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Territoriality of Law and the International Trade Game:

Towards a New Institutional Economics of International

Transactions

By Professor Dr. Dieter Schmidtchen and ProfessoHans-Jorg Schmidt-Trenz

Saarbrtcken, Germany
CSLE Discussion Paper 2006-06

Abstract: The conventional theory of internatiortedde is dominated by a model
presupposing a legal order that is perfect inpec#ications and controllability, binding
for all economic agents, no matter their natiogalitvorld order appears to be
cosmopolitan in the sense of Kant. An internatiggratate law community such as this,
however, does not exist. In fact, there is a nudstof legal orders and a territoriality of
law, leading to problems largely neglected in tlaglitional theory of international trade.

They are at the heart of what we would like to tadl New Institutional Economics of

International Transactions (NIEIT) — a researchgpam which started from a monograph

published in 1990 (see Schmidt-Trenz 1990).

This paper addresses two questions:

(1) Which specific problems emerge in contracts andctirdracting process because of
factors such as the multitude of legal orders aedérritoriality of law?

(2) What solutions are there to these problems a) erietvel of the law, and b) in the
shadow of the law or completely independent dfatiyate ordering”)? How do they
work from an efficiency point of view?

We restrict attention to the international exchaofyjgoods. However, the insights gained

can be transferred to other types of transactiswh as international finance

transactions, direct investment, and investmergeagents.

JEL classification: FO2, F15, K33

Keywords: conflict of law, international privatewa transaction costs, enforcement of
judgements, private ordering



|. Introduction

From the beginning, the New Institutional Econom{B8E) has been concerned with
alacuna in orthodox economics — the prevailingtuaeé of ignoring the role of
institutions required to capture the gains frondérgsee Richter [2005]). Although it
would certainly be incorrect to say that traditibaaalysis completely abstracts from
institutional structures, “there can be little dotiat the usual treatment of institutions
was superficial. The existence of political, legaipnetary, and other systems was
certainly recognized; but either these systems weggarded as neutral in their effect on
economic events and ignored, or they were takegin and then specified in so
perfunctory a way as to suggest that institutionfdience was not of much importance”
(Furubotn and Richter [1991, p. 2]). With regardstate law, the conventional economic
theory did not underestimate its role as an in#bituof governance, but it took the
existence of a well-functioning institution of stdaw for granted (see Dixit [2004, p. 3]);
despite the fact, that in “all countries throughcmwf their history, the apparatus of state
law was very costly, slow, unreliable, biased, gptr weak, or simply absent” (Dixit
[2004, p. 3])).

Although the New Institutional Economics has meaitevprown out of its infancy, it has
surprisingly neglected to deal more closely witla@ina that looms particularly large —
the study of international trade (see Yarbrough afaibrough [1994]). With the
exception of the theory of multinational firms tbghodox theory of international trade
has widely neglected that institutions do matter.edementary legal order is implied in
the models, but it is not the subject of analy3ise fact that legal differences are also
economically relevant is - at best - stated, bubhas not yet become an object of
investigation. Most of the literature is concerneith the movement of goods across
borders. A serious analysis of the internatiomahsactionas the elementary unit of
economic research is still missing, so that thditicmal theory of international trade can
duly be spoken of as “astronomy of the movementganfids” (Boulding [1958, p. 32]

calls it “a universe of commodities*)Moreover, all the determinants of the pattern of

! The fruitfulness of this procedure is not disputede. But there are costs to it. The Law and Extc®
of private ordering has been pushed into the backgt because the analysis was facilitated by the



trade (factor endowments, technologies, prefererueterogeneous products and other
market imperfections) mentioned in the so-calledotly of “international” trade are
factors that work for trade between different regiof a nation state as well. Hence, this
theory deals with a special case of the regionasioin of labor but hardly identifies any
truly international dimension.

The problems can best be described in the terngyolof property-rights analysis.
Economic transactions consist of an exchange operty rights. While for domestic
transactions the legal foundations and their eefment through the “protective state”
(see Buchanan [1975, p. 68]) are unequivocal, natgnal transactions touch
a multitude of legal systems and the monopoly afigroclaimed by each state within its
boundaries (territoriality of law). Collisions obrms and gaps between different legal
systems appear, concurring court decisions is aitémcidental, and the assistance of the
judicial and penal institutions in foreign coungries not at all a matter of course. Thus,
because of the absence of a world state, the gyopghts of economic agents involved
in international trade are often incompatibly defirand insufficiently protected.

Consider the following example: In the autumn o0819a Cairo-based company agreed
to purchase a number of second-hand vehicles fr@delgian exporter. He introduced
a German shipping agent, who received a Letterretlitand made out a Bill of Lading
on the form of a bankrupt Middle Eastern shippimgnpany. These documents were
presented to a bank in Zurich and immediate paywastmade. However, the cars never
arrived ... (ICC [1986, p. 6]). Actually, things memuch more complex; legal battles
blazed. As several legal orders were involved aswnclear which law was appropriate.
Taking the territoriality of law as given, one miglconclude that international
transactions, at least when activities are not k&neous, as they usually are, do not
come about at all. No international trader canlre $ get a return for what he has given
up in advance. It seems as if there were almostanations to ensure the success of such
transactions. That raises the question: how isait private international transactions do

take place in spite of these unfavorable condiffons

assumption of a perfect legal order. A divisionatfor has developed: Economists have been preaxtupi
with the benefits of specialization and exchands|eregal scholars have been focusing on the aotual
ramifications. The New Institutional Economics afdrnational Transactions can be judged as an ttem
to reduce these costs.



Our answer is that the increase in internatioraadgactions is not so much owing to the
influence of consciously cooperating governmenisternational constitutional policy —
leading to some sort of worldwide “legal centralishit is rather thanks to spontaneous
forces that an almost complete self-regulationhid irea of economic life has resulted,
based on “private ordering’The large number of institutions spontaneouslyptee “by
the economy” gives ample witness of this developgm@ime evolution of thelLex
Mercatoria, the multinational firm, the Incoterms and theoimfiation services provided
by the International Chamber of Commerce (ICC) mawe as evidence herdhis
distinction between “private ordering” on the onanti and “legal centralism” on the
other is crucial, although any real order usuadlgts upon some mixture of both (see
Epstein [2004], Kadens [2004], Donahue Jr. [2004]).the international arena, this
mixture tends towards private ordering.

The NIEIT concentrates on the international aspedtprivate law, as opposed to

international public law.It has so far dealt with the multitude of legatiers and the

territoriality of law by attempting to answer thellbwing four questions (see Schmidt-

Trenz [1990]):

1. How can the fragmentation of legislation in variolegal systems throughout the
world be explained? What is the optimal numbenates?

2. Why are states territorially organized? How can ekestence of state boundaries be
explained and where should the boundaries be dtawmaximize wealth? (The
guestion of optimal legal areas.)

3. Which specific problems emerge in contracts andcth@racting process because of

factors such as the multitude of legal orders aedérritoriality of law?

2 This term reflects “the view that the justice thigh we seek access is a product that is produaedat
least distributed — exclusively by the state” (G&a [1981, p. 1]). Williamson describes the viegfs
“legal centralism” as follows: “Most studies of dsenge assume that there are efficacious ruleswof la
regarding contract disputes and these are appligdebcourts in an informed, sophisticated, and ¢ost
way” (Williamson [1984, p. 208]).

% This expression refers to self-help and agreeraentules for settling disputes that could otherviise
brought to court (see Eisenberg [1976]; Galant@8]1 p. 8, 23]; Williamson [1984, p. 208]).

* Berman [1983], Trakman [1983] and Benson [1989¢dirther examples.

® Public International Law is one of the subjectsered by the so-called “International Political Bomy”
(see Sandler [1980, p. 12]). Following the traditaf the Public Choice Paradigm, this school ofitfiict
examines how the “productive state” in Buchanamsichanan [1975]) sense behaves in international
affairs. This topic is now well established in egorics. This is something, however, that cannotaie af
the international aspects of private law.



4. What solutions are there to these problems

(@) on the level of the law,

(b) in the shadow of the law or completely independshit (“private ordering”)?
How do they work from an efficiency point of viewhereby focusing on both
property-rights structures and transaction costs?

In this article, we will deal with points (3) and)((for points (1) and (2) seechmidt-
Trenz/Schmidtchen 2002). We restrict attentionhi® international exchange of goods.
However, the insights gained can be transferredthier types of transactions, such as
international finance transactions, direct investinend investment agreements.

The article is organized as follows: The secorttice clarifies the building blocks of
the NIEIT. The connection between the fragmentabiblaw, the territoriality of law and
constitutional uncertainty, which is classified #ee source of transaction costs in
international transactions, is examined in thigisacIn the third section, an international
transaction is modeled as a strategic game andifiddnas an international trade
dilemma. The fourth section deals with possibleysved overcome international trade
dilemmas. Finally, section five provides a summemyg some further reflections.

A final remark with regard to the relationship beem the conventional theory and the
New Institutional Economics seems adequate. As Bairuand Richter put it: New
Institutional Economics “should not be consideredbaing a deliberated attempt to set
up a new and distinct type of doctrine in confiith conventional theory”; rather, it is
sensitive to institutional issues and “seeks toemctthe range of applicability of
neoclassical theory by considering how propertixsgstructures and transaction costs
affect incentives and economic behavior” (Furukaotd Richter [1991, p. 1]).

['1. Building Blocks of New I nstitutional Economics of I nternational Transactions
1. Transactions asthe Elementary Unit of Analysis
In contrast to conventional economics, the Newitinsdnal Economics emphasizes the

transaction as the elementary unit of analysise(itfstitutional economics imperative”):

“The transaction, rather than a good or serviceegmrded as the basic unit of analysis,



the dimensions of which are essential to patteroogeition and to efforts of

economizing” (Williamson [1986, p. 151]). In addit, New Institutional Economics

“seeks to demonstrate that institutions truly nraach distinct organizational structure

is said to affect incentives and behavior but, Ipelythis, institutions are themselves

regarded as legitimate objects of economic andlyBisrubotn and Richter [1991, p. 2]).

Following North [1989, p. 239] an institution cosisi, basically, of informal constraints,

formal rules, and the enforcement characteristicbath that govern and shape the

interactions of human beings and organizationspamt by helping them to form
expectations of what others will do. The term tesmi®n refers to economic activities
and interactions with the potential to create ai adlue, such as the exchange of goods
or services, reputation and goodwill. The actigitiequire input from several individuals
and the interactions are based on explicit or iaipdiontracts voluntarily made by all the
parties involved. Typically, these contracts amplete.

In most transactions participants have at thepaklal “various actions that increase their

own gain, while lowering the others’ gain by a deeamount” (Dixit [2004, p. 1]). For

this whole class of actions Williamson coined et opportunism.

Many transactions involve the acquisition or trensif property rights. Therefore, New

Institutional Economics focuses on the institutadrproperty rights and on the system of

norms governing the acquisition or transfer of gty rights (see Furubotn and Richter

[1991, p. 3]). Since the creation, utilization, asdpport of an institution governing

a transaction requires real resources — transactists — serious attention has to be given

to the role these costs play in the organizatiomcohomic activities.

The confluence of several factors characterizesstiigect matter of transaction cost

economics, which is a central part of NIE (see Kri 004, pp. 594-599)):

“1. Many important transactions are complex in aety of ways. They take time to
complete, with the parties to the transactions rfiawnultiple opportunities to act.
They often involve uncertainty, hidden informatiamd moral hazard.

2. The parties to these transactions are unable,redhehe outset or during the
transaction, to imagine all the possible contingesicthat may arise or the

consequences of those contingencies that they dgina ...



3. Both at the outset and as the transaction unftidsyltimate terms of the transaction
are unclear. These terms are worked out as tineepasd contingencies arise ...

4. To say all this is not to say that the parties ethe transaction blindly. They may be
guite sophisticated in their attempts to structheetransaction in a way that is likely
to lead to efficient adaptation ...

5. Parties to the transaction-relationship, in varyohggrees, are increasingly held
hostage by their trading partners, as time passdstlze transaction-relationship
matures ... the parties to the transaction deviedosaction specific assetisat are of
value only in this transaction and would be loshé transaction ends prematurely.

6. To the extent that this is true, a party with temi®n-specific assets at risk is
potentially the victim of doldupof the other side.”

Given conditions 1. — 3. the transaction is incasteal

“7. Essential to any incomplete transaction whéwe parties have transaction-specific
assets at risk are the rules, conventions and guoes by which the terms of the
transaction are adapted to contingencies that.afisese rules, conventions, and
procedures typically mix legal rights, contractuafms, and custom to varying
degrees. Those rules — in the jargon, dbgernance of the transactionare what
makes one transaction efficient and another hoglglesefficient” (Kreps [2004,
p. 599]).

2. The Diversity and Territoriality of Law

From an economic standpoint, a system of privatedarves to fulfill two fundamental
functions, which Kronman referred to as possesse@urity and transactional security
(Kronman [1985]). Possessive security is establisithen (1) the property rights which
“specify the norms of behavior with respect to ¢srnhat each person must observe in his
interactions with other persons, or bear the cafts®ionobservance” (Furubotn and
Richter [1991, p. 2]) are unambiguously defined asdigned to persons, and (2) these

rights are protected by “guarantees based on sascthat are established either by law



or by custom” (Furubotn and Richter [1991, p. 2JJransactional security is ensured

when the parties to atransaction can reasonabheatxthat the transaction will be

executed as promised.

A state’s monopoly of power fundamentally guarastpessessive security on its own

territory and transactional security in domestangactions. International transactions,

however, come into contact with more than one leaystem, and therefore also with
more than one state’s associated monopoly of powerthis context, lawyers suggest
making a distinction between three levels:

(1) The Capacity to create Law: A lawmaker can only draft valid law for his teory.
The legal catchphrase is: Scope of law (= thetteially limited validity of law);
jurisdiction to prescribe.

(2) The Application of Law: The applicable private law is defined by the cant{btf-
law-rules, also called Private International LaviL{P Courts can apply the private
law of a foreign country. Thus, the applicability & particular private law is not
limited territorially. Note, however, that as ofiiy, almost every nation provides for
its own conflict-of-law-rules. Thus, we even hawedeal with collisions of collision
rules.

(3) The Execution of Judgements. Judgements are acts of state. The direct effdcts o
these judgements end on national boarders. Tdlket@ have an effect outside of
the state they are issued in, the cooperationreign countries is required. This is
the level at which the recognition and enforcegbitif foreign judgements comes
into play.

In short, the capacity to create law and the diedtgct of judgements are territorial,

while the application of private law is not. Bd#rritorial points pertain directly to the

sovereignty of states. Since Savighgywever, states consider matters of sovereignsy les
important when it comes to the application of lawin this way, PIL overrides
territoriality.

PIL is a law of conflict; a law over laws, a secolmlel law, or a meta-law that

determines which law to implement when a tradetigiahip involves more than one

® Included are forms of ,private ordering" by whiittdlividuals try to overcome opportunistic behayisee
Furubotn and Richter [1991, pp. 21-22]).



legal system (see Mankowski [2002, p. 118]). Alavith PIL, International Procedural
Law plays a central role. It governs, among othergs, the following aspects: “(1) The
international competence of courts: Which state'srts are allowed to make decisions?
Or from the point of view of the appealed courtreAhe courts of my state allowed to
decide at all? (2) The recognition and enforcenoéribreign judgements ... Can a legal
title be executed in a foreign country? (3) Thecessing of writs in a foreign country...
(4) The differences in courts granting legal aghexially as regards their willingness to
take evidence: Can one count on the assistanteralf courts when having to collect
evidence in a foreign country?” (Mankowsd002, pp. 118 f.] Translation from

German.)

3. Congtitutional Uncertainty as a Source of Transaction Costs

Due to the absence of a world-wide protective stais common for the property rights
of economic agents involved in foreign trade torlm®mpatibly defined and inadequately
protected. For this reason, a specific form ofautainty in the domain of private foreign
trade relationships emerges, which is called ctuigtnal uncertainty (see Schmidt-Trenz
and Schmidtchen [1991]). This is an uncertaingt fllays a role in the execution of both
complete and incomplete contracts. Complete castrdetermine not only the behavior
of the involved parties in any state of the wolbdt also which law the contract is subject
to, and which court should have jurisdiction. Bwen if the contract is complete in this
respect, uncertainty concerning the applicablerlawains. Incidentally, the law chosen
by the contract parties and the decision of thetomuld conflict with each other. The
reason is that the laws applied by the court coudshdate that transactions with foreign
contacts will follow a certain PIL. This PIL camowever, require the use of a different
applicable law than the one the parties have choséthe contract contains no rules
pertaining to applicable law, the applicable PILfiist determined by International
Procedural Law. In applying the PIL thus deterrdingae applicable law is established.
If a judgement is to be enforced and the defendanibnger has assets in the country

where the judgement was made, then the problemooinition and enforcement abroad
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emerges. It becomes obvious that constitutioneédainty creates contracting problems
that are reflected by transaction costs for intonal economic actors.

According to the view presented here, constitutiamecertainty can be traced back to
problems in rendering and executing judgements/e problems that do not arise in this
form in the domestic econoniyAlso the so-called sovereignty risk, for instamcehe
form of risks of expropriation and repudiation (seehnitzer[2002]; general Herring
[1984]), are a part of constitutional uncertainty.

It should be mentioned that uncertainty and risiesiadeed discussed in foreign trade
literature, however this literature does not deathwwhat we call constitutional
uncertainty. The starting point of the mentionpgraaches is the idea that “the structure
of foreign trade is affected by random shocks thagjinate from various sources”
(Helpman [1985, p. 72]). As Pomery [1984, p. 420{ly put it: Uncertainty is “imposed,
as a model-exogenous datum, on preferences, tegyor endowments.” The same

applies to price fluctuation.

4. | ngtitutional Alternativesin Foreign Trade

There is a continuum of possible institutional el&ives in international trade: the
classical contract of sale on the one side andotnedation of subsidiaries abroad on the
other, be it as an independent company with amasgisubassembly or manufacturing
plant or be it as a trading company.

There are also plenty of intermediate forms of rmttial organization which are used in

international trade, amongst which are license reotg (licensing), franchising,

" The relevance of this factor may be demonstrated tegent example: foreign trade with China.

German foreign trade firms frequently complain ahanreliable Chinese business partners: “The stdtes
mind of the firms involved in trade with China medaile reach from sheer anger to utter despair.tHgo
comment by an important Hamburg foreign trade cafian reported in a newspaper (Frankfurter
Allgemeine Zeitung, No 237: 13; 10. 11. 1988). Téyeort continues: “Even small deviations in thésluif
delivery induce the Chinese buyers to refuse toohdhe bills submitted against letters of crediheT
merchandise is then paid a long time after itsvafr often only on the condition of massive costass

as for prices. Since it is only with high cost -afifall — that it can be shipped back, the Germxgorer is
‘actually exposed to pure blackmail’. The spokesroénhe firm concerned speaks of a ‘partly lawless
situation’ (...). A workable commercial legislatiatoes not exist and thus there is no imperativel nee
fulfil a contract.” Ibid. Especially characteristic and that may hold as an additional proof of our
proposition — is what kind of firms show opportditi®oehavior in China. It does not refer to the ald
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contractual production etc. — i.e. “joint venturestered into with a partner abroad”
(Walsh [1971, p. 70]). The term “joint venture”tisus understood in a broad sense as
“a type of association which implies collaboration more than a very transitory period”
(Friedman and Kalmanoff [1981, p. 6]).

In order to assess the degree of internationadzatif a firm structure we refer to the
relative amount of capital and management seniivessted abroad. This leads us to
a classification scheme as shown in fig. 1 (seesbfar [1987, p. 47], with slight

modifications).

100% 4
abroad
foreign subsidiary | <—» relational
contract in
the form of
a hierarchy
capital
invested
joint venture | «—» relational contract
100% export <«—> market
domestic _
100% management services 100%
domestic abroad

Fig. 1: International institutional structures

These institutional alternatives for doing interoa&l business find their NIE pendant in
well-discussed governance structures:

1. market (exports/imports),

2. relational contract (“joint venture” in a brosense),

3. hierarchy (subsidiaries).

large Chinese foreign trade corporations, buttiseraa matter of the innumerable new companiesdiedn
in the provinces and cities.
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Evidently, figure 1 does not offer but a very roudtiferentiation. A more precise
analysis would have to attempt to differentiate ihstitutional alternatives governing
international transactions somewhat furthéfhis, however, requires a comparative
institutional analysis of prototypes, which, indign trade theory, is still in its infanéy.
Two remarks seem necessary at this stage.

To begin with, the market as a coordination medrandoes of course also rest upon
contracts. The simple sale contract (spot contradtich MacNeil — in a theoretical view
— calls a “classical contract” (see MacNeil [1941978]), is typical. This is the kind of
contract that neoclassical theory implicitly pregogpes. In a world in which specific
investment (sunk costs), opportunism and boundeéonedity are absent, i.e. in a world
without transaction costs, the use of this typecafitracts is absolutely sufficient for
efficiency. The identity of the transaction partaes not matter: “faceless buyers” are
confronted with “faceless sellers” and each contrat sale refers to adiscrete
transaction: “sharp in by clear agreement; sharpbyuclear performance” (MacNelil
[1974]). In a worldwith positive transaction costs, however, the relevaridbis kind of
contracts is rather limited. Such a world is goeelrby relational contracts, which are to
regulate contractual relations in the shadow o€tsjgenvestments.

Secondly, we would like to emphasize that we imtgrpierarchy as a contractual relation
(between employer and employee) as well. We vieasiti borderline case of relational
contracts, whereas the contemporary economic titexdooks at hierarchy as something
different from a relational contract. The tradi@brtheory of the multinational firm
primarily deals with the extreme case of hierarchy.

In the framework of a NIE program of research omeil have to clarify in detail why
different types of foreign trade chains can be olesk at one certaipoint in timeand
why they do change with theourse of timeOne would also have to ask why certain
foreign activities — be it activities of productiam a narrow sense, activities of sale or

different services — are taken on by domestic adstef foreign agents. To us, the

8 See, for instance, the enumeration by the Kargnlaed Meissner study group of Schmalenbach-
Gesellschaft [1983, pp. 3-12]. They mention formegke: intermediation by a free agent, by a resident
creation of a sale/purchase company, of a servicder, of an assembly/subassembly plant; tolling;
manufacturing plants; independent enterprise; eotdrfor the use of technical know-how, trade-mark
rights, rights to sale.
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territoriality of law and the resulting constitutal uncertainty represent the clue to
answering these questions.

As we will essentially analyze foreign trade adi®s one might get the impression that
the approach we launch is exclusively applicabldoteign trade. This impression is,
however, misleading. What we do is rather developasadigm of institutional
economics, which we consider applicable to any kihahternational business relations.
We not only refer to “visible” trade but also tethxchange of services, esp. of financial

services.

[1I. Thelnternational Trade Dilemma

Consider a potential international transaction leetwa member of state A and a member
of State E. We assume both actors to be risk Heldglam, a citizen of state A, promises
to deliver a good which he values wkhin exchange for a good, to be delivered by Eve,
a citizen of country E, valued witfiby both. Eve’s valuation of the good delivereddy

is denotedZ. We assum& > Y > X > 0. Hence, the parties would mutually benefit if
both promises were fulfilletf. However, this condition is not sufficient to gustee that
the parties will actually act as agreed: the ageegris not self-enforcing. Assume that
Eve can observe Adam’s move before making her ogaistbn. The extensive form of

this game (which is known as the “trust game”eigresented by Figure 2.

° Buckley [1985b, pp. 39-59, see esp. p. 51] toesfter a detailed typology. Yet it obviously rests the
dualism of “market” versus “hierarchy’. The categof “relational contracts” is missing.
19 For easier exposition, we rule out third-parteet.
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A in /é\ cheat (-X,2)
9 N

out honor

(0,0) (Y-X,Z-Y)

Fig. 2: The trade game in extensive form

Figure 3 shows the game in the strategic or nofanai.

honor cheat
in| Y=-X,Z-Y X, Z
out 0,0 0,0

Fig. 3: The trade game in normal form

Adam’s payoff is the first entry in the bracketel(g of the matrix), Eve’s payoff is the
second. Adam has two strategiesi, {ou§. The strategyin means delivering the good;
strategyout can be interpreted as a national transaction (gnuitizens of state A),

which yields a net gain afera

1 An analysis of an international transaction comsid as a prisoner’s dilemma game, which implies
double-sided contractual hazards, is presentedhiimiit-Trenz and Schmidtchen [1991].
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Eve has two strategiesKeat, honay. It is common knowledge that the game is going to
be played only once. If Eve follows through witle tagreement, both Adam and Eve get
a positive payoff.

However, Eve can instead take the opportunistiomactcheat”, which will yield her

a larger payoff than choosing “honor” but Adam gatese payoff. Eve is tempted to
cheat instead of honor the agreement. In anticpatif Eve’s opportunism, however,
Adam choosesut The unique subgame-perfect equilibrium of thimmgds the strategy
profile (out, cheat The equilibrium is Pareto-inefficient, since lhgiarties would have
been better off playing the patfin,( hono). Let us call this kind of inefficiency
“coordination inefficiency”.

In the normal form, strategy profil@\t, cheak is the only Nash equilibrium (in pure
strategies). Eve could promise she will choose trgrbut in the absence of some form
of sanction the promise is not credible.

The inefficiency is due to the lack of any mechanithat protects Adam’s interests.
From Adam’s point of view, the costs of enforcinge tterms of the agreement are
infinite. Adam’s not honoring the agreement leamspportunity costs in terms @f— X
which are shared in accordance with the terms aufetlf. Hence, both parties would
agree to employ an institution that makes the opticAdam’s preferred choice as long

as the gain from cooperati@t Xexceeds the costs of this device.

V. Waysto Overcome the I nternational Trade Dilemma

To overcome the international trade dilemma thditig game must be altered in such
away that it is individually rational for Eve tch@ose the cooperative strategy. In

principle, there are three ways to accomplish thatitract law, private ordering, and

international constitutional policy.

1. Contract Law

A contract may be defined in a comprehensive maasean agreement about behavior
that is intended to be enforced (see Watson [200215]). There are three methods of
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contract enforcement: self-enforcement, externtdreement and automatic enforcement
(see Watson [2002, p. 116]). A contract is sellecihg if the parties to the contract have
the individual incentives to abide by the termgha contract. A contract is defined as
externally enforced if the parties are motivatedday it out by the actions of an external
player, such as a judge or arbitrator. Finallyoatcact is automatically fulfilled if it is
carried out instantaneously by the agreement it¥éd will limit our attention to self-
and externally enforced contracts.

Suppose the parties make monetary transfers. Fiddam and Eve agree to plaw,(
honor), and, second, specify damages Y to be paid by Eve if caught cheating. Instead
of the game in Fig. 3, which is called the undedygame, the players play the game
depicted in Fig. 4, which is called the induced ganihis game adds the expected

transfers to the underlying game, witldenoting the probability of a transfer.

honor cheat
in Y-X,Z-Y -X+q9-¢c,Z —-qgc
out 0,0 0,0

Fig. 4: The induced game

The Nash equilibrium of the induced gameast( chea}, sinceq is expected to be zero.
In other words, the agreement with regard to taedfers is not self-enforcing.

An agreement to playn, hono) is a self-enforced contract only ifi{ hono) is a Nash
equilibrium, which is the case £ -Y = Z —qlc. Since this inequality fails to hold, the
players cannot rely on self-enforcement to supih@outcomeif, honos.

The participation of a third party, whose actiorsve to change the nature of the game
between Adam and Eve, may be a way out. SupposenAchal Eve agree to make the
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promises to exchange legally binding. That isgitee the promises a form that allows
a third party — the protective state — to use famasase of a breach.

The sanction potential of contract law can be regméed in the form of a sanctions
matrix. This matrix is a payoff matrix, which idded to the matrix of the original game
(see fig. 3) and leads to an induced game with ffeas depicted in fig. 4. In terms of
game theory, the sanctions matrix stands for aibindigreement that is common
knowledge and will be indisputably enforced by adtparty. This binding agreement
can be interpreted as if both actors wrote a contrad gave it to the third party. The
third party can then — without cost - monitor tleenpliance with the contract and will
therefore realize with certainty if the mutual galfions have been fulfilled, and can
penalize breaches of contract like an angel of gange (see Friedman [1991, p. 13]).
Because of this set up, the third party is notealr player; rather, it acts as a kind of
machine whose execution - through the triggerin@ aertain signal - can no longer be
stopped. In other words, the third party is inddpaf being corrupted.

The equilibrium of the new induced game is an dguim in cooperative strategies, if
Z-Y=Z-qlc. It becomes obvious that the function of law iistbontext is to shift
the equilibrium, or more exactly, to make the coapee strategy into an equilibrium
strategy. Regrettably, the aforementioned modainoéxternally enforced contract does
not encompass the case of constitutional unceyt#att interests us here. If there were
a world-wide monopoly on power, then this woulddsequate — but we are confronted
with a multitude of legal orders as well as theiterality of law and therefore with
a multi-polar system of the monopoly of power. mdiere, we have as many sanction
matrices as there are nation states.

Since there are several courts in the world — Adan@me court, Eve’s home court, or
any other court in the world — which court has gdittion? Which law is applicable
according to private international law? Does thisv lallow the players to write
a complete contract, which specifies a transferaise of a breach of contract? Courts do
not always enforce what players write into theinttacts; they often impose transfers on
the basis of certain legal principles. Breach reesednclude expectation damages,

reliance damages, restitution damages — whategeyaiirt awards.
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Laws of conflict accompanied by bilateral or maitédral agreements among sovereign
states define the options for filing a suit. Ipisssible that no court accepts jurisdiction or
that several courts claim jurisdiction.

If Adam prevails, then an additional problem arifeEve does not hold assets in the
country where the judgement was made. In this ctmecourt ruling only becomes
effective as an enforcement device if it is ackrexlged in a state where Eve holds
assets.

This list of problems suggests not to consider titut®nal uncertainty as a kind of risk
but rather as an instance of true or Knightion uagety. This uncertainty as to the
values ofg andc increases the transactions costs of internativadé. For the previously
mentioned reasons, it is in no way certain thatiticeiced game actually guarantees an

equilibrium in cooperative strategies.

2. Private Ordering

One cannot rely on court ordering alone to overcametractual hazards. Williamson
emphasizes an important reason for this: imperfegal centralism. Courts operate
subject to opportunistic behavior of lawyers andirted rationality of judges. The
diversity and territoriality of law are further soes of imperfection of court ordering
(see Schmidtchen [1995]). Nevertheless, the iate@nal trade dilemma can be
overcome by means of private ordering.

Private ordering refers to institutions or rules $ettling conflicts in the absence of — or
as amendments to — courts (see Eisenberg [197&na[1981, pp. 8, 23]; Williamson
[1984, p. 208]; Dixit [2004]). Although the distitian between “private ordering” on the
one hand and “legal centralism” on the other iscialy in reality any order is usually
based on a mixture.

One reason why we can observe an extensive intemahtdivision of labor in the
presence of constitutional uncertainty is the faet interactions do not take place once,
but repeatedly: international traders play iteragathes. The other reason would be a

direct manipulation of the payoff structure in thee-shot game (of fig. 3).
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A game is “iterated” if the single transaction imeedded in a long-term contract
relationship, which gives scope for conditional pe@tive behavior. Let us examine the
situation where Adam and Eve experience a finitglgeated game with uncertainty
about the future. This game has a finite numbestafle games, but the players are
uncertain about when the game ends. Within a redeateraction, Adam and Eve can
adopt conditional punishment strategies that indtee trading partner to honor the
contract. These strategies allow for punishing roghayers if they deviate form the terms
of the agreement. If the prospect of punishmentfciently severe, Adam and Eve will
be deterred from deviation.

Suppose it is common knowledge that a stage gamepassented by fig. 3 is repeated
with a positive probability. For the sake of singfily, this probability is assumed to be
the same for all periods.

As long as both players comply with the contracte’E stream of payoffs can be
expressed as follows:

Z-Y
1-

(@)

, with p = ]0,1[ denoting the discount factor. Paramegdeneflects both the

probability that the game continues at least oneerperiod and the time preference.
Supposing that Eve’'s cheating is detected immdgiadd that Adam reacts by
terminating the interaction on a permanent bagis(gtrategy) Eve’s stream of payoffs

when violating the contract amounts to:

b z+—L =z

The contract is self-enforcing if, at any stagehaf game, the following holds:

Z-Y,7.
1-p

(c)

Solving this inequality gives
Y

dp=—.

(d) p 5

With condition (d) met, Adam will deliveX in each stage game.
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Thus, neither Adam nor Eve stand to gain by devigliom the terms of the contrdét.
The reasoning assumes that Eve’s deviating addionmediately detected, and Eve must
expect a grim punishment in the form of a permawgefiapse of the mutually beneficial
arrangement. But the idea can be extended to nmplex situations, characterized by
less than perfect detection of deviation, randontchmag of trade partner, and the
existence of different behavior types (see Dix@d2, pp. 97-123])).

Even under anonymity, cooperation can be explaihdde international transaction is
carried out by one or several mediators, e.g., @xpgort houses, that — due to iteration
— maintain a long-term self-enforcing businessti@tship™® In such a case Adam and
Eve draw up enforceable contracts with domestidniess partners, and the international
transaction and the risk associated with it liesh& hands of international traders who
rely on private ordering.

The widespread institution of “documentary lettefscredit” works in a similar way.
Here, international payments are carried out bgrirdtional correspondent banks, which
stand in a long-term relationship with each othet therefore act cooperatively without
the need for legal centralisth.

Just as cooperation can be brought about by a miatign of the probability of a new
business deal, it can be influenced by the mantipunleof Eve’s payoff. One way to
ensure cooperation is through “hands-tying” (seerniman [1985]) by sinking specific
investments or transferring hostages — think okbguarantees — so that the cooperative
behavior is induced.

A hostage is a good valuable only to the “giverét bg be Eve’s hostage to Adam.
Posting the hostage by Eve yields, egfhe) = Y andua(hg) = 0, with ua, Us representing

the value of the hostage to Adam and Eve, respdgtitostage giving would change

12 Consider the following strategies: Adam’s strateg$Deliver so long as Eve has not chosen chetitén
past; but terminate the relationship in responsh&at”; Eve’s strategy is “always honor”.

For this to be an equilibrium, neither Adam nor Bheuld stand to gain by deviating from their sigas.

This is the case if condition (d) is met.

13 See Schmidt-Trenz and Schmidtchen [1991, p. 3@ére the function of a mediator is discussed for a
iterated prisoner’s dilemma game in which the pigyday the Tit-for-Tat strategy.

14 Explanation of changes in international trade #hoinerefore, refer to the nexus between trade and
financial services. Usually, there is a strong treteship between the volume and the structure of
international trade and the evolution of its ingtitnal framework.



21

Eve’s payoff from cheating t& — Y, which is identical to her honor-payoff. Thus,
bilateral contractual compliance would be indut®d.

Specific investments deserve a few additional r&man this context, because the
specificity of resources is usually seeraagasonfor the creation of multinational firms

(see Helpman [1984]). The latter appear as antuistnal safeguard, which serves as
protection against opportunistic behavior consgstihattempts to “expropriate” someone
of the quasirents that are a result of resourceifig®y. In this context, resource

specificity is usually being treated as an exogsneariable (see Helpman [1984, p.
455]). In the light of the approach supported hdrewever, this premise seems
misleading. What matters is rather to explain #piscificity, which essentially represents
a “commitment” and thus is a precondition for theaqticability of international

transactions.

3. International Constitutional Policy

Even though the NIEIT still has not developed aesive conception of economic
politics (but see Dixit [2004, ch. 6]), it offerbd building blocks for an international
economic policy. The central points are, firstg tgoal of establishing international
possessive and transactional security, and se¢badextent to which private ordering
could be made more effective (and cheaper) throsigite actions. The latter is
significant insofar as private ordering takes plecthe shadow of the law. It is therefore
not just about the option of legal centralism dvate ordering, but also about assisting
private ordering through legal centralism.

The economic policy must be predominantly inteoreal “Ordnungspolitik™®
“Ordnungspolitik” consists of measures shaping witatuglas North called the
“institutional environment”. International “Ordnusgplitik’ has so far dealt almost
entirely with questions that are associated withblipu law (constitutional and

administrative law). The private law branch is erteveloped. An economic paradigm

1% Note that the assumptien(he) = 0 is crucial. If Adam knows that Eve values tiostage aY, he might

be tempted to propose a bargain. A way out is posiethe hostage with an honest trustee.

16 A description of a public policy termed “Ordnungfik” in Germany can be found in Schmidtchen
[1984].
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for an international body of private law exists ymals an outline. Whoever reads our
textbooks gets the impression that all that is edasl to dismantle trade barriers - such as
tariffs, import quotas, or administrative protenigm - and we would already have quasi-
domestic economic conditions in the internatiomaha. This is by no means the case.
When the conditions of free trade are given, ctutgtnal uncertainty is not eliminated
because of the diversity and territoriality of @tie law.

Based on the principles of institutional econominggrnational “Ordnungspolitik” must
generally focus on the question of how constitidlaimcertainty in foreign trade can be
avoided. Naturally, one immediately thinks of t@fication or harmonization of law.
This can occur in international procedural law,Al, and in substantive law (for an
excellent overview, see Mankowski [2002]). In Epepinternational procedural law is
part of the attempt to enhance judicial collaboratand create a comprehensive legal
area in Europe. The law of liability as a partRiE is already in the process of being
unified in Europe, and it has produced, to a degraéy and legislative certainty which
could not be achieved through a harmonization dfonal contract laws because of
political restrictions (see Mankowski [2002, p. 132 Meanwhile, the initiation of a
unified European civil law code is being considerdtdis controversial whether unified
law should be generated by a competition of legatesns or through a central design
(see Yearbook for New Political Economy, vol. 1B98], vol. 18 [1999]; Schmidtchen
and Neunzig [2004]; Schmidtchen [2006]). But dfthlngs, it should not be forgotten
that constitutional uncertainty can be reducedamby by “Ordnungspolitik” but also by
spontaneous order. In this context, one shouldemasiper the merchant law (Lex
Mercatoria) as a kind of so-called “spontaneouskated law” and its relation with
international arbitral jurisdiction (see MilgrompiNh and Weingast [1990]; Schmidtchen
[2002]). But from an economic standpoint, thesesjons are not even formulated — not

to mention the answers.

V. Conclusion

Through almost all ages, lawyers have been condesith the questions resulting from

the diversity and territoriality of law; economistave dealt with them only rarely. This is



23

all the more amazing as both issues should haen talprominent place on the agenda of
international trade theory, at least with the adweNew Institutional Economics (i.e.
property rights analysis, contract theory, transactcost economics, constitutional
economics).

This paper focuses on the problems of the coordmatf foreign trade activities in the
shadow of the fragmentation and the territorialdf law. The fragmentation and
territoriality of law result in the emergence ofspecial kind of uncertainty which is
reflected in corresponding transaction costs.

We attribute the fact that international trade talgace smoothly in spite of these
unfavorable circumstances to spontaneous forceshwiave resulted in almost complete
self-regulation of this area of economic life, bhe® private initiative. The category of
“relational contracts” is of predominant importaniceinternational trade. It refers to
contracts as governance structures (frameworksjt oW long-term relationships
allowing for several — or many — transactions. Bmipodes, i.e., discrete transactions
between anonymous agents (trade between “facelegydand sellers”), would hardly
work in international trade. This requires a depelb legal system and protective
safeguards as in an ideal domestic economy.

Numerous analyses confirm the impression that doréiade is dominated by long-term
business relationships. To be more precise, we dvbke to speak of the so-called F-
connections mentioned by Ben-Porath [1980]. Thus,may hypothesize that foreign
trade is dominated by the categories (a) familyfrdde friendship, and (c) firms.

As for the institutional arrangement “family”, wenlg mention the Jewish trading
network of the Middle Ages. The formation of traclabs (see Carr and Landa [1983]
and Cooter and Landa [1984]; Greif [1993]) can lessified as “trade friendships”, of
which the Hanseatic League is an example. Alsonthéinational firm receives a new
justification on this basis. That is, each formveftical integration across state borders
can be regarded as a means to construct thoseéndisble reciprocal relationships,
which prove self-supporting in the absence of ¢ifecprotective authorities. Managers
of associated firms find themselves in this kindlo€k-in" relationship, which ensures,
through a high probability of the iteration of age game, cooperative behavior with

respect to an international transaction that ha&n lensferrednto the (multi-national)
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firm. Here, we maintain, lies a cause, previouslgriooked, for striving towards vertical
integration observed particularly in internatioredonomic relations. On the basis of
“blackboard economics” a general answer cannobhad to the question of what kind
of institutional structure will be chosen in a coete case. To us, the “investment in
trust” is the decisive variable. Our approach tfe@eeregards direct investment as a way
of transforming transactional insecurity into passee insecurity. In the view of the
territoriality of law this seems at first glance@nparatively costly procedure, since the
property of a person or organization is exposedth® arbitrariness of a foreign
government. But in our understanding, direct inmestt is rather apt to be an investment
in trust and amounts to a signaling activity areinational transaction would not
materialize without.

Considering the dominance of the aforementionedriections one notices that foreign
trade has only little in common with the “Great ®t¢’ presented by Hayek [1973,
p. 29], as there is no safeguard for the generdl @vstract rules, which make an
interaction of anonymous partners possible. Whatush more vital to foreign trade is
the identity of the trade partner, the F-connectidime tendency to “internalize”
transactions is therefore more pronounced hereithdomestic trade.

However, these forms of “private ordering”, whicbngpensate for the missing “legal
centralism” in the international arena, may noelest best solution, since the extent of
division of labor is less compared to a “Great 8ty¢i This leads to the question to what
extent constitutional policy can bring us neareataorldwide “Great Society” with a
legal centralism of a cosmopolitan type. In thigisg, constitutional policy has the task
of disclosing possible deadlocks or dilemmas ingbentaneous formation of institutions
and of promoting and overcoming constitutional wutaiaty by providing a bridge
between different national legal systems.
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