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When businesses transact an important question will be what rules are applicable
to their contract. In the absence of a solution provided by the contract itself, the relevant
default rules of the applicable contract law will be applied to settle a conflict that arises.
This becomes more complex when businesses enter into cross-border transactions, since
more than one set of rules could potentially apply. In the European Union, contract law
is characterized by its diversity; each of the 27 Member States has its own contract law
system. The diversity of contract law systems is often regarded as problematic because a
business wanting to transact with another business in a different EU member state may
be deterred from doing so because of the differences in legal systems. It is consequently
claimed that private law, and in particular contract law, which is seen to form the
backbone of economic activity, must be harmonized in order to facilitate economic
integration within the EU.” Proponents of comprehensive harmonization of contract law
in Burope argue that the creation of a uniform European contract law that is at least
applicable to all cross-border transactions, would eliminate the variety of transaction
costs associated with legal diversity, and facilitate cross-border transactions, in particular
among small and medium-size businesses, thus promoting competition and the proper
functioning of the internal market. The focus in Europe is currently on new
developments in the direction of regulation of contract law at a European level, e.g. the
Common Frame of Reference, Principles of European Law, the Acguis principles, and on
the possible creation of an (optional) European contract law code. Although many of
these developments are currently directed at consumer transactions, there are also calls
from various stakeholders to develop an (optional) instrument that applies to cross-
border business transactions.

The harmonization of private law relating to business transactions raises many
questions, including whether it is feasible to create a single contract law instrument in
light of the divergent legal traditions within the EU. Would such uniform rules be
tailored to the preferences of businesses? And even if uniform contract rules are created,
will that resolve the alleged problems faced by contracting parties due to legal diversity?
It is questionable whether a uniform contract law could have the desired harmonizing
effect. Despite the existence of uniform rules, the differences in implementation and
application of the norm from one member state to another could lead to legal
uncertainty, promote forum shopping, raise transaction costs and thus negatively impact
on cross-border trade.
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Another relevant question is whether the intended users of such European
measures will actually use them. There is some evidence in the United States that seems
to suggest that despite the creation of uniform law, businesses may prefer to substitute
(uniform) public regulation with private regulation. In the US, private law is a matter
regulated by the individual states. To deal with uncertainty caused by the diversity in the
existing commercial laws of the various states and to create uniform commercial law
among the various jurisdictions, the Uniform Commercial Code (UCC) was developed.’
However, in a number of empirical studies, Bernstein has shown that various trades and
industries opted out of the UCC, substituting it with their own private regulatory
framework.® Business transactions are then governed by the private regulatory
framework as opposed to the UCC. In light of this experience from the US, it becomes
relevant to examine private regulation as a response to the obstacles encountered by
businesses caused by divergent contract law systems in the EU. Private regulation may be
more suited to simplifying dealings, reducing transaction costs, and overcoming existing
legal diversity thus encouraging cross-border transactions within certain sectors. That
being said, there are concerns zuter alia in the area of competition law and policy.

For private regulation to work as a “bottom-up” alternative to a European
contract law, groups of businesses (contracting communities) that enter into the same
type of transactions with each other on a regular basis need to work together. The
members of a particular trade, industry or business sector share specialist, technical
knowledge about the characteristics of the product or service, and through repeated
interaction, they accumulate collective knowledge and experience about what can
typically go wrong, and how typical problems are usually dealt with, leading to the
development of shared understandings and practices .> Within the contracting
community a trade, industry or sectoral organization is responsible for facilitating
transactions, disseminating information and representing the interests of its members.
Through these organizations the members of the contracting community can combine
efforts to develop a private regulatory framework that provides a comprehensive set of
detailed contracting solutions for the members of the contracting community reflecting
the shared understandings and practices of the contracting community. An important
entrepreneurial role can therefore be set aside for European trade, industry and sectoral
organizations in order to provide a forum for the creation of comprehensive private
regulatory frameworks.

The private regulatory frameworks created by these European organizations
could combine the following elements: model contracts, sets of general conditions,
sectoral regulations and alternative dispute resolution mechanisms. The model contracts
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provide the members of the contracting community with assistance for drafting their
own individual contracts, and provide the parties with alternative solutions from which
they are able to choose the solution that is best suited to their individual transaction.
These model contracts can also leave room for the parties to complete the contract in
order to customize it to their particular transaction. In this sense, the parties are not
restricted to one set way of conducting business. Sets of general conditions can be
applied in a standardized way to all transactions of a particular type. These general
conditions should balance the typical needs of the parties involved and can be used as
standard documents, without the parties having to complete or adjust the terms. The
sectoral regulations would contain general rules, practices, and common definitions that
are applicable within the particular trade, industry or business sector. These sectoral
regulations are to be viewed as specialist ‘statutes’ that incorporate the shared
understandings and practices of a particular contracting community.’ These sectoral rules
would address general issues such as formation, interpretation, performance and non-
performance, remedies and excuse. A final element of the private regulatory framework
could be to adopt an alternative form of dispute resolution. For instance, the contracting
community may choose to settle disputes through arbitration by a sectoral panel. By
creating such a comprehensive private regulatory framework, businesses transacting
within the particular sector are likely to prefer private regulation to the less tailored and
comprehensive European contract law.

A number of advantages of private regulation by the contracting community can
be identified:

1. Tailored solutions: the private regulatory framework is tailored to the needs,
interests and preferences of the members of the contracting community.” After all,
the objective of the private regulatory framework is to channel the collective
knowledge and experience, shared understandings, customs and usages, into the
model contracts, general conditions and sectoral regulations. In contrast, a uniform
contract law will by its nature contain open-ended and general rules that are not
tailored to the specific needs of the particular business community.

2. Flexibility: the model contracts, general conditions and sectoral regulations are
capable of change in light of changing needs and practices and developments
within the particular contracting community. If a particular term no longer serves
the best interests of the contracting community, it can be replaced with another,
more suitable solution. A uniform contract law would be much harder to adapt to
new developments.

3. Simplified dealings and transaction cost reductions: Individual contracting parties
are not required to ‘re-invent the wheel’ every time they transact. Instead, through
membership of the contracting community, they can benefit from the collective
knowledge and experience accumulated within the contracting community.
Businesses are able to trade at short notice, because they no longer have to conduct
extensive negotiations on the terms of their transaction. With a uniform contract
law, the rules would not be tailored and may require businesses to enter into
further negotiations to obtain the solutions they desire.
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4. Balanced solutions: the private regulatory framework balances the interests of
various parties within a particular trade, industry or sectoral organization. For
instance, the interests of both buyers and sellers within a particular market should
be represented within the organization. Through the representation of all
participants in the particular market within the organization, the private regulatory
framework should aim to address and balance the interests and expectations of the
different members of the trade, and incorporate their understandings, needs, and
practices. Furthermore, if the private regulatory framework is set up by
representatives of all the participants of a particular contracting community, i.e.
buyers and sellers, the bargaining power of both ends of the transaction will remain
balanced, thus reducing the likelihood of collusion and price-fixing (see below).

5. Increased certainty and predictability: by incorporating relevant practices and
usages in the private regulatory framework, reliable evidence of the relevant
commercial norms and practices is provided by the contracting community itself.

Despite these advantages, it is necessary to recognize that there are concerns
relating to private regulation.® Economists in particular warn of:’

1. Dangers of barriers to entry: trade organizations that operate as closed networks
create barriers to entry to newcomers, who must for instance establish a good
reputation to gain entry to the contracting community. This problem does not exist
in the case of an open network, allowing open entry and exit. The private
regulatory framework should therefore be available to new members of the relevant
contracting community. They can opt into the private rules by using the model
contracts, and including a specific provision in their contract rendering the sectoral
regulation and dispute resolution mechanism applicable. The contracting
community should not, however, unduly restrict the possibility of members to
adopt alternative contracting solutions. It can be assumed, however, that if the
private regulation responds to the needs of the members of the contracting
community, they will adopt them.

2. Potential for collusion and monopolistic price-fixing: where the relative bargaining
power between buyers and sellers is altered or pushed ‘out of balance’ the
possibility of collusion and monopolistic pricing can arise. The power to fix prices
will depend, however, on the nature of the organization. Collusion and
monopolistic pricing will in particular take place if the organization is one-sided,
favouring (usually) sellers over buyers. But collusion becomes more difficult when
the number of participants increases and the organization includes (representatives
of) all sides of the transaction, i.e. both buyers and sellers as members." If there are
competing organizations performing similar functions, collusion will also be
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reduced.

In the context of the discussion on the harmonization of contract law in Europe,
private regulation could constitute an effective mechanism to deal with the additional
costs associated with legal diversity and to encourage cross-border transactions if
European-wide contracting communities or private regulatory organizations developed. '’
This could occur through cooperation between national sectoral organizations, or
through the creation of sectoral organizations that address the needs of the members of a
particular trade or industry who transact on a European level. They can use their
collective knowledge and resources to adapt model contracts, general conditions and
sectoral regulations to cross-border transactions. In the European context, the effective
use of a private regulatory framework may be threatened, however, if national legal
systems continue to have divergent mandatory laws concerning general conditions."” In
the context of business transactions, however, freedom of contract should play a decisive
role and mandatory rules should be kept to a minimum, in particular if there is a private
regulatory framework created by a contracting community that has balanced the relevant
interests of all the parties involved. At the same time, the warnings of the dangers of
monopolies and price-fixing should not be neglected. This will require measures to be
undertaken to address concerted practices and anti-competitive behaviour and to
promote competition between contracting communities. In this way, there is an
important role for public regulation, in the form of competition law (articles 81 and 82
EC Treaty), to establish the boundaries of private regulation by businesses.
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