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Preface

This book evolved out of a conference organized in May 2001 in Marseilles,
France, sponsored by the Institut d’Economie Publique under the auspices of
the European Association of Law and Economics. Scholars invited to give
papers were given carte blanche, but were asked to revise their contributions
after the conference discussions. We present here a selection of them. They
reflect the current research on the subject, unified by the same concern,
namely the understanding of competition in the market for law, in the perspec-
tive of the European legal integration. They also show a diversity of opinions
that we did not try to iron out.

We heartily thank Danigle Durieu and all the participants in the conference.
The publishing process has been both friendly and efficient. We are very grate-
ful for that.
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1. Introduction: Co-ordinating demand
and supply of law: Market forces or
state control?

Jean-Michel Josselin and Alain Marciano

INTRODUCTION

The idea that competition plays an important role in the provision of law has
gained an indisputable legitimacy among economists. It does not only convey
the acknowledgement of the influence of rules and institutions on economic
competition, but also that governments, when institutional competition is at
stake, or legal producers, in the case of legal competition, are rivals and compete
just like producers of goods and services compete in usual markets. In other
words, if we admit that rules are goods that must be produced (and not simply
discovered by judges), then their provision must be organized according to
market mechanisms. Thus, legal competition, as a decentralized market process
of provision of law in which legal clubs compete, can be contrasted with a
monopolist and centralized lawmaking process, mainly backed up by the coer-
cive power of the State. Even if the contrast between these two models is not so
neat in reality, where practices mix with reasoned arguments, these approaches
nonetheless constitute two theoretical references that allow us to understand and
to model many important situations in which new institutions have to be elabo-
rated. Besides the building of new legal systems in the former communist coun-
tries or the provision of law in cyberspace, the harmonization of law related to
the European integration process is certainly one of the major issues to be
discussed. This is the focus of the chapters presented in this volume.

The example of the European Union is all the more interesting in that it
clearly illustrates the relationship between legal competition and the interro-
gations about future federalism: when several local (or national) jurisdictions
are granted with the right to produce legal rules, it is indeed crucial to know if
these clubs must be located on the same level — competition remains horizon-
tal — or may be located on different levels — competition is both horizontal and
vertical. Therefore, if competition in the legal market works without notable
failures, then there is no necessity to assign legal responsibilities to the central

1



2 From economic to legal competition

governmental level and competition may remain horizontal. In this perspective,
a confederation is the most appropriate constitutional framework. By contrast,
when there exist limitations on market mechanisms or market failures, it
becomes necessary to assign legal responsibilities to the central level and
competition involves different institutional levels: a federation is the regime
corresponding to such a situation. In other words, a confederation corresponds
to a competitive system — perfect or not —, while federalism implies, besides
competition, State intervention, some degree of centralization and procedures
of harmonization.

With regard to the present situation in Europe, it may remain possible to
choose between these two contrasted models: even if centralization has made
its way through the process of integration, it still seems possible and it could
be preferable to envisage a constitutional structure based on a decentralized
and competitive provision of legal rules. Such is the argument put forward by
the advocates of legal competition, by insisting upon the benefits that
European citizens could draw from this competition. They stress that, by anal-
ogy to what happens in ordinary markets, competitive pressures on the market
for rules should stimulate innovation and sophistication in legal rules and also
motivate lawmakers ‘to compare their own legal products with those available
in competing jurisdictions’ (Ogus, 1999, p. 409), ‘to adapt their products’
(ibid.) and to imitate the innovations made by the leading jurisdictions. As a
consequence, legal competition ensures the elimination of inefficient rules,
prevents, if not precludes, predatory behaviours and unjustified wealth trans-
fers by the central level. It also guarantees the respect of individual prefer-
ences — since the problems are dealt with at the smallest (and supposedly most
appropriate) institutional level. Therefore, undoubtedly, legal competition
should define the organization of the future legal organization. In other words,
decentralization should be the ‘rule’ (Van den Bergh, 2000) or ‘the starting
point’ (Faure, 2000) and centralization the exception.

In counterpoint, usual criticisms against legal competition deal with its
effects. The argument that benefits may not systematically outweigh costs is
of course far from trivial, but it should come at a second stage. The first one
should examine the reality of competitive pressures in the field of law. To put
it differently, before enquiring into the efficiency of legal competition, one
must make sure that such competition does or can exist. In this perspective, the
major problems come from the possibility of arbitrage between the different
legal regtmes. Indeed, citizens must have the opportunity to compare and then
to choose the legal system that is most appropriate to their needs and prefer-
ences. Legal arbitrage is then related to the existence of enough legal regimes
to guarantee the effectiveness of competition and to make sure that individ-
uals can find rules corresponding to their preferences. The more numerous
legal clubs are, the easier arbitrage is and the more competitive is the market.
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However, an elastic supply in legal clubs is not an easy condition to verify.
Thus, an analysis of the merits and virtues of legal competition has primarily
to concentrate on the conditions which permit legal arbitrage. It is only within
this set of conditions that the positive or negative consequences of competition
can be analysed. It may well be that, most of the time, legal arbitrage must
then give way to the intervention of the state.

The chapters that constitute this volume are presented in the perspective of
the debate over the merits of, and conditions for, a competitive provision of
law, with a special focus on the European Union. These chapters contribute to
an economic theory of legal competition in that they deal with three major
aspects of the competitive provision of legal rules. The first section concerns
the conditions under which citizens and firms arbitrate between the different
legal orders. This section presents the problem of legal competition from the
demand side of the market and in particular the chapters that analyse the
conditions required for the respect of the sovereignty of the citizens. The
second aspect concerns the answers and reactions by the producers of legal
rules. Here, the problem is analysed from the supply side of the legal market:
the second section presents the chapters relating to the consequences of the
competitive pressures on the behaviour of the lawmakers. As to the third
aspect, justifications must be given to the intervention of the state. The last
section finally presents the chapters discussing the conditions under which it
may efficiently control the process of law provision.

LEGAL ARBITRAGE AND THE CONDITIONS FOR AN
EFFECTIVE COMPETITION IN THE PROVISION OF LAW

In order to make a difference between the situations in which arbitrage is
possible or not, it is useful to refer to a criterion put forward by Ogus, who
proposes ‘to distinguish situations in which legal rules can be envisaged as a
homogeneous product [. . .] from those in which it has heterogeneous quali-
ties’ (1999, p. 406). Now, if arbitrage, and thus competition, are difficult if not
impossible in the case of heterogeneity between the different legal clubs, it
does not imply that legal arbitrage is without any problem when legal products
are homogeneous. On the contrary, information costs and in addition transac-
tion costs raise difficulties.

Heterogeneous Legal Clubs and Asymmetries of Information: the
Difficulty of Legal Arbitrage

The diversity of specialized legal clubs could be presented as a necessary
condition for a genuine competition between legal clubs. By contrast, when a
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monopoly is granted with the responsibility to create legal rules, the absence
of different sources for the law by definition prevents any arbitrage.! However,
the existence of several, diverse and specialized legal clubs may prevent or
discourage legal arbitrage. It happens, in particular, when diversity turns into
heterogeneity. Arbitrage is then useless and competition does not make sense.

There are two possible situations in which legal rules have, or are perceived
as having, heterogeneous qualities. First, when the differences between the
competing legal cultures are too large to be bridgeable and, second, when there
exists imperfect and asymmetric information. In these two cases, comparison
is not a matter of the quantity of information that has to be gathered. It is rather
a problem relating to the quality of information: individuals from parallel legal
regimes cannot compare different rules because they are unable to assess the
characteristics and performance of the norms used in the different systems.
Individuals cannot understand the meaning of these rules, in particular their
convention dimensions. Furthermore, they are unable to infer this meaning
from the observation of the behaviour of others (Josselin and Marciano, 1995).
In other words, they face the problem raised among others by Legrand (1997)
when he argues that ‘legal transplants’ are impossible: a rule generated in one
context cannot be generalized in order to be used in a different context. It is as
if there was no competition between the different clubs.

Obviously, there are situations in which transplants are useless. For
instance, as Benson rightly notes, there are certainly no reasons to transplant
the rules used between diamond merchants into the group of oil traders
(Benson, 2000). The transaction costs as well as the costs of adaptation that
would result would obviously exceed all the benefits that such a transplant
could create. Other instances can be quoted: ethnic or religious differences
may act as barriers to a possible comparison of the rules used in different juris-
dictions. On the other hand, in the perspective of the creation of a harmonized
legal system, as in Europe, it may be necessary to avoid diversity degenerat-
ing into heterogeneity. A social contract would then be necessary in order to
ensure the publicity of the law and the generalization of its meaning among its
potential users.

Legal Arbitrage, Information Costs and Competition

Even if one assumes that individuals live in a world of homogeneous legal
rules and that asymmetries of information do not prevent individuals from
comparing them, legal arbitrage may nonetheless be difficult because of the
existence of information costs. Different methods for lowering information

! Although competition may still exist inside a given system when the allocation of compe-
tences among the jurisdictions is not tightly established.
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costs associated with alternative legal rules can then be envisaged.
Standardization is one of the most frequently discussed sclutions (see for
instance Van den Bergh, 2000). The European law provides many illustrations
of the willingness to create a ‘level playing field’. Environmental law, as we
will see latter, is one of these domains. Corporate law may also be cited as an
other area in which standardization has an important role to play. Company
laws in Europe are constructed to provide harmonization. The Treaty of Rome,
with articles 54 and 58, acknowledges that federating nations requires the
creation, not to say the construction, of a common market. The extent to which
it can and should apply to law remains largely undetermined. The present book
may contribute to a better understanding of this problem.

These instances of what has been called ‘negative integration’ illustrate the
purpose that has been pursued by the European legislators, namely to remove
all internal barriers to trade, thereby allowing the different legal producers to
effectively and efficiently compete. However, standardization does not neces-
sarily imply total and centralized harmonization of rules and may not be aimed
at the suppression of legal competition. As, Van den Bergh puts it, ‘competi-
tion and harmonization may be complements, rather than substitutes’ (2000).
Harmonization may provide a sound basis for further competition, which is all
the more important since transaction costs often contribute to weaken the effi-
ciency of market forces.

Legal Arbitrage, Transaction Costs and Competition

However important information costs can be, they are neither the sole nor the
most decisive costs that affect legal arbitrage. Of equal importance is the
second type of costs, namely the transaction costs related to the effective possi-
bility given to the individuals to choose their preferred legal rules. Indeed, citi-
zens dissatisfied with the law produced by ‘their’ local government must have
the possibility to move into a different jurisdiction. Exit and inter-jurisdictional
migration are thus important modes of legal arbitrage and therefore important
causes for competitive pressures. It has frequently been argued that a major
difference between institutional competition and ordinary market competition
‘lies in the territorial nature of governments’ (see Vanberg and Kerber, 1994).
In this perspective, citizens have to change their residency in order to be
relieved of the authority of a particular government, and the sunk costs result-
ing from exit may not be compensated by the benefits expected from a change
of legal regime. It is most likely that ‘people may stay even if the (legal) regime
does not suit their need optimally [. . .] Thus, the legal regime may not be deci-
sive [because] . . . job location and residence are that important in reality, there
is often little left for people to choose’ (Faure, 2000; see also Rose-Ackerman,
1992). Therefore, when considering legal competition, the individual elasticity
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of location relative to legal rules may be much closer to zero than for any other
good. It happens that individuals are not necessarily interested — aside from the
fact that individuals may not have the possibility to be mobile, as is stressed
by many opponents to inter-jurisdictional competition — in arbitraging
between different legal systems. Hence the reduction of competitive pressures
or even the absence of competition, even if law is produced by decentralized
legal clubs.

Now, one should not overemphasize the transaction costs resulting from the
necessity to move from one jurisdiction to another and, thus, restrict attention
to physical mobility as a source of competitive pressures on lawrakers. There
indeed exist institutional procedures that can make competition effective even
if physical mobility is impossible.

Legal arbitrage without physical mobility: functional legal arbitrage
First, some authors have proposed to envisage governments without territorial
monopolies (Frey, 2001). The perspective of FOCJ or functional governance
can be envisaged as a means to reduce the importance of the constraint of
physical mobility and to restore institutional arbitrage (Frey and Eichenberger,
1995, 1996, 1997). Now, functional arbitrage is particularly well suited to
legal competition which indeed does not necessarily imply physical mobility.
Firms or citizens may change their residency or location but most of the time,
legal competition is a-territorial and individuals or firms are authorized ‘to
select the jurisdiction whose principles are to apply to their transaction or busi-
ness’ (Ogus, 1999, p. 408). Of course, functional arbitrage is not likely to solve
all the problems resulting from the costs of mobility and remains limited to the
problems resulting from transaction costs. In the case of heterogeneous rules
and asymmetric information, or when there exist high information costs, func-
tional arbitrage faces the same difficulties as spatial arbitrage does. It nonethe-
less remains that functional legal arbitrage increases the domain of
competition, by allowing individuals to refer to many different and parallel
systems of law.

However, functional legal arbitrage may be at the origin of another type of
difficulty. Indeed, when physical mobility is at stake, an individual who
decides to move to another jurisdiction bears himself the costs of change. By
contrast, functional arbitrage imposes costs even on immobile residents for it
creates uncertainty and variability with regard to the legal framework that
organizes individual behaviour and relationships with others. The role of
uncertainty in the individual choice of a legal system and its influence on
competition is at the core of Sophie Delabruyere’s chapter. She analyses how
and how far uncertainty reduces the scope of competition. More precisely, the
chapter discusses two forms of uncertainty. First, uncertainty may stem from
the fact that an individual ignores the rule that is likely to be used in a possi-
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ble litigation. Then, should a dispute arise and anticipating a possible disagree-
ment on the legal system with which they would settle the dispute, individ-
uals are likely to prefer standardized norms. Second, uncertainty may be
caused by the fact that, before being confronted with a legal problem, individ-
uals ignore the existence and the nature of the problem and thus the legal solu-
tions as well as their preferences with regard to these solutions. In this
perspective, an individual may not be able to choose ex ante a legal system,
impossible that it is to know what are the gains to be maximized. This calcu-
lus reduces the competitive pressures that exist on the legal producers. The
latter may then be induced to propose general rules to nonetheless attract
possible litigants. In both cases, Delabruyere argues that a constitutional
framework would reduce these two sources of uncertainty, thereby permitting
competition to develop. In other words, competition has to be ‘organized’.

Collective legal arbitrage: The role of secession

When high transaction costs reduce individual mobility, limit the freedom to
choose a legal system and therefore prevent legal arbitrage, one can envisage
a collective solution under the form of a secession. Thus, as a source of
competitive pressures, the right to secede is an important means to control
governments. The argument has been developed particularly with regard to the
making of the European Institutions. Bernholz (1991) argues that the right to
secede should not be given to member-states but to any subgroup in the
European Union that exceeds a certain number of members. Typically, the idea
that regions could secede from their state or even the European Union fits into
this framework. In this perspective, Dréze (1993) proposes a system allowing
‘quasi-secession’ (to borrow a word from Brosio and Revelli, 2000), in which
some local jurisdictions could claim a direct constitutional link with the
central government and the suppression of any link with a national govem-
ment. In the case of Europe, Dréze then proposes to define a ‘status of regions
of Europe’: regions could move from a national state to the European one: ‘A
geographical area, currently part of a member state of the European
Community [. . .] could henceforth belong to the community directly without
being any longer part of a member state’ (1993, p. 265). In other words, some
kind of secession could be authorized to take into account specific regional
characteristics.

Part of the problem indeed consists in asking which are these areas that
could be interested in such a status. Dréze envisages the case of Corsica or
Vlanderen as regions that could claim it. A justification can be proposed on the
argument that peripheral regions are characterized by preferences and costs of
control that do not correspond to those of ‘central’ regions (Josselin and
Marciano, 1998, 1999), That of course does not comprehend all the aspects of
the problem. Will those regions really ask for such a status? Aren’t there other
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types of regions that would consider quasi-secession? Furthermore, Brosio
and Revelli envisage the possibility of ‘opting out’ for ‘those regions where
per capita income is above the national average of the member states in which
they are located’. They thus ‘consider a region belonging to a member state of
a supranational political entity such as the European Union, [whose inhabi-
tants] for ethnic, linguistic or geographic reasons, . . . cannot move from the
region where they reside to any other region of the state [. . .] The residents in
the region can decide by majority voting whether to opt out of the member
state [. . .] or to be part of the member state and join its income redistribution
system’ (Brosio and Revelli, forthcoming 2003).

Interestingly, there is some ambiguity as to the ability of secession to
restore legal arbitrage through ‘vertical mobility’. It may increase competition
between more independent regions (enhancing Tiebout properties of competi-
tive governments). At the same time, the national levels would lose part of
their prerogatives, which would be both an incentive and a distortion of the
existing system of checks and balances.

Thus, legal arbitrage seems to function through physical or, more probably,
non-physical forms of mobility. Nevertheless, it is crucial to design a kind of
constitutional framework whose goal is to ensure or restore competition by
allowing individuals to compare the different rules (by lowering the costs of
information) as well as by permitting them to effectively choose between these
rules. We must then assess the consequences of these individual or regional
pressures. The next section thus analyses the reactions of the lawmakers to the
behaviour of the consumers.

BEHAVIOUR OF THE LAWMAKERS AND THE
CONSEQUENCES OF LEGAL COMPETITION

As was said above, competitive pressures are a major source of efficient legal
change. Not only are lawmakers motivated to innovate but also these innova-
tions are assumed to lead to ‘new superior outcomes’ (Vanberg and Kerber,
1994, p. 208; emphasis added). A positive interpretation of competition thus
insists on the fact that ‘Good rules may spread as one group emulates those
rules that prove effective in another group’ (Benson, 2000, p. 8), The analysis
clearly rests on an evolutionist argument according to which efficient rules are
selected. Now, the problem does not only lie in the difficulty to evaluate what
a ‘new superior outcome’ means but also in the fact that doubts have
frequently and repeatedly been cast upon the efficiency of evolutionary
processes.

Indeed, many argue that competition could certainly degenerate into a
destructive process, characterized by a prisoner’s dilemma, whereby countries
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or local governments fail to enact or enforce efficient legislation. Lenient rules
not only attract newcomers but also transfer the costs (at least a part of them)
to the neighbouring jurisdictions. These strategic behaviours can myopically
be seen as beneficial by some jurisdictions, but others will soon be lured into
grabbing short term benefits. It is the famous race-to-the-bottom argument.
This has been analysed with regard to some issues such as the gambling legis-
lation in the USA, where it seems that competition has resulted in the promo-
tion of more permissive legislation. The race-to-the-bottom argument has also
been analysed in other domains, such as product liability (Faure, 2000) or
environmental issues. In the present volume, Faure and De Smedt take the
opportunity of discussing the White paper on environmental liability to restate
the question. In analysing the fear that ‘local governments . . . compete with
lenient environmental legislation to attract industry’ (Faure and De Smedt, this
volume), they show that there are no reasons to be too pessimistic. Their chap-
ter confirms the absence of ‘evidence that, under competition, the feared race
to the bottom is more than theoretical’ (Scott, 2000, p. 204). Moreover, Faure
and De Smedt note that the problem has rarely been raised by the European
Institutions in terms of destructive competition but rather in the perspective of
harmonizing the conditions of competition. However, they remark that, on the
one hand, there is no direct and causal link between the existence of different
rules and risks of race-to-the-bottom and, on the other hand, ‘it is quite possi-
ble to create a common market without a total harmonization of all legal rules’
(Faure and De Smedt, this volume).

There is a second aspect of destructive competition as the result of the
behaviour of the lawmakers or, more precisely, as the consequence of the
process of innovation. Indeed, if competition requires innovation, innovation
in turn creates differences between the rules used in the different legal
systems. Obviously, differences in legal rules are both the logical consequence
and the fuel of competition. However, because of the fragmentation (even if
temporary) of the economic space they generate, rules are as many non-border
barriers to trade. Pierre Salmon stresses this point in his chapter (see also
Salmon, 2000 and Breton and Salmon, 2001). These barriers to trade and to
competition may be produced by the State but are also provided by non-state
organizations. It is in particular the case of the German Book Traders associa-
tion whose complex system of rules is examined by Jiirgen Backhaus and
Reginald Hansen in their chapter. They analyse the principle according to
which the resale or end-sale price charged for new books is a fixed or list price.
The end price system has been operated in the German language area for more
than a century and, therefore, is defended on the basis of cultural diversity. On
the other hand, the system has been challenged by the European Commission
for being an obstacle to competition. Backhaus and Hansen analyse the
economic argumentation presented by the Commission, namely that ‘cultural



