other function systems and human beings.  

 

Capitalism and Functional Differentiation 

 

Hodgson devotes a relatively recent (2015) book to the problem of conceptualizing 

capitalism. The thrust of his institutionalist argument is that an adequate 

conceptualization of capitalism must refer to the law and the state, especially given 

that “capitalism cannot in principle have markets for everything or bring everything 

within the orbit of commodity exchange” (Hodgson 2015, 4). Against the backdrop of 

Roth’s contribution highlighting the interrelations among the function systems, it 

seems logical to think of the law and the state as function systems that offer critical 

support to the economic system within the regime of functional differentiation. In 

general, the idea of functional differentiation brings to light the overall intricate 

interdependence between all the function systems, although one can imagine criteria 

that would allow one to judge some inter-systemic connections as more intensive than 

others. If the idea of functional differentiation is accepted as a guideline for 

conceptualizing capitalism, then Hodgson’s (2015) approach can be extended to 

taking account of the dependence of the economic system on other crucial function 

systems, such as education, science, healthcare, mass media, art, and religion. While 

the meaningfulness of such extensions would depend on the relevant inquiry purpose, 

they would certainly correspond to the meaning of functional differentiation proper.  

It is noteworthy that in several contributions, Hodgson (1984, 1999, 2005, 

2015) elaborates on “the impurity principle” — i.e., “the proposition that every 

socioeconomic system must rely on at least one structurally dissimilar subsystem to 

function” (Hodgson 2015, 40). Again, it seems intuitive to draw parallels between 

impurities and complementarities of the function systems. Hodgson (2015, 40) notes 

that the impurity principle can be given a systems-theoretic justification to the effect 

that “complexity and variety within the system are necessary so that the system can 

survive and deal with complexity, variety, and unforeseeable shocks in the real world.” 

A Luhmannian perspective would reaffirm this justification. In a work, I coauthored 

with Lioudmila Chatalova (2016), we argue that social systems generally combine two 

distinct identities: they are open and operationally closed at the same time, with 

operational closure potentially standing in the way of metabolism. Applied to the 

impurity principle, the concept of operational closure sheds light on the importance 

of structural dissimilarity, while the concept of metabolism provides a useful 

metaphor for the interdependence of function systems which is implicit in the idea of 

impurity as a precondition for the systemic survival.  

Luhmann intended his vision of functional differentiation to be strictly positive, 

being reluctant to draw normative implications or engage in social critique. From the 

institutionalist standpoint, however, his work does generate potentially powerful 

normative implications (Valentinov 2015a, 2017). The essential point of departure 

here is the fact that the function systems, like any other operationally closed systems, 
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tend to operate without regard to environment, overstrain the carrying capacity of the 

environment, and have no internal stop rules (Luhmann 1981, 108). This may 

generate disbalances, such as the economization, politicization, mediatization, and 

other potentially pathological trends noted by Roth. Indeed, Luhmann (1965) 

devoted a book to explaining that self-destructive overexpansion tendencies of the 

function systems are thwarted by the constitutional guarantees of basic human rights 

which he rationalized as a self-protection device of the regime of functional 

differentiation. Furthermore, excessively strong systemic imperatives can be 

dampened. In a previous work, I (2015b) suggest that the so-called low-powered 

incentives of corporate hierarchies (Williamson 1996) and nonprofit organizations 

(Hansmann 1987) present specific institutional manifestations of this dampening.  

 

The Stabilization of Complexity 

 

Important strands of systems theory explain the evolution of complexity in terms of 

self-organization and emergence. One possible Luhmannian contribution to this 

literature is in suggesting the need to stabilize and protect these processes by systemic 

boundaries separating the system from the environment. The business firm, for 

example, can be considered along these lines as a protected space whose internal 

environment is conducive to the development of complex technology (Boulding 1984; 

Galbraith 1967; Hodgson 2005). It could be inferred from Hodgson’s (2015) 

conceptualization of capitalism that a similar case can be made for the emergence of 

law. Hodgson shows that the view of the modern legal systems as a spontaneous order 

is untenable: “[O]nce legal systems emerge with a minimal degree of complexity, then 

neither imitation, habit, nor instinct can be relied on to explain fully the enforcement 

of particular laws within intricate and extensive systems of law” (Hodgson 2005, 89). 

Especially insightful are Hodgson’s suggestions that many models of spontaneous 

order break down in complex circumstances (2005, 88), primarily because of the 

emergence of conflicts and disputes (2005, 91). The potential unsustainability of the 

purely spontaneous self-organized complexity seems to be given a short shrift in 

Hayek’s vision of the evolution of complexity through rule following (Hodgson 2005, 

81). 

Hodgson’s point is that the complex legal systems necessarily rely on 

enforcement mechanisms supplied by the political system. The boundary separating 

the legal and political systems can thus be seen to stabilize and protect the evolution 

of complexity within the legal system. Evidently, similar arguments can be made for all 

the other function systems. The economy can unfold its complexity only within the 

protected space supported by the legal and political, and further function systems. Self

-organization is given full sway, but only in a space that is institutionally secured. It 

stands to reason that the political and legal systems similarly pursue their own self-

organization trajectories to the extent that they enjoy institutional support from the 

economy. Oliver Williamson’s (1996) argument that complex technology may require 

institutional safeguards presents another case in point, albeit in quite a different 

context. If social complexity is evolving through self-organization and emergence, then 
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the institutionalist inquiry seeks to disentangle the ways in which this complexity is 

protected, secured, and stabilized.  

 

The Codifiability of Complexity 

 

Interestingly, the stabilization of complexity through the installation of systemic 

boundaries appears to have a flip side that has likewise attracted the interest of 

institutionalists. This flip side presents the difficulty of translation across the 

boundaries. Once the boundary is in place, there is a substantial chance that signals 

from the environment fail to be registered by the system. The primary reason for this 

failure is the systemic complexity reduction role. If one accepts the Luhmannian 

assumption that the environment is infinitely more complex than the system, then the 

translation problems appear to be even more serious. Against this backdrop it seems 

remarkable that, having described the complexity stabilization role of the legal system, 

Hodgson goes on to refer to the limitations of the legal notion of contract to codify a 

broad spectrum of prerequisites for the successful operation of the economy. “[W]hile 

capitalism is a system with contract at its center, there are vital activities that cannot 

be reduced to contract alone” (Hodgson 2015, 116). Furthermore, whereas “all 

contracts are about rights and obligations, … some of these cannot be transacted: their 

transaction costs are infinite. Hence, there are limits to the penetration of both law 

and contract into key areas of social and economic life” (2015, 116-117). These limits 

have important institutional implications, referring to, among other things, 

“forebearance … [which is] the intentional holding back from the implementation of a 

legal right” (Hodgson 2015, 118), but also the “psychological and social mechanisms 

of trust, cooperation, morality, and authority [required] to establish the necessary 

degrees of commitment and flexibility that are beyond the capacities of even the most 

detailed employment contract” (Hodgson 2015, 119).  

If imagined as a social system in the Luhmannian sense, the business firm 

presents a major arena on which the processes promoting the stabilization of 

complexity put obstacles to its codifiability. There is every reason to agree with 

Hodgson’s (2015, 205) argument that “firms in general … have to be treated as legal 

entities, where law itself is irreducible to custom or private ordering.” Yet, if the law 

has a systemic identity (which is implicit in its conceptualization as a Luhmannian 

function system), then it would follow that the firm as a legal entity is unable to do 

justice to the broad spectrum of societal expectations directed at it. If this argument is 

accepted, then it evidently provides a systems-theoretic justification of corporate social 

responsibility (also mentioned by Hodgson 2015, 377). Archie Carroll’s (1991) 

influential classification identifies four types of corporate responsibility: economic, 

legal, ethical, and philanthropic. Given that the economy and the law present the 

function systems that are most relevant to the institution of the firm, it does not seem 

far-fetched to suggest that the ethical and philanthropic components of corporate 

social responsibility reflect the irreducibility of the relevant societal expectations to the 

codes of the economic and legal systems. Corporate social responsibility thus appears 

to be a necessary and systematic phenomenon pertaining to the regime of functional 

differentiation.  
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Concluding Thoughts 

 

The Luhmannian concept of functional differentiation is admittedly new to the 

institutionalist literature. Roth has to be commended for drawing the attention of 

institutionalists to the ability of this concept to diagnose socio-economic problems 

that are of direct concern to the institutionalist inquiry. Whereas institutionalists are 

used to discussing the potentially dysfunctional consequences of institutions, some of 

the critically oriented systems theorists are examining the dysfunctional consequences 

of social systems that ignore the critical environmental dependencies. Roth argues 

that the proliferation of the complexity of the economic system may occur at the cost 

of other function systems that are clearly essential for maintaining a reasonable 

quality of social life. A related argument is that the phenomenon of social costs as an 

expression of externalized complexity is not only endemic to business enterprise, as K. 

William Kapp (1977) believed, but also to the regime of functional differentiation as a 

whole (Valentinov 2014b). Furthermore, the conceptual placement of human beings 

in the environment of social systems undermines any direct relation between the 

operation of social systems and the fulfilment of human needs. The emerging critical 

implications are aggravated by the fact that the regime of functional differentiation is 

marked by severe problems of mutual coordination and understanding on the part of 

social systems.  

To sum up, there is a considerable cross-fertilization potential between the 

institutionalist scholarship and the Luhmannian systems theory. The theme of the 

precariousness of system-environment relations, which underpin the latter theory, 

appears to be both potentially translatable into the paradigms of instrumental and 

reasonable value and suggestive of causal mechanisms behind the respective socio-

economic ills. At their core, these mechanisms come down to systems accommodating 

and developing substantial internal complexity at the cost of ignoring environmental 

feedback. On the other hand, Luhmann himself probably underestimated the role of 

morality in the functionally differentiated society. Yet, if the precariousness of system-

environment relations is acknowledged as a potentially moral problem, then his vision 

of functional differentiation would be rife with moral implications, some of which 

could be recognized by institutionalists as involving ceremonial dominance and 

unreasonable power relations. The institutionalist standpoint is that the economy is 

an open system that is metabolically dependent on its societal and natural 

environment. The Luhmannian systems-theoretic contribution is in explaining why 

the critical metabolic flows can be disrupted by the systemic complexity reduction 

function, and why moral thinking inspired by the institutionalist insights may be 

required to make such systems more sustainable.  
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