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I. Is lex mercatoria more efficient than private international law?.-

“Hic sunt leones, here are the lions” – this entry in ancient maps which refers to the countries south of the great Sahara desert was a euphemistic circumscription of European ignorance of those parts of Africa. Today, the same expression could be used in respect of the subject of this paper. Although a specialization in private international law has evolved among lawyers throughout the 20th century an analysis of the economic consequences and implications of the methods and rules governing international private relations is lacking so far. In economics, on the other side of the fence, the situation is not much better. Economic theory has penetrated legal scholarship and education in the United States of America and also attracted some interest in Europe, but most standard text books do not cover subjects like private international law, the conflict of laws, international judicial competence or adjudicatory jurisdiction.
 This observation has induced a German commentator to characterize the law and economics analyses as departing from “closed economy theory”.

In more recent years two postdoc dissertations one economic
, the other legal
 have prepared a debate on an economic theory of private international law.  In his economic  thesis Schmidt-Trenz points out that international as opposed to domestic trade has to accommodate the risks flowing from the absence of a hierarchical world state, i.e. from the territorial limitation of law including private and commercial law. In his view the international legal environment of cross-border commercial transactions is equivalent to the state of nature described by Hobbes, viz. a chaotical situation existing in the absence of state power where no reliance is possible on rules and their enforcement.
 The exposure of cross-border transaction to various and divergent national laws creates a situation of “constitutional uncertainty.”
 In such a situation confidence in the enforcement of contracts by a protective state is by necessity low, and trade will only occur if some compensatory private arrangements allow for trust in the performance of contractual promises. Such “cooperation in the absence of government”
 is illustrated by examples such as the letter of credit mechanism and arbitration.
 Schmidt-Trenz’ comment on such private cooperative arrangements which he summarizes by the term of lex mercatoria is very favourable: they are said to allow for a clear assessment of the cooperative or non-cooperative nature of a certain behaviour and thereby help to economize transaction costs in international transactions.

The preference for the spontaneous organization of legal institutions by private ordering is supplemented by rather sceptical views on state law dealing with international relations, in particular with jurisdiction and the conflict of laws. The unilateral regulation of the conflict of laws by single states is criticized for not achieving its own goal, viz. the harmony of decisions, since different states may adopt different conflict rules. Therefore the unilateral approach is said to be unsuited for the reduction of the constitutional uncertainty inherent in international trade.
 The author is more sympathetic to the harmonization of conflict rules and – to a lesser degree – also to the unification of substantive laws for international fact situations. But he rejects a unification of substantive law for both international and domestic fact situations since the interference of uniform law with the pre-existing national law would reduce production capacities in the respective state.
 These views have received strong support from other German economists, among them Schmidt-Trenz’ academic teacher Dieter Schmidtchen. While he confirms the superior problem solving capacity of the lex mercatoria in international trade
 he mocks at private international law as “generating the problem which it purports to solve”.

The opinions expressed by these economists can be summarized as giving clear preference to the spontaneous evolution of an order of international transactions as generated by private cooperation. While the lex mercatoria flowing from that process does not appear to meet any objections state law dealing with international transactions, in particular the conflict of laws, attracts severe criticism. Even the coordination of such rules by international agreement and the unification of substantive laws seems to lag behind. This methodological evaluation is not limited to an assessment of economic facts, it has normative consequences for policy making. It merits a closer inspection which will reveal some legal inaccuracies, infra III, but also question some underlying economic assumptions, infra IV. But prior to any critique the frame of our inquiry has to be clarified, infra II. 

II. Framework of  the inquiry.-

1. The focus: contracts

It is a common occurrence in literature on law and economics that authors are referring to “transactions” and their legal framework. At closer sight such references often include, beyond contract law, all kinds of legal rules which may affect the performance and enforcement of a transaction, for example rules on the legal capacity of an individual or an entity to conclude contracts, rules on advertising, antitrust and other economic regulations, the legal framework of the enforcement in state courts or in arbitration, and even rules on the effect of the debtor’s insolvency. While all these rules impact on the implementation of the transaction and thereby on the maximization of welfare the economic analysis should subject the different types of rules to a differentiated analysis lest its results be rejected as overly superficial.

Thus, the law applicable to a legal entity’s capacity to contract should be separated from issues relating to the contracts concluded by that entity, e.g. a sale of goods. Suppose that the legal capacity of a corporation where not determined in a uniform way by its charter and the law governing that charter but would have to be acknowledged from case to case by its individual contracting partners. Under such conditions and in the absence of a pertinent contractual arrangement, all extra-contractual claims against the corporation , e.g. for products liability or the violation of  antitrust statutes would fail because an entity that lacks legal personality cannot be liable. Even the conclusion of contracts would become more   difficult if the legal capacity of the corporation had to be recognized from case to case by its partners. Whoever buys goods from that corporation would not know whether the selling entity acquired the title to the goods when purchasing them from a third party; this would depend on the content of the individual contract between the seller and the third party. It follows that the legal capacity of the corporation must be decided in a uniform way, i.e. by law. It is a further consequence that the national law governing the corporation’s capacity to act in international transactions must also be uniform and not depend upon the single contract concluded by that entity. In economic terms, the need for a uniform determination of the lex societatis can be explained by the reduction of transaction costs. It is the very basis of the necessary distinction between the proper law of a contract and the law governing corporations, the lex contractus and the lex societatis which has to be observed from the outset. It entails the need for characterization of individual issues as being part of contract law or corporation law.

What has been outlined for these two statuta applies mutatis mutandis to the other issues listed above. Therefore, the holistic approach taken by economists must give way to a more differentiated treatment. In accordance with these considerations this paper focuses on contracts leaving aside all kinds of connected issues. The alternatives of lex mercatoria and choice of law will be discussed with this focus.

2. The objective: reduction of transaction costs

The choice between regulatory options for international contracts – lex mercatoria or private international law – implies the existence of a benchmark which allows to assess these options. Given the functionality of legal regulations the benchmark is by necessity connected to the objective of such regulations and to the expectations linked to them. But what is the objective of the regulation of cross-border contracts? The traditional answer given by lawyers would be the uniformity of decisions: The contract should produce the same rights and obligations irrespective of the state court or arbitration panel which is called upon to enforce it.
 As it was expressed by an official of the European Commission on the eve of the Rome convention on the law applicable to contractual obligations
, this would raise the degree of legal certainty, strengthen confidence in the stability of legal relations and enhance the protection of vested rights in the area of private law.
 

At first sight this assessment differs considerably from what some economic analysis holds to be the primary objective of the regulation of cross-border contracts. In a rather abstract and fundamental article an American author, Andrew Guzman, rejects the governmental interest analysis prevailing in American conflict of laws ever since the 1960s. In his view it is “consistent with an economic approach….[to] take as …..objective the maximization of global welfare. This implies that only the welfare of individuals matters. Traditional [American] choice–of–law concepts such as national interests or comity are relevant only to the extent that they affect global welfare. Focusing on the well-being of individuals, of course, is equivalent to focusing on the effect actions have on individuals. In other words, the only basis of jurisdiction to be considered is “effects”.”
 Beyond the parties to a transaction the analysis has to include third parties who are affected by the transaction but who are not themselves party to it. He suggests to assess the total impact of an international transaction in terms of the sum of all direct and indirect effects felt worldwide. “In framing choice–of–law rules, the objective should be to identify and implement rules that will permit transactions to take place when the total impact on welfare is positive, and prevent transactions from taking place when the total impact on welfare is negative.”
 

For various reasons it is submitted that this proposition neither provides a workable benchmark for the evaluation of existing choice-of-law rules nor can serve as a sound basis for the drafting of new conflict rules. First, the author draws only from experience gathered from three areas of the law (bankruptcy, securities regulation, antitrust
 ) which are characterized by state intervention and which are implemented in proceedings which allow for many interests to be taken into account. In the traditional case of a litigation arising from a cross-border contract those characteristics are absent. Take the example of a contract between a North African government and a Japanese building consortium on the construction of a new port on the Mediterranean coast. Neighbouring states may feel affected because their ports might loose business. In case of shrinking markets the sum of direct and third-party effects may even be less than zero. But it is difficult to see why this should have any impact on jurisdiction and the applicable law when a breach triggers a litigation between the parties to the construction contract. Second, neither a state court nor an arbitration tribunal would be in a position to assess third-party effects which are, however, a necessary component of the global welfare analysis proposed by the author. Such assessment can perhaps be carried out by government agencies and in legislative proceedings with regard to specific types of fact situation. But the adversary principle governing civil proceedings is not suited for that purpose. Third, one could further object that the author does not distinguish jurisdiction and applicable law; however, the very existence of the choice of law issue is conditional upon the possibility that a court applies foreign law, i.e. that the issues of jurisdiction and of the applicable law have to be separated. Again, the author’s assumption can be explained from his limited experience in disciplines which by no means represent private international law at large. Fourth, this is also true for the author’s assumption “that the government of each country maximizes the domestic welfare of local residents.”
 While this assumption reflects some general ideas in the field of public business regulation it has no bearing whatsoever on civil litigation as is admitted by the author’s own statement that a private right of action for damages in a local court “provides a partial solution to the problem of discrimination by administrative agencies.”

An economic approach to the regulation of cross-border contracts has to pursue a less ambitious objective. Cross-border contracts will often contribute to global welfare, and legislators are therefore encouraged to enact a legal framework including conflict rules that favours international trade. But a civil court or arbitration tribunal is not in a position to assess the growth or reduction of global welfare in a single case involving just a plaintiff and a defendant. In this context the regulatory target is more modest: It is the reduction of transaction costs.
 Of course, the reduction of transaction costs also helps to increase efficiency and thereby welfare. But apart from some exceptional cases the inquiry is limited to the bilateral relation of the parties to a contract.

This limitation links the economic analysis to the objectives of the Rome Convention set forth above
. The quest for legal certainty which has triggered the unification of the private international law of contracts in the European Community is the legal reflection of what economists have in mind when they identify possessive and transactional security as essential achievements of law.
 Under the conditions of the “constitutional uncertainty” of foreign trade
 the increased legal risks caused by the heterogeneous legal framework of international commerce are reflected by higher transaction costs triggered by private efforts to minimize those risks. The proposition that the lex mercatoria is more efficient than the conflict rules of private international law on contracts will have to be tested against this background. A part of the answer flows from a closer look at the legal assessment underlying that proposition.

III.
The alleged superior efficiency of lex mercatoria – some legal observations

The concept of lex mercatoria or law merchant is rather vague. Its name is derived from the existence, in medieval Europe, of a body of contractual rules which was implemented by arbitration tribunals established by merchants at the major trading places. It is not a systematic concept but rather a collective name for a bottom-up regulation of commerce which is separate from the top-down regulation by state law and state courts. This approach allowed to transfer the name to various forms of self-regulation of international trade that were quickly spreading after World War II.
 However, lex mercatoria is not a comprehensive legal system which would allow to find an answer to any question of commercial law that may arise in the context of a cross-border transaction. It is not more than the sum of its components, i.e. of standard terms and contract forms which are widely used and must be incorporated into the parties’ agreement in order to be applicable. The gaps in this body of rules are wide
. A recent assessment points out that the drafting of international contracts gives evidence of a strong trend among practitioners towards self-regulation while they also display a clear preference, by the adoption of contractual choice of law clauses, for connecting the contract to a given national legal system.
 Even standard forms and practices like the Uniform Rules and Practices on letters of credit and the Incoterms do not provide for a comprehensive regulation of contracts. It is true that letters of credit are an ingenious device to deal with the risk of non-payment in foreign trade. But reliance on the letter of credit again depends on its legal framework, i.e. on the law of the state governing the relevant parts of that financial transaction.

The Incoterms, too, need to be supplemented by state law. They contain detailed definitions of what single commercial terms like FOB or CIF mean in respect of the obligations incumbent on the parties in the performance of the contract and with regard to the costs and risks linked to that performance. But they are silent when it comes to a litigation on the formation of contract or on its breach. While contract clauses on the consequences of breach are not uncommon, they are generally embedded in the legal environment of a given national legal system. Only in the recent past the drafting of general principles of contract law, in particular of the Principles of European Contract Law
 and of the UNIDROIT Principles for International Commercial Contracts
 has opened the door for a more comprehensive understanding of lex mercatoria. According to the drafters those sets of principles may in fact serve as proxies for lex mercatoria.
 To the extent that judges and arbitrators share that view, recourse to national law will be further reduced. But for the time being there is no international contract which would not need the legal framework provided by a national legal system; therefore, private international law is indispensable at present.

If the present movement towards a private restatement of the lex mercatoria continues it may still remain doubtful whether the lex mercatoria will be acknowledged as a true alternative to state law. For the time being the prevailing view in private international law is prepared to respect the choice of lex mercatoria or of general principles of contract law only within a given legal system, but not as an alternative which would avoid national law altogether.
 The choice of the lex mercatoria is recognized within the framework of the substantive law that is applicable according to choice of law principles, but it is not considered to be a choice of law in itself. The practical difference is that the mandatory provisions of the national law that is applicable under private international law will be enforced against the lex mercatoria while they would not if the choice of the lex mercatoria were classified as a choice of the applicable law. The prevailing view may be criticized.
 As long as it prevails, the need for conflict rules on cross-border contracts cannot be questioned.

A final observation is apt to put the preference for the lex mercatoria into perspective. The evolution of the lex mercatoria is closely linked to commercial arbitration. However, commercial arbitration is neither available in every dispute nor is it workable without state support. In small and medium-size litigation parties will often have difficulties in finding arbitrators; the amount involved will not justify the fee they expect. Moreover, the assumption that arbitration is a completely private and autonomous dispute settlement mechanism
 cannot be maintained. It is true that voluntary compliance with arbitration awards occurs in most cases, but this is not very different from what happens with the judgements of state courts. The degree of voluntary compliance would be significantly higher in arbitration where social and economic pressure provide strong incentives, i.e. in sector-specific institutional arbitration run by business associations which may sometimes have a cartelizing effect. In general business transactions, however, litigation will often continue at the stage of enforcement and will entail proceedings in state courts.
 It follows that the lex mercatoria and arbitration, efficient as they may be, cannot be regarded as an alternative to state law and state courts, but have to be supplemented by them.

IV. Economic considerations underlying choice of law in contracts.-

1. Party autonomy

Under the primary conflicts rule for contracts which is acknowledged in the European Union
, in the United States of America
, in Japan
 and in many other countries
 (but not in all countries
) the parties are free to choose the law which is to govern their contract. While there may be limitations by mandatory provisions of the national law whose application the parties have excluded, the basic principle of party autonomy is efficient in the sense that it allows for a determination of the applicable law that increases the overall welfare of the parties.
 It is surprising to read the luke-warm comments of some economists who apparently have fallen in love with the private ordering model of lex mercatoria to a degree that prevents a sincere appreciation of party autonomy in the conflict of laws.
 The unquestionable advantage of party autonomy is that it allows for efficient solutions. Contracting parties may in fact make use of the institutional competition among the legal systems of the world and select the contract law which best suits their needs.
 

The idea of the efficient choice of law does not appear to affect legal practice, however. A study of choice of law clauses in standard forms and of recommendations given by practice guides reveals that parties invariably make use of party autonomy in order to impose their own national law as the applicable law of the contract.
 Kieninger explains this finding by the high transaction costs which would be incurred in case of a comprehensive comparison of the various contract laws; these costs are prohibitive and generate a rational indifference of the parties as to the applicable rules of contract law. Another possible economic explanation draws from the principle-agent relationship between the parties and their lawyers. Just like other standard terms choice of law clauses are usually drafted by counsel who pursue own interests. Giving advice on foreign law is much more expensive for them; moreover they risk to loose later business arising from the contract in question to foreign lawyers if they recommend the reference to foreign law as the law governing the contract. Whatever the correct interpretation may be, party autonomy appears to be of a rather limited economic significance. Its major function is of a psychological nature: it conveys the impression that parties can determine themselves the legal framework of their contractual relation. There is another  important practical point: When both parties established in different countries want to subject the contract to their own law, party autonomy allows for a contractual solution, in particular the choice of a “neutral” law.

The reference to the prohibitive transaction costs generated by a comprehensive information on, and understanding of, the competing legal frameworks helps to explain the limitations of party autonomy for certain situations of unequal bargaining power, in particular for consumer transactions
 and labour relations
. The high level of transaction costs allows the in-depth legal analysis only if the resulting contract terms help to implement the interests of their user in a great many cases. Consumer contracts and labour contracts are characterized by a standardization on the supplier’s or employer’s side. The mass effect needed for making the legal analysis profitable is present in these cases. But it is absent on the consumer’s or employee’s side. For the consumer and the employee the respective contracts do not form part of a large series of similar transactions. They are isolated occurrences not equalled by analogous transactions. Therefore the expense for legal advice would not pay off. As a consequence of this market failure party autonomy must be restricted as it actually is in articles 5 and 6 of the Rome Convention.  

2. The applicable law in the absence of a choice-of-law clause.-

The complications of economic analysis become visible when we take a look at the conflict rules that determine the applicable law in the absence of a contractual choice-of-law clause. A comparative survey reveals a variety of solutions. In the European Union article 4 of the Rome Convention refers to the law of the country with which the contract is most closely connected. The closest connection is indicated by several rebuttable  presumptions. The most important among them points to the country where the promisor of the characteristic performance is habitually resident. Thus, contracts for the exchange of goods or services against money are governed by the law of the supplier of goods or services.
 Under article 9 of the Introductory Law of the Brazilian Civil Code an obligation is governed by the law of the country where it came into being.
 The same approach has been adopted in the USA by the First Restatement on the conflict of laws for questions of validity while it subjected questions of performance including breach to the law of the place of performance.
 Later, the Second Restatement provided that the contract be governed by the law of the place with which it had the most significant relationship which was specified for some types of contract. Thus, the sale of goods was subject to the law of the place of performance.
 For illustrating the international disagreement suppose that a German seller and an American buyer sign a contract at the airport of Zurich/Switzerland for the delivery of certain machinery CIF Santos. A Brazilian court would apply Swiss law as lex loci actus, while both a German and an American court would apply the Vienna Convention on the international sale of goods
 in the first place; issues not governed by that convention would be subject to German law as the law of the seller in a German court and arguably to Brazilian law as the law of the place of performance in an American court. 

Which are the economic considerations which may help to explain the different approaches? It has to be recalled that the primary objective of the regulation of cross-border contracts is the reduction of transaction costs generated by the constitutional uncertainty of foreign trade. These costs have various reasons: the uncertainty about the applicable law, the fragmentary nature of that law, in particular the absence of rules on certain issues relevant for the contract at hand, the difficult access to legal literature on the applicable law, language problems, the lack of precision inherent in the foreign legal language relevant to the case at hand, the difficulty to get advice on the foreign law etc. In cases linked to several legal systems these costs may be multiplied.

An unequivocal decision on the applicable law is a first and very important step towards the reduction of those costs.
 Since some of the cost components are connected to the particular terms and needs of a specific contract, the parties to that contract are best placed to reduce those costs to the greatest possible extent by an agreement on the applicable law. It would follow that identical expectations of the parties concerning the law governing the contract should also be honoured if no agreement on the applicable law has been made. Insofar as those expectations were the same at the time the contract was concluded the above-mentioned presumption of utmost cost reduction militates for the relevance of those expectations in the conflict of laws. This is the economic background of the “hypothetical bargain” analysis
 which formerly prevailed in some legal systems including Germany.

But how do we assess the parties’ expectations at the time of the conclusion of the contract? The assumption that they expected the law with the “comparative regulatory advantage” to govern the contract
 merely replaces one empty formula by another. Asking the parties for their expectations when litigation is already under way is of limited help as well. They will either give the same answer which may amount to a subsequent agreement on the applicable law that is always possible. Or they will contradict each other, one party claiming to have expected the application of law A while the other party alleges to have relied on law B. In that case the decision on the applicable law can only be based on some objective factors which were known to the parties from the outset. One of these factors is the place where the contract was made, the other the place of performance which the contract will often indicate explicitly or by implication. Both connecting factors would therefore make sense as proxies for the parties’ expectations which would somehow warrant an efficient solution. On the other hand, both places may be totally unrelated to the expectations of the parties concerning the applicable law: They may have met at the airport of Zurich for reasons of transport convenience, and the place of delivery may be fixed in a maritime port as the place of transshipment into an ocean vessel. For these and other reasons neither the place of conclusion of a contract nor of its performance may be taken as evidence of a hypothetical agreement on the applicable law. While they provide for clear solutions in many cases they do not share the efficiency presumption of choice of law agreements. 

Neither can the European approach to apply the supplier’s law be said to indicate a hypothetical agreement of the parties. But the European solution can be explained on other grounds. While it raises doubts where no characteristic performance can be assessed, it has some clear economic advantages where such a characteristic performance can be identified. The industrial society is characterized by standardized forms of production and distribution. Relations between suppliers and customers are also tailored on standard patterns, the course of events that leads from negotiations via the conclusion of the contract to its performance is the same for most or all customers of a given supplier. The legal expression of this standardization is the use of standard contract forms which are drafted in accordance with a given national contract law. A conflict rule mandating the application of that law therefore helps to reap the efficiency gains flowing from standardization. The standardization has been initiated by economic players on their respective downstream markets, it used to be the exception and still is not very widespread on upstream markets. It follows that purchasers can adapt to individual contract situations without losing efficiency gains inherent in the standardization of their supplier relations. Thus, the conflict rule of article 4 (2) of the Rome Convention allows efficiency gains to be made by suppliers
 without depriving purchasers of similar advantages which they would generally not have anyway. Of course this explanation does not hold true as soon as companies start to standardize their upstream markets as well.  It is a consequence of the same reasoning that the application of the law of the buyer’s location would give away significant efficiencies.
 In can be defended, however, where it can be regarded as essential prerequisite for the buyer’s willingness to enter into cross-border transactions which otherwise would not be concluded. This is probably limited to certain consumer contracts, see article 5 of the Rome Convention.

To sum up it can be said that the economic reasons behind the connecting factors existing in the conflict of laws relating to contracts without choice of law clauses are fragile. It is probably the absence of striking economic arguments that explains the diversity of positive conflict rules. It gives additional strength to the unanimous approval of party autonomy. 

V. Conclusion.-

The results of this paper may be summarized as follows:

1. The objective of the regulation of cross-border contracts is not global efficiency that could only be assessed by an enquiry into all effects of a contract on third parties; such an assessment is beyond the purpose of contract law and the ability of the civil courts. The objective of the regulation of cross-border contracts is rather the reduction of transaction costs originating in the “constitutional uncertainty” of foreign trade that flows from the coexistence of a great number of uncoordinated legal systems.

2. Lex mercatoria as a synonym of private ordering of international transactions has a useful function in large parts of foreign trade. However, it cannot be regarded as an alternative to state law but has to be supplemented by it. This implies the need for a selection of the applicable law from the great number of existing legal systems; hence the need for private international law.

3. The principle of party autonomy in the private international law of contracts has a sound economic basis since the parties to a contract are in a better position than anybody else to decide which law suits their needs best and thereby reduces the transaction costs of international contracting.

4. The economic explanations for various different conflict rules that determine the applicable law in the absence of a choice-of-law clause are fragile. The application of the supplier’s law mandated by article 4 (2) of the Rome Convention appears to be an efficient solution as long as two conditions are fulfilled: It must be possible to identify a characteristic performance in the contract at hand, and the recipient of the goods or services must have abstained from standardizing his upstream relations.
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