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Preface

THIS BOOK ELABORATES a law and economics–based theoretical under-
standing of the structure of the international legal system. The need for
such a work is clear. Political science has only recently reengaged with in-
ternational law. Economics has not sought to explain international law
broadly, although it has made forays into international trade law, while law
and economics has only addressed limited aspects of international law. In-
ternational legal theory itself has until recently been mired in a stale and
equipoised debate between natural law and positive law. Like other legal
theory, international legal theory has served more as a statement of posi-
tion, or a conclusion, than as a social scientific theory. While the debate be-
tween natural law and positive law has some important implications, it has
suppressed the growth of a social scientific approach to international law. A
social scientific approach has also been inhibited by a view of international
law that often emphasizes advocacy over analysis. A social scientific ap-
proach would use theory, in the tradition of the sciences, as a source of
testable hypotheses, not as a source of dogma.

A social science–based account of international law requires great com-
plexity, as it addresses a number of phenomena, including the rise, stabil-
ity, and efficiency of custom; compliance with treaty; the establishment of
international organizations; the use of dispute settlement in international
treaty structures; and a host of other topics. While these are varied sub-
jects, the treatment of which requires a variety of tools, it is possible to de-
velop an overarching analytical model of international law. The approach
developed in this book is consequentialist: it is based on an attempt to de-
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termine the effect of law on behavior. However, this book does not address
substantive international law relating to particular fields, such as interna-
tional environmental law, international trade law, international human
rights law, or the laws of war. So it does not examine, for example, how
human rights treaties affect the human rights performance of states.
Rather, this book provides a systematic framework by which to understand
and evaluate the formation and application of law in all of these areas.

At the core of analysis of international law as a system, and permeating to
the very periphery, is the question of jurisdiction: the legal manifestation of
power, or authority. Even issues of “cooperation,” which are the focus of
much of international law and international politics scholarship, are just a
subset of the problem of allocation of authority. When states cooperate,
they agree not to exercise authority that they had ex ante, they agree to ac-
cept exercise of authority by other states that the other states lacked ex ante,
or they agree to pool authority in an international organization. We may also
assimilate an agreement on substantive law—an agreement to exercise au-
thority in a specified way—to a transfer of authority. These agreements may
be implicit or explicit. While this allocation of authority-based understand-
ing of the systemic structure of international law may seem artificial, it is
substantively accurate and allows us to develop a parsimonious understand-
ing of the structure of the international legal system.

What sets international law apart from domestic law in unitary states is
that international law is concerned, first and foremost, with issues of allo-
cation of authority. Indeed, domestic law is also concerned with issues of
allocation of authority, but this theme is much more greatly submerged in
domestic legal study. However, allocation comes to the fore in discussions
of federal law in a federal system, such as the United States. In interna-
tional society, there is less substantive international law than there is sub-
stantive federal law in the United States, and the allocation of authority is
more contestable than in the mature U.S. federal system. Most impor-
tantly, every application of substantive law, or primary rules in the H. L. A.
Hart sense, depends on a determination of jurisdiction: of the authority to
make law applicable.

Of course, international law is also concerned with primary rules: rules
regarding subjects such as environmental protection, international trade,
human rights, and war. While these are primary rules, international law
shows, perhaps more than domestic law, the difficulty of distinguishing
clearly between primary rules and secondary rules. After all, primary rules
take away the power of individuals to make certain decisions on their own
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and in that sense allocate authority. Thus, primary rules in the international
setting may be understood as simply more specific instantiations of second-
ary rules—of rules about the allocation of power. They are more specific in-
stantiations insofar as they actually transfer power from one state to another
in a specific sense. For example, a human rights rule that allows one state to
bring a binding claim against human rights violations in another state may
be understood as transferring power from the first state to the second.

This book focuses on secondary rules in the sense used by H. L. A. Hart:
on rules whose main purpose is to deal with the formation of law and the
allocation of jurisdiction. This book begins with a study of jurisdiction as
power, follows its transfer through custom and treaty, and examines the
way states share it through organizations. Thus, jurisdiction is the core
issue in all of international law. Jurisdiction is the power of states in a legal
setting. All international law is concerned with establishing or restraining
the power of states.

This book represents the culmination of a number of years of study of the
economic analysis of international law. It is not a mere restatement of my
study of economic analysis of international law over these years, but an at-
tempt to consolidate, integrate, rectify, and extend that study.

A book takes a village, and is a record of an education. I have had the op-
portunity to learn from many others in the course of this study, including
especially three scholars who coauthored with me papers that formed the
basis for important parts of this work. The process of coauthorship with Jef-
frey Dunoff, Phil Moremen, and George Norman has been for me a won-
derful and challenging exploration, and this process has made it difficult to
delineate responsibility. Portions of this work draw on works initially coau-
thored with Professors Dunoff (some ideas in Chapters 1 and 4), Moremen
(parts of Chapter 7), and Norman (Chapter 3)—and so while I accept full
blame for this work, I cannot take full credit. Chapter 2 draws substantially
from my 2001 article, Economic Analysis of Prescriptive Jurisdiction and
Choice of Law, originally published in the Virginia Journal of Inter-
national Law. Chapter 3 draws substantially from my 2005 article with
George Norman, The Customary International Law Game, originally pub-
lished in the American Journal of International Law. Chapter 5
draws some material from my 1996 article, The Theory of the Firm and the
Theory of the International Economic Organization. Excerpts reprinted by
special permission of Northwestern University School of Law, North-
western Journal of International Law.
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Many colleagues have guided and assisted me during this time, in connec-
tion with different components of this work, including Anne van Aaken,
Kenneth Abbott, José Alvarez, Jeffery Atik, Lucian Bebchuk, David Beder-
man, Dan Bodansky, William Bratton, Marc Busch, Richard Buxbaum,
David Charny, Stanley Cox, Bill Dodge, Jeffrey Dunoff, Daniel Esty, Merritt
Fox, Frank Garcia, Damien Geradin, Michael Glennon, Jack Goldsmith,
Ryan Goodman, Andrew Guzman, Peter Hammer, Hurst Hannum, Larry
Helfer, Robert Hockett, Rob Howse, Robert Hudec, Howell Jackson, John
Jackson, Ian Johnstone, Edward Kane, Louis Kaplow, Patrick Kelly, David
Kennedy, Michael Klein, Barbara Koremenos, Carsten Kowalczyk, Matthias
Kumm, Brian Langille, Rick Mancke, Gabrielle Marceau, Lisa Martin,
Joseph McCahery, John McGinnis, Andrew Moravcsik, Sean Murphy, Philip
Nichols, Kalypso Nicolaidis, George Norman, Jide Nzelibe, Erin O’Hara,
Francesco Parisi, Ernst-Ulrich Petersmann, Sol Picciotto, Eric Posner, Mark
Ramseyer, Kal Raustiala, Donald Regan, Eric Reinhardt, Roberta Romano,
Alfred Rubin, Jeswald Salacuse, Todd Sandler, Jean Schere, Steven Shavell,
Beth Simmons, Anne-Marie Slaughter, Peter Spiro, Richard Steinberg, Paul
Stephan, Edward Swaine, Alan Sykes, Paul Vaaler, Detlev Vagts, Joseph
Weiler, and Eric White. I also appreciate the valuable suggestions of the
anonymous referees consulted by Harvard University Press, and of Michael
Aronson, my editor at Harvard University Press.

Components of this book were presented in earlier versions in many
fora, at which I was privileged to obtain advice and insights from many ad-
ditional people. These fora have included the 2005 annual meeting of the
American Law and Economics Association, the American Society of Inter-
national Law, the Berkeley International Law and Politics Seminar, Co-
lumbia Law School, Georgetown Law Centre, the European University
Institute, several seminars at Harvard Law School, Michigan Law School,
the Max Planck Institute for Collective Goods, the Max Planck Institute
for Comparative Public Law and International Law, New York University
School of Law, UCLA Law School, the Wharton School, and Yale Law
School. I thank the hosts and the participants for these valuable opportu-
nities to expose my work to helpful critical review.

Throughout my work on this book, I benefited from able research assis-
tance by many students at the Fletcher School of Law and Diplomacy and
Harvard Law School, including Aadeesh Aggarwal, Javier Diaz, Meg
Donovan, Alexander Gazis, Jeremy Leong Zhi Jia, Christine Makori, Al-
fredo Munera, Vijay Palaniswamy, Elisabeth Shapiro, Ekaterina Trizlova,
Nirmalaguhan Wigneswaran, and John D. Wood.
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C H A P T E R  O N E

Introduction

A Social Scientific Approach to International Law

LAW AND ECONOMICS is the application of economic methods to legal
analysis.1 However, economics itself is not so much a methodology as an
epistemology. Economics encompasses a broad range of methods. In this
regard, economics is simply another word for rational social scientific
analysis—properly applied, it rejects no method that is rational. While it is
true that economics is learning to accept the irrational as well, it does not
accept irrational theory or methodology, but seeks to apply rational analy-
sis to irrational human behavior.2 Economics is a strong social science be-
cause it is an open system. The only conditions for inclusion in the system
are rational analysis (but not necessarily the assumption that people are ra-
tional) and methodological individualism.

Therefore, contrary to untutored criticisms, economics requires no as-
sumptions of avarice or even selfishness. Nor does it prescribe any limita-
tions of individuals’ preferences to those regarding material goods. Rather,
its assumptions are simply (i) methodologically, that individuals seek to
maximize the achievement of their preferences; and (ii) normatively, that
the only valid source of preferences—of values—is individuals. These are
known respectively as methodological individualism and normative indi-
vidualism. Normative individualism is closely aligned with liberalism. For
those who criticize economics as materialistic, it must be pointed out that,
properly understood, preferences are completely open to the full range of
human aspiration, including not only material goods, but also aesthetic,
moral, and altruistic desires.

j
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It is therefore important to note that economic methods, properly
applied, contain no prejudices in favor of property or against the state. Fur-
thermore, it is simply bad economics—often an ignorant application of the
Coase theorem—to assume that the market mode of allocation is always su-
perior to bureaucratic allocation by government. The fundamental theorem
of welfare economics, which posits that under perfect competition the mar-
ket allocates resources efficiently, is qualified by the theory of the second
best, which recognizes that in a world without perfect competition we can-
not say that a move toward the free market will enhance efficiency.

Properly applied, economic methodologies are simply descriptive of re-
lationships. Good economics helps to reveal relationships between legal
rules, institutions, or policies on the one hand, and outcomes on the other
hand: it is a consequentialist and self-conscious analytical tool of social
life, without its own commitment as to the desirability of particular con-
sequences.

It is also important to note that there is an essential unity to the social
sciences, of which economics is only one. Others include political science,
sociology, social psychology, and anthropology. They all seek descriptively,
or positively, to understand how humanly created institutions (including
laws) affect behavior and, normatively, to understand how changes in these
institutions would affect behavior to align it more closely with specific
preferences. On the other hand, many legal scholars have relinquished any
pretensions to autonomy for law as a discipline,3 and seek theoretical justi-
fication in other disciplines, such as economics, politics, and sociology.

Economic methodologies, or social science methodologies, are there-
fore inclusive in their application to law: they accept all rational ways of
knowing about the consequences of social rules.

Economic analysis holds great promise for international law. This prom-
ise lies in the ability of economic analysis to suggest useful methods for an-
alyzing the actual or potential consequences of particular legal rules. This
approach is consequentialist, and it has everything to do with lex ferenda. In
determining what the law should be, what else is required than to know
what the desired consequences are, and the extent to which the available
legal rules achieve these consequences? Of course, we have complex de-
sires. We want both to preserve local prerogatives and to prevent genocide.
We want both to promote environmental protection and to increase free
trade. We want both predictability and flexibility. Economic analysis cannot
tell us how to value these preferences, but it can tell us how to maximize the
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things we value. Economic analysis is intensely comparative, comparing the
achievement of particular preferences under different circumstances. In
law and economics, we focus on the consequences of different legal rules.
The comparative process may be cross-jurisdictional, historical, or hypo-
thetical in its reference.

On the other hand, economic analysis generally holds little utility for the
lex lata, strictly understood. It tells us little about how to read or interpret
law. In particular fields, of course, such as competition law or trade law,
economic analysis may be part of the lex lata. That is, legal rules in those
areas may refer to, or may be understood to refer to, economic concepts.

Economic analysis does counsel fidelity to process, to the extent that we
can rely on legislative processes to be the best structure for identifying the
preferences of constituents. Similarly with respect to contract, economic
analysis generally counsels fidelity to the transactions that persons make
for themselves as the best way to articulate their preferences. This is the
learning of the fundamental theorem of welfare economics, which holds
that under perfect competition (and absent transaction costs), market allo-
cations produce maximum efficiency. Of course, perfect competition does
not exist in the real world, and the real world is filled with transaction
costs. However, those who argue that laws should be interpreted with eco-
nomic efficiency in mind misunderstand the nature of efficiency and mis-
judge the ability of judges. We are concerned with efficiency to maximize
preferences, or utility, not efficiency to maximize wealth, and we cannot
easily know the preferences of others. In fact, economists reject the possi-
bility of interpersonal comparison of utility. However, it is important to
note that, as discussed below, to the extent that judges are given latitude—
to the extent that they are delegated legislative authority—they work in
the field of lex ferenda.

Furthermore, economic analysis of international law provides an im-
portant and interesting conundrum. This work argues that the primary
concern in international legal reform is efficiency in the allocation of
governmental authority. However, it also recognizes that efficiency in the
allocation of governmental authority may be inconsistent with efficiency
in the allocation of individual authority: efficiency in the market. So it is
important from a political standpoint to recognize that the law and eco-
nomics of international law may depart from concerns for market effi-
ciency. Cost-benefit analysis would assume that individuals would seek to
design governmental institutions, and their powers of intervention, so as
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to maximize the combined efficiency of market allocations and govern-
mental allocations.

Finally, economic analysis is committed to liberalism, as it comes to law
with no preferences of its own, other than the overarching respect for the
preferences of individuals. This is the most challenging part of economic
analysis for international law. International legal analysis has often allowed
itself to become a scholarship of advocacy. While it is often difficult to crit-
icize the consequences sought by the advocate-scholars of international
law, and we may share their goals, advocacy is not scholarship. Ideals are
the prerogative of each of us as individuals, but the responsibility of schol-
ars is to illuminate, not to promote their own ideals. On the other hand,
good scholarship holds great promise for advocacy, for it can clarify causal
relationships that are otherwise obscure. Illumination is not neutral.

Theory and Empiricism

There are two main activities in social science, as in science: modeling and
empirical testing. A model is based on theory, and sometimes also on em-
pirical testing. It is a source of predictions and hypotheses. Once a model
has been validated by empirical testing, it might be appropriate to engage
in normative public policy on the basis of the model itself. This type of use
would depend on the degree of validation and the extent to which the fac-
tual parameters that have been tested accord with the factual parameters
in the setting being evaluated without its own empirical testing. However,
economics has often been guilty of prescribing on the basis of theory, with-
out sufficient relevant validation.

Economic models begin with price theory, which assumes that, all
things being equal, people prefer cheaper goods and services, as well as
more efficient means of achieving their nonconsumption goals. This the-
ory, of course, has been powerfully validated in a number of contexts.

An additional level of complexity is added by transaction costs analysis,
which simply recognizes, within price theory, that there are costs to en-
gaging in transactions, and that these costs may prevent otherwise efficient
transactions or may account for institutional structures.

A third level of complexity is added by game theory, which recognizes that
the strategic position of states may prevent or add costs to otherwise efficient
agreements. These theories are simply theories, and represent assumptions
about behavior—independently of observation, they tell us nothing about

4 The Economic Structure of International Law



the world. As Keynes warned, “The theory of economics does not furnish a
body of settled conclusions immediately applicable to policy. It is a method
rather than a doctrine, an apparatus of the mind, a technique for thinking,
which helps its possessor to draw correct conclusions.”4

Theory helps us to generate hypotheses. Observation allows us to falsify
or to support hypotheses. Once we falsify or support hypotheses, we may
find it useful to revise theory. Social scientists use different methods of
proof, which usually relate to causal inference: to the causal relationship be-
tween an independent variable and a dependent variable.5 Case studies may
provide plausible evidence. Or, especially in cases where there may be mul-
tiple independent variables that have a causal effect, we can try to use more
sophisticated statistical or regression analysis. The study of statistics includes
certain measures of the relative plausibility of an inference—of whether the
number of samples and their results are “statistically significant.” Regression
analysis recognizes that there may be several causal variables, and tries to
determine mathematically, in contexts of multiple experiences, which causal
variables are having the effect, and the magnitude of the effect. (To be sure,
regression analysis, like other statistical analysis, tells us nothing about cau-
sation, but only about correlation. It is up to us, using theory, to draw causal
inferences from correlations between variables.)

I will now provide some examples of the application of price theory,
transaction costs analysis, game theory, and empirical analysis in inter-
national law. Recall that the first three are sources of theory and are
hypotheses, while the last relates to a method of falsifying or supporting
hypotheses.

Price theory is the basis for cost-benefit analysis: in seeking to achieve
our preferences, we seek to maximize benefits and minimize costs (benefits
and costs are measured in terms of the achievement of our preferences,
which are not necessarily monetized or monetizable). Therefore, if my
preferences include engagement in ethnic cleansing, I would examine the
costs of weapons, of retaliation by my target, or of my reputation. If there
exists an international legal rule against ethnic cleansing that is enforced
and could result in my punishment, I would examine the discounted costs
of punishment. The discount factor would relate to the likelihood of my
apprehension and punishment, and the delay until my apprehension and
punishment. Therefore, based on the price theory model, we would
hypothesize that, mutatis mutandis, a reliably enforceable legal rule with
substantial punishment would reduce the likelihood of ethnic cleansing.
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Here, it is worth emphasizing that economists work with the marginal
case. This legal rule would not prevent every case of ethnic cleansing.
Rather, it would place a finger on the scale of the potential perpetrator’s
cost-benefit analysis, increasing the costs of ethnic cleansing. If in a partic-
ular case the costs are still less than the perceived benefits, we would still
expect the ethnic cleansing to take place.

Thus, importantly, it is a non sequitur to say that a particular case of
noncompliance indicates that there is no legal rule. States, like individuals,
construct rules and institutions designed to induce the level of compliance
they desire: we can only say that there is no legal rule if there is no behav-
ioral effect. As we will see in Chapter 3, the fact that legal rules can survive
some instances of noncompliance, and may be designed to accept some
instances of noncompliance, poses a difficult challenge to traditional cus-
tomary international law theory.

Transaction cost economics addresses the difficulty of identifying part-
ners for the exchange of goods, services, or promises; negotiating ex-
change; and enforcing the terms of exchange. In international law, we
might consider the difficulty of establishing treaties dealing with specific
(as opposed to more general) environmental problems. Thus, there may
be a smelter in Canada that causes air pollution that, due to prevailing
winds, travels to the United States. While it may be useful to deal with
some larger environmental issues between the United States and Canada,
this particular issue may be too small to merit the devotion of diplomatic
energy. Absent transaction costs, this cross-border issue might be resolved,
but given transaction costs it goes unresolved. In this case, the cost of the
injury would remain with the injured person in the United States. This
may be efficient: transaction costs are real costs. However, there may be
ways to reduce the transaction costs in this context. For example, it may re-
duce transaction costs to establish a rule of liability, such as sic utere tuo, to
the effect that the polluter is responsible for damage to others. Given a
rule such as sic utere tuo, it may be easier for the parties to negotiate a so-
lution that minimizes the joint costs.

Game theory can help us to understand possible solutions to problems
of international cooperation. Political scientists have led the way in model-
ing international cooperation or coordination problems using a variety of
game structures. Although there are many types of games, and each one
only essentializes in order to help understand complex real-world prob-
lems, the most popular game is the prisoner’s dilemma. The prisoner’s
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dilemma, described in detail in Chapter 3, provides a way of understand-
ing the problem of cooperation in circumstances where each individual
state can do better by violating a customary international law rule or treaty,
but both states will do worse if both violate the rule or treaty. The bilateral
prisoner’s dilemma, resulting in inefficient violation by both sides, may be
escaped by repetition. If you violate the first time, I can retaliate later. If
you understand this and value the future sufficiently (i.e., are sufficiently
patient), you may determine not to violate the first time. The shadow of
the future provides incentives for cooperation. The development of cus-
tomary international law may be understood this way.

International legal scholarship has in the past provided strong descrip-
tions of particular international legal rules and of behavior. It also has a tra-
dition of prescription: of urging action to enhance the rule of international
law, to comply with moral or ethical mandates, to protect the environment,
to protect human rights, or to end war. These are often valuable goals, but
simply labeling a rule as a human rights rule or an environmental rule does
not make it normatively attractive, and does not make it necessarily pre-
emptive of other values. If it did, we would seek every human right, and
every environmental protection, to the maximum extent and at all costs.
This is clearly not what we do, descriptively, and it is unlikely that we
would desire to do it, normatively.

Descriptive or positive economic analysis simply seeks to explain our
world: what observable effect do independent variables have on depen-
dent variables? This type of consequentialism is critical to institutional and
legal reform—to normative economics: how do we know what changes to
prescribe if we have no plausible basis for predicting their effects? If you,
or your state, wish greater protection of the global commons, economic
analysis would seek data about what mechanisms have been most effective
to do so. The answer begins with price theory: how do we make degrada-
tion of the global commons more costly? How do we induce actors to take
into account the costs of degradation?

Transaction cost economics and property rights theory suggest that as
the value of the global commons rises, and as it becomes easier to allo-
cate the global commons, one way to protect it is to establish property
rights in the global commons. By allocating to a particular state own-
ership of a component of the global commons, we induce that state to
value that component more highly, as it alone will bear the costs of pol-
lution there.
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Where it is more difficult to allocate the commons, other tools may be
needed. Perhaps it would be appropriate—less costly in transaction cost
terms or more likely to produce a stable and efficient equilibrium in game
theory terms—to create an international organization with authority over
the common resource.

In order to determine appropriate tools, we need greater empiricism.
That is, we need more data about the costs of environmental protection, the
costs of environmental degradation, the magnitude of transaction costs in
connection with various institutional solutions, how those costs fall on the
various parties, and so on. We might use regression analysis to determine
whether adherence to a particular environmental treaty has increased pro-
tection of the relevant environmental resource. We would seek data about
states that signed the treaty and about states that did not sign the treaty, and
try to determine, mutatis mutandis, whether the signing of the treaty is cor-
related with protection of the resource. As mentioned above, regression
analysis only tells us about correlation, but we tend to infer some degree of
causation from well-tested correlation.

Consequentialism rarely succeeds without empiricism: in order to know
what the consequences of a legal rule are, we must examine how similar
legal rules have worked in similar circumstances. The trick is in distinguish-
ing between similar and different rules and circumstances. Is there a useful
role for theory without empiricism? One might posit that theory can assist
with, or can be a form of, institutional imagination. So, while we may not
have empirical support for a particular institutional change, the change may
be desirable as a conjecture, to be tested through experience. In a sense,
much of human institutional development over time has taken place by con-
jecture and critique. This amounts to a kind of serial gestalt testing, and trial
and error, and it may be the best approach to institutional change in particu-
lar cases. It is only more recently that we have become self-conscious
enough to develop the prospect of more disciplined empirical analysis.

In the absence of this type of data, we may decide to make decisions
based on theory—supposition—derived from past experience. After all,
we cannot abstain for lack of information: in the real world, not to decide
is to decide. Our existential choice is not whether to decide, but whether
to obtain more information before we decide. Economic analysis of law
provides a framework for determining which information is important, and
in what ways. Theory allows us to put information in context. As Kant
pointed out, “Experience without theory is blind, but theory without
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experience is mere intellectual play.”6 Keynes said almost the same thing
as Kant’s first clause, referring specifically to economics: “Practical men,
who believe themselves to be quite exempt from any intellectual influ-
ences, are usually the slaves of some defunct economist.”7

Some international lawyers engage in the “mere intellectual play” of
theorizing without empirical validation. Others believe that the main
source of prescription is untested theory in the form of natural law. The
law and economics of international law calls for the integration of theory
and practice. However, it rejects natural law–based prescription as a viola-
tion of normative individualism. While any individual may have preferences
that accord with the dictates of natural law theory, normative individual-
ism rejects the imposition of those preferences on others. It does not reject
the possibility, however, that one individual might have a preference with
respect to the preferences of others.

Domestic Society, International Society, and the 
Fundamental Unit of International Legal Analysis

This book adapts tools of economic analysis of law to the study of interna-
tional law.8 This adaptation is suggested, and supported, by the basic anal-
ogy between domestic society and international society. At its core,
international society, like any society, is a place where individual actors or
groups of actors encounter one another and sometimes have occasion to
cooperate, to engage in what may broadly be termed “transactions.”9 This
view is related to the European Union (and Catholic) doctrine of sub-
sidiarity. One formulation of subsidiarity is that individuals enter into
higher levels of relationships only when it allows them to achieve their in-
dividual goals more efficiently. Thus, the role of the state is defined by the
goals of individuals. Similarly, the role of international law is defined by
the goals of individuals. The state acts as agent of its citizens.

The transactional approach to international relations has been devel-
oped by, inter alia, Abbott, Keohane, Krasner, and Waltz. In this literature,
markets are understood to arise out of the activities of individual persons
or firms. These individuals seek to further their self-defined interests
through the most efficacious means available. While each individual acts
for himself, “from the action of like units emerges a structure that affects
and constrains all of them. Once formed, a market becomes a force in itself,
and a force that the constitutive units acting singly or in small numbers
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cannot control.”10 It is important that Kenneth Waltz, known as a realist,
suggests here that this “market” exerts behavioral power exogenous to
states. The world only starts out anarchic. The theory of international law
expounded in this book develops an understanding of the legal form that
this market and institutional power can take.

So according to the economic perspective, the international system, like
economic markets, is formed by the interactions of self-regarding units—
largely, but not exclusively, states.11 These utilitarian states interact to
“overcome the deficiencies that make it impossible to consummate . . .
mutually beneficial agreements.”12 Actors in each system are willing—to
some extent—to relinquish autonomy in order to obtain certain benefits.13

Both the international and the domestic systems, then, are seen as individ-
ualist in origin, spontaneously generated and unintended products of indi-
vidual preference-maximizing behavior.14

The assets traded in this international “market” are not goods or services
per se, but assets peculiar to states: components of power, or jurisdiction.
“Jurisdiction” is the word that lawyers use for allocation of authority: the in-
stitutionalized exercise of power. In a legal context, power is effective juris-
diction, including jurisdiction to prescribe, jurisdiction to adjudicate, and
jurisdiction to enforce. In international society, the equivalent of the market
is simply the place where states interact to cooperate on particular issues—
to trade in power—in order to maximize their baskets of preferences. Thus,
the transaction in jurisdiction is the fundamental unit of analysis in this work.
For those who are uncomfortable with the law and economics commitment
to private welfare maximization, the model that forms the core of this book
looks to public welfare maximization, in the sense that it examines maxi-
mization of the achievement of regulatory concerns of states.

States enter the market of international relations in order to obtain
gains from exchange. For present purposes, we can understand the struc-
ture of this market as follows. Beginning from the state of nature, the first
level of “trade” is that which establishes constitutional rules: rules about
how subsequent and subordinate rules will be made. The next level of
trade is that which allows departure from the state of nature: establish-
ment of market-organizing rules of noncoercion, property rights, and con-
tract. These rules facilitate additional transactions among states. Finally,
institutions can be established to constrain transaction choices in the fu-
ture.15 Of course, in contexts where there are no perceived gains from
trade, there should be no trade: no cooperation, no treaty, and no integra-
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tion. This is implicit in price theory–based neoclassical economics, and
contrary to naïve international law advocacy, noncooperation in these
areas will be normatively good.

This book is based on the idea that international law is produced
in order to allow states to achieve their preferences with greater effec-
tiveness through exchanges of authority: through transactions in jurisdic-
tion. Some of the potential sources of gains from exchange are identified
below.

Externalities and Exchange

States may engage in transactions in jurisdiction where a given element of
jurisdiction is more valuable to one state than to another.

Actions or inactions of states may have positive or negative “effects” on
other states. Thus, for example, the environmental law (or deficiencies
therein) in one state may be associated with adverse or beneficial effects
(negative or positive externalities) in other states, for example, because the
first state’s law permits pollution that flows to other states. Domestic envi-
ronmental laws may also “cause” adverse effects in other states by being
too strict regarding the entry of foreign goods into the national market, or
too lax with respect to domestic industries, resulting in competitiveness ef-
fects (pecuniary externalities). Externalization through regulation that fails
to protect foreign interests, pecuniary externalization through strict regu-
lation that has protectionist effects or through lax regulation that may be
viewed as a subsidy, and subsidization itself may all be viewed as questions
of prescriptive jurisdiction: which state—or international body—will have
power to regulate which actions?

The structure of these external effects might be congruent with the
structure we often consider in a domestic property rights analysis. In a
typical property rights analysis, a farmer and a cattle rancher might be
neighbors.16 The cattle rancher’s cattle damage the farmer’s crops. Under
a legal rule of liability for damages caused by cattle trespass, the cattle
rancher will be responsible. Assume that it would cost the cattle rancher
$75 to fence his property, while it would cost the farmer $50 to fence his
property—either method would eliminate the damage. It is clear that $25
could be saved if the parties can enter into an agreement whereby the
farmer erected the fence. The farmer would demand a payment of some-
thing more than $50. So the parties may agree, under certain transaction
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costs and strategic circumstances, to transfer responsibility for erecting
the fence. Similarly, one state’s emissions of transboundary pollution may
damage a second state. The cost of eliminating the pollution might be
Euro 75 million, while the cost of remediating the effects in the second
state are Euro 50 million. Similarly, an international legal rule allocating
responsibility in accordance with the sic utere tuo principle might be un-
derstood to operate in precisely the same way, with the possibility for re-
allocation through either implicit or explicit action.

Affected states may thus determine to seek to alter some of the source
state’s activities, through their own regulation or by seeking changes in the
first state’s regulation. There are two main ways to do so. The first is bilateral
persuasion. The second is through institutionalization. Bilateral persuasion
may involve inducement by force, exchange, or implicit reciprocities (either
specific or diffuse);17 it occurs in the “spot market.” Institutionalization in-
volves the “wholesale” transfer of power over time through a treaty or an in-
ternational organization. Both are transactions.

However, externalization cannot be the lone touchstone for determining
when local legislation must defer to foreign concerns.18 First, externalities
are notoriously difficult to define. More importantly, the identification of
externalities presupposes established property rights. That is, economists
take property rights as givens, and define externalities based on the effects
of one person’s actions on the property rights of another, although the latter
may not have any legal recourse.19 But in the regulatory contexts identified
above, it is precisely the scope of each state’s power—its jurisdiction—that
is at issue. This must be defined before we can properly speak of externali-
ties.20 We might expect that “property rights develop to internalize exter-
nalities only when the gains of internalization become larger than the cost
of internalization.”21

Of course, the creation of such rights—and rules regarding the alloca-
tion of jurisdiction to prescribe—raises a host of other issues. Power and
wealth are central to this process. Different distributions of power would
likely produce different patterns of property rights; and these property
rights then become the framework within which wealth is created and dis-
tributed.22 Economic analysis, primarily utilizing the theoretical perspec-
tive of the Coase theorem,23 allows us to examine the possible efficiency or
inefficiency of particular allocations. Furthermore, it exposes the distribu-
tive ramifications, and inescapably value-laden nature, of the decision to
create property rights and to “internalize” externalities. Moreover, to the
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extent that these property rights represent public goods, we might expect
them to be underproduced by the market, acting alone. We return to these
issues in greater detail below.

Public Goods

One type of problem of allocation of authority arises from the possibility
that international public goods exist.24 Public goods are goods that are
nonexcludable and nonrival in consumption. Examples include the ozone
layer or other environmental goods, or perhaps international stability
could be understood as a public good. If a particular good is a public good,
then because those who invest in its production may not capture all of the
benefits, a collective action problem may arise and the public good may be
underproduced. This is a problem of a positive externality. Alternatively, a
public bad involves adverse effects that are nonexcludable and inex-
haustible. Those who produce public bads may not internalize all of the
detriments, and the public bad may be overproduced. This is a type of
negative externality.

Economies of Scale and Scope, and Network Externalities

Related potential sources of gains from trade are economies of scale and
economies of scope, as well as network externalities.25 Given the increas-
ingly global nature of society, and of problems such as environmental
degradation and trade, it seems likely that there would be economies of
scale, under some circumstances, in the regulation of these matters.26 As
will be seen in Chapters 3 and 5, there may be institutional economies of
scale and scope: development of institutions may make it more likely that
more issues will be addressed by those institutions. Network externalities
may increase savings with increases in the number of states that are party
to an institution or a rule.

Economies of scale have a number of components. First, states may
enjoy economies of scale in contexts where they regulate transnational ac-
tors. For example, there may be efficiencies gained through coordinated
rulemaking, surveillance, and enforcement activities. In the absence of
these transactions, states face heightened risks of evasion, detrimental reg-
ulatory competition (which can be driven by externalization), and unnec-
essary regulatory disharmony, all resulting in inefficiencies.27 Second,
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there may be technological economies of scale, relating to equipment,
acquisition of specialized skills, or organization. Economies of scale may
provide a motivation for integration in order to capture these economies,
in the sense that the economies of scale tilt the cost-benefit analysis in
favor of integration.

Economies of scope are reductions in cost resulting from centralized
production of a group of products, especially where the products share a
common component.28 International organizations may share analytical,
secretariat, or dispute settlement functions among a group of subject
areas. Furthermore, even the ability to include multiple subject matters in
a way that makes enforcement of any single commitment easier, such as
the inclusion of intellectual property in the World Trade Organization
(WTO) in the Uruguay Round, may provide economies. Thus, the exis-
tence of the WTO may provide economies of scope that would facilitate
the coverage, in the WTO, of additional areas.

Network externalities include efficiencies that arise simply from adop-
tion of the same rule or technology. Harmonization of law can give rise to
network externalities. Concentration of international legal transactions in a
single institution can also give rise to network externalities.

Finally, economies of scale and scope, and network externalities, may
arise from increased frequency of transactions, or from longer duration of
transactions. Given greater numbers of transactions in international rela-
tions, one would expect greater economies of scale. In addition, learning
curve effects may, over time, give rise to economies of experience.29

Types and Locations of Transactions in Authority

New institutional economics assumes a dichotomy between transactions
and institutions. But between the spot market transaction and the formal
organization there exist many types of formal contracts and informal
arrangements, and even the formal organization is a nexus of contracts.
Thus, the supposed dichotomy is, in fact, a continuum: the boundary be-
tween the transaction and the institution is blurred.30 This book engages in
a progression from custom or informal organization to treaty to interna-
tional organization, recognizing this continuum. One metric of this contin-
uum is the relative scope of retained individual discretion. Where the
individual retains greater discretion, she is closer to the pole of the market;
where the individual retains less discretion—and assigns more discretion
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through contract or organization—she is closer to the pole of the firm.31

However, it is important to point out that this is a generalization: there may
be loose rules within firms and tight social norms within markets. This
continuum is translated in international relations to the continuum run-
ning from intergovernmentalism to integration, where integration denotes
a pooling of authority.

Indeed, Coase’s dichotomy of firm and market may usefully be compared
to Albert Hirschman’s dichotomy of voice and exit.32 The main difference
between the market and the firm is in the duration of relations and in how
decisions are made. In the (spot) market, decisions are binary: one either en-
ters (buys) or exits (sells). The firm entails longer-term relationships, requir-
ing that one exercise voice. Voice is heterogeneous, including various
mechanisms that may amount to selective or partial exit, such as the ability to
vote out a government. In the international relations context, the firm may
be equivalent to an international organization, or to a less formal “regime.”

Maximization

The central theory suggested by the economic approach to international
law is that states use and design international transactions (including all
rules of international law) or institutions33 to maximize the participants’
net gains, which equal the excess of transaction gains from engaging in
intergovernmental transactions, over the sum of transaction losses from
engaging in intergovernmental transactions and transaction costs of inter-
governmental transactions (including transaction costs of international
agreement or of creating and running institutions).34 Most, if not all, inter-
national law may be characterized as involving transactions in jurisdiction,
either horizontal or vertical, with this purpose in mind. The maximization
of net benefits is by necessity a comparative undertaking: it requires posi-
tive evaluation of various forms of transaction or organization, and indi-
cates normative choice of the form that maximizes the positive sum of
these factors.35

It is necessary to stress that this is a theory suggested by economic
analysis of law. It is properly used, not as a normative commitment, and
not generally as an assumption, but as a basis for the generation of testable
hypotheses.

It may be useful to have in mind a couple of examples. An international
legal rule prohibiting the acquisition of territory by use of force may be

Introduction 15



seen as maximizing net benefits by virtue of the greater security that states
enjoy, allowing individual states to spend less on self-defense. They may
spend less on self-defense because the threat of aggression is reduced by
virtue of the fact that the rewards of aggression are reduced insofar as ag-
gression cannot be the basis for the acquisition of territory. Absent this
legal prohibition, each state has the authority to acquire territory by force,
but by entering into this rule, each transfers this authority away. It is a
transaction in authority.

Similarly, international human rights treaties may be understood as
transactions in authority. Although it is sometimes difficult to see the ex-
ternality when one state abuses the human rights of its own citizens, these
externalities may arise in the form of instability, refugees, competitive ex-
ternalities, or simply feelings of concern. When states enter into these
treaties, they are implicitly bartering autonomy to commit human rights
abuses. This is also a transaction in authority. Of course, it may be neces-
sary to provide other inducements or side payments in particular cases.
But the main point is that we can understand these transactions as transac-
tions in authority. Another word for authority in our context is jurisdiction.

Given problems of definition and quantification, the maximizing theory
described above may be too difficult to operationalize in its full form, ex-
cept in relatively discrete and limited circumstances. Attempts to create
predictive models must seek to simplify this theory while retaining some
predictive capacity.

Limits of the Domestic-International Analogy

It is not necessary to analogize the world of international relations to a pri-
vate market in order to apply the tools of law and economics to the inter-
national realm. Of course, there are many differences. Recall that we are
seeking from domestic law and economics useful theory to generate hy-
potheses for empirical testing. This testing would allow us to assess the
utility of this theory for international law. Indeed, the structural analogy
described above has significant limitations when applied to international
relations.

The Problem of Nonmonetized Exchange
The international market for power is different from the market for private
goods along many dimensions. While there may well be exchange in the
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market of international relations, this market is not normally a cash market.
Rather, it is most often a barter market, with all the difficulties and transac-
tion costs of barter. For example, agreements within the European Union
to engage in mutual recognition of regulation may be understood as a kind
of barter. Similarly, all trade negotiations are essentially complex, usually
multiparty, barter. The growing liquidity of the market for authority—
increasing frequency and scope of exchange—will facilitate, and will be fa-
cilitated by, increasing monetization of various types of exercise of state
power, including jurisdiction.

The fact that this market for state power is not extensively monetized
does not block its economic analysis. Economists have increasingly turned
their attention to the analysis of social phenomena where value is ex-
changed but not valued in money terms.36 While price theory–based eco-
nomic analysis is rendered more complicated in nonmonetized contexts,
the type of institutional analysis described in this chapter does not rely on
monetization, and is very similar in its application to the private firm and
to the international organization.

Finally, even preferences that are monetized, and money itself, may not
be commensurable or fungible.37 Again, however, this is much less an ar-
gument against the economic analysis suggested here than an expression
of a methodological difficulty to be overcome. The theoretical perspective
of this book would clearly be incomplete if it failed to take all preferences
into account, including both those that are easily monetized and those sub-
ject to greater problems of commensurability.38

The Problem of State Rationality
Another potential problem with this approach is that it assumes that
states are rational utility maximizers.39 While the assumption of rational-
ity of individuals is under sustained attack, an assumption of rationality
may be even less acceptable as applied to states—as suggested by the lit-
erature on social choice and public choice. This chapter does not address
the assumption of human rationality, and its bounds,40 but briefly exam-
ines the applicability of this assumption to actors in international society,
that is, to states. “Much contemporary international relations theory is
based on the assumption of state rationality.”41 Of course, the assumption
of state rationality is not terribly different from the assumption of corpo-
rate rationality, which seems to be a cornerstone of analysis of market
behavior.
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Bounded rationality involves “the limitations on human mental abilities
that prevent people from foreseeing all possible contingencies and calcu-
lating their optimal behavior.”42 There are two parts to bounded rational-
ity: limitations on information and limitations on the ability to process
information. Assuming rationality, we may view limitations on information
as “rational ignorance”: the acquisition of more information is too costly in
relation to the anticipated benefits. Bounded rationality also implies limi-
tations on the ability to process information already acquired. Processing,
like searching, entails an investment of attention, which from the perspec-
tive of the decision maker may not be expected to yield a solution that is
sufficiently better to make the processing worthwhile. Groups, like indi-
viduals, exhibit limitations on information searching and processing, al-
though these problems may be ameliorated and accentuated in different
ways by the conjunction of a number of minds.

The literature on social choice and public choice addresses the rational-
ity of group decisions. Arrows’s impossibility theorem43 and Buchanan’s
methodological individualism44 indicate that organizations have no ration-
ality of their own but that they intermediate, imperfectly, for individuals.
“Even if the collective entity, as such, confronts the alternative, the only
genuine choices made are those of the individuals who participate in the
decision process.”45 While this theoretical perspective is no doubt correct,
institutions are designed by individuals to achieve their purposes.

Whether it makes pragmatic theoretical sense to impute interests, expecta-
tions, and the other paraphernalia of coherent intelligence to an institution
is neither more nor less problematic, a priori, than whether it makes sense
to impute them to an individual. The pragmatic answer appears to be that
the coherence of institutions varies but is sometimes substantial enough to
justify viewing a collectivity as acting coherently.46

This is no less true of the state than it is of the firm. Rationalist interna-
tional relations theory assumes that states are rational evaluative maximiz-
ers of their own preferences.47

The Problem of Endogenous Preferences
A final problem to be acknowledged here is that the structural analogy
takes state preferences as exogenous. That is, state preferences are simply
“given,” and then strategies are developed to maximize these preferences.
But preferences depend on context, and in particular on existing political,
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legal, and institutional arrangements.48 This suggests a logical difficulty
with attempts to explain legal rules or institutions as a simple aggregation
of preferences; when preferences are a function of legal rules, these rules
cannot, without circularity, be justified by reference to the preferences. It
also suggests a dynamic element that is missing from the structural anal-
ogy. Since international institutions modify state preferences, the very
preferences that might lead, in a particular context, to institutionalization
may be changed by the presence of that institution. In Chapter 3, I discuss
the competing schools of social norms theory, based respectively on en-
dogenous and exogenous preferences.

The Public Choice Turn

Public choice theory generally assumes that government actors—politicians
and bureaucrats—are motivated to maximize their own preferences,
rather than those of the citizenry. Often the preferences of these public of-
ficials are assumed to be political support, either in the form of votes or in
the form of campaign contributions. This assumption seems to generate
useful testable hypotheses regarding the behavior of these government ac-
tors on behalf of their governments. However, it is critical to bear in mind
that this assumption is not a normative position or goal. Furthermore, it is
certainly reasonable to assume that the welfare of citizens figures some-
how into political support.

While we often assume that states enter the market of international re-
lations in order to maximize the preferences of those who control the in-
ternational relations mechanism, these actors are subjected to greater or
lesser accountability in different circumstances, and therefore act in re-
sponse to the preferences of constituents in greater or lesser degrees. Fur-
thermore, these actors may have so been educated or socialized as to have
internalized the community’s preferences as their own.

However, this book generally does not peer inside the billiard ball of the
state. This is a result of the limitations of analytical technique, and not of a
view that it is unnecessary to examine the internal workings of states. In-
deed, one important way of looking at international law is in terms of its ef-
fects on domestic politics: in this conception, the role of international law is
to strengthen the domestic coalition in favor of a certain type of behavior.

The approach generally taken in this book ignores the possibility that
government officials make decisions that maximize their own welfare,
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without focusing directly on the welfare of citizens. Where used, this is
merely a simplifying assumption, and there are certainly circumstances
where it would miss important detail. But an analysis of international law
that does not attempt itself to evaluate the source or content of state pref-
erences does not require any particular degree of congruence between in-
dividual constituent preferences and the preferences expressed by the
state. This book’s approach is generally applicable regardless of whether
the preferences being sought to be maximized are those of individual gov-
ernment operatives or those of citizens.

Normative public choice analysis might develop certain prejudices—
normally against international law and organization—based on concerns
for reduced accountability of government officials in international fora. On
the other hand, some argue in favor of international law and organization
as an ally of citizens against the leviathan state.

A Domestic Coalition–Based Theory of Compliance 
with International Law
As discussed above, for purposes of simplicity, this book will not examine
domestic politics of compliance. And yet, domestic politics is the key to
compliance with international law. It seems obvious that states will not
comply with international law unless they make a political decision to com-
ply. This is no different from saying that domestic laws purporting to bind
individuals must cause them to make a decision to comply, if such laws are
to cause compliance.

International lawyers have proposed a number of different theories of
compliance, including theories based on fairness, on compliance, on tech-
nical assistance, and on other factors. However, the most elegant theory of
compliance is a domestic coalition–based theory, which asks the question:
How does international law interact with domestic coalition politics in
order to form, or not to form, a coalition sufficient to decide to comply?
This theoretical perspective recognizes first that each state’s compliance
decision will be different from each other state’s decision, and that each
state’s decision on each instance of compliance in each context will depend
on the particular context: human rights has a different dynamic from envi-
ronmental protection, which has a different dynamic from trade.

This type of domestic coalition–based theory of compliance is rooted in
normative individualism, but recognizes that individuals have decided to
make their international law compliance decisions largely through the
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processes of the state. Thus, the state is the partial mediator of individual
preferences, and since international law is largely concerned with the be-
havior of states, it seems perfectly appropriate that international legal
compliance would be determined by the domestic political process. This
stands in stark contrast to liberal theories of international law that examine
the behavior of individuals and assume that national compliance with in-
ternational law is somehow determined by nongovernmental organizations
(NGOs) and private networks. These things generally derive their rele-
vance only from their influence on state politics.

Most importantly, neither the magnitude of remedies, nor the shadow of
the future, nor the weight of reputation, alone determines compliance.
Rather, these factors are mediated through the prism of domestic politics.
If domestic politics is very close to supporting compliance, then interna-
tional law does little work. If, on the other hand, domestic politics would
strongly oppose compliance, then international law must sustain a much
greater burden.

Can Law and Economics Learn from International Law?

The international turn is often subversive of assumptions about funda-
mental features of the domestic sphere, in part because of some of the
analogical difficulties discussed above. By seeking to apply settled un-
derstandings from law and economics to this new and different land-
scape, we lay bare the silent assumptions and contingency of these
understandings.

To some degree, the international legal system is a primitive legal sys-
tem, and by examining its rudimentary features and its bare-bones institu-
tions, we may see at a more foundational level some of the substructure of
our more highly articulated domestic system.

For example, this work’s assimilation of jurisdiction to property, and its
analysis of the efficiency of the existing structure for allocation of jurisdic-
tion, challenges our understanding of the naturalness of property rights.
Furthermore, we see in Chapter 3 that customary international law has
much in common with a nonlegal phenomenon in domestic society: social
norms. Thus the very nature of law, and its separation from other social
mechanisms, is challenged. We see that there is a relationship between
social norms and contract once we examine the relationship between
customary international law and treaty.
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Similarly, evaluation of the boundary between the spot market for inter-
national relations and the international organization raises questions about
the boundary between the market and the firm. Furthermore, interna-
tional law allows us to see even more clearly than domestic law the role of
the judge as agent for a collective principal. Finally, the ability of some to
deny international law the intrinsic normative force that is often accorded
domestic law allows these analysts to approach domestic law also as an eth-
ically indeterminate social tool.

Thus, for those who ask, how is international law binding, or how does
international law differ from international politics, the analysis in this book
suggests that we turn around and ask the same questions about domestic
law. Domestic law arises from a similar anarchy to that we observe in the
international system. Despite the national government, individuals remain
in a partial state of nature.49

In fact, regarding the anarchist, we may ask, how does he or she know
that the institutions we have are not the ones that would arise from anar-
chy? For, at the core of domestic law is a set of individuals, determining
how they may work together to achieve their individual preferences more
effectively. The fact that they have built an impressive superstructure of
institutions sometimes obscures the fact that this superstructure is built on
a substructure of individual action. The same theoretical tools, and prob-
lems, seem to apply.

Finally, as we consider the “market” among states for regulatory authority,
or jurisdiction, which this work proposes as the central study of international
law, we recognize that in this market, efficiency means the optimal effective-
ness of regulation, where regulation is the expression of state preferences.
There may be conflicts between efficiency in the private market for goods
and services, and efficiency in the public market for regulatory authority. So,
for those who entertain a bias against the economic analysis of law in the pri-
vate setting because it may at times criticize regulation, a reversal of bias
may be appropriate in the international law setting.

Summary of Argument

As noted above, international law, like domestic law, is concerned with the
allocation of authority in society. This book is less concerned with the sub-
stantive or primary rules of international law themselves than with the
core problem of secondary rules: of allocation of authority.50
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In Chapter 2, I examine the insights gained from transaction cost eco-
nomics and property rights theory and suggest how these insights might
apply to questions regarding the allocation of jurisdiction. This chapter
uses transaction cost analysis and the theory of bargaining under asymmet-
ric information. It also recognizes that regulatory competition theory pro-
vides some input on how jurisdiction may be allocated. Further, it
recognizes that the possibility to transfer jurisdiction is important to evalu-
ate in connection with determining the optimal initial allocation of juris-
diction. Finally, it links property rights theory to the theory of the firm,
recognizing that the firm is a contractual arrangement for sharing property
and that the international organization is an arrangement for sharing juris-
diction.

Chapter 3 proceeds to examine the capacity for binding transfer of au-
thority through customary international law. It applies the game theory
model of the multiplayer prisoner’s dilemma to determine the circum-
stances under which states would be able to reach efficient and stable
strategic equilibria of cooperation: of achievement of joint gains where
there are temptations to defect. This chapter develops a set of parameters,
and a model, for determining when states would be more likely to develop
stable multilateral equilibria of compliance with a rule of customary inter-
national law. This is a general theory of the binding nature of international
law, and more specifically of the capacity of customary international law to
affect behavior. It is liberating to examine international law using the lens of
price theory. A price theory perspective allows us to recognize that law may
have social effects even under circumstances of erratic compliance. We
might even recognize, in accordance with theories of efficient breach, that
uniform compliance is not necessarily the goal of law, or a priori efficient.
Furthermore, a price theory perspective allows international law to be
judged by the same standard we apply to domestic law: does it achieve the
level of compliance we seek? This chapter develops a game theory–based
understanding of the circumstances that would lead to greater or lesser
binding force. This is a theory of the binding force—and social purpose—of
international law.

Chapter 4 examines treaty. First, it recognizes that the binding force of
treaty is derived from the same types of social conditions as the binding
force of custom. Second, it recognizes that treaty allows the possibility of (i)
a greater specification of obligations, and therefore enhanced ability to
discriminate between cooperative and uncooperative behavior, and (ii) the
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creation of other institutional features that can enhance binding force. Again,
this chapter recognizes that under some international legal circumstances,
compliance is not efficient, and so this chapter accepts the possibility of
efficient breach. However, efficient breach requires certain institutional
capacity to determine the proper level of compensation. Chapter 4 also ex-
amines the role of the interpreter and adjudicator of treaties, linking this
examination to the discussion of adjudication in Chapter 7.

Chapter 5 develops a law and economics perspective on the formation
and utility of international organizations by developing the analogy be-
tween the theory of the firm and the theory of the international organiza-
tion. This chapter extends the property rights–based analysis of Chapter 2.
International organizations are understood to be worth creating where
they are superior means of achieving state cooperative goals compared to
alternative devices. These alternative devices include (i) leaving future ac-
tion to individual state determination, (ii) custom, or (iii) nonorganization-
al treaty. International organizations may be understood in property rights
terms as mechanisms for sharing ownership of a certain bundle of author-
ity. International organizations may alternatively be understood as provid-
ing a mechanism for overcoming certain compliance problems, including
information problems. Along this strategic line of analysis, the interna-
tional organization may be understood, like the firm, as a mechanism for
aggregating or increasing the number of interactions between particular
states, thereby increasing the possibility of compliance.

Chapter 6 examines an emerging issue in international law: the alloca-
tion of authority among different functional organizations. This is an im-
portant component of the problem of “fragmentation.” The international
organizational system is different from most domestic systems insofar as
most international organizations are responsible only within a particular
functional area, such as environment, labor, trade, or security. However,
these responsibilities overlap in important ways. This chapter uses some of
the analytical techniques developed in earlier chapters to develop an ap-
proach to this overlap.

Chapter 7 examines the role of the adjudicator in international law. Adju-
dicators operate within international organizations and are best understood
as a part of the institutional structure of an international organization. Chap-
ter 5 suggests that the utility of an international organization will depend on
its internal institutional features. Chapter 3 highlights the information role
that adjudicators may serve under the strategic theory of compliance
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advanced in that chapter. Chapter 7 examines the choice that states may
make between specific directions to adjudicators and more general direc-
tions: between rules and standards. It examines the circumstances under
which member states might be willing to allow individuals direct access to
international adjudication. Chapter 7 understands the traditional debate be-
tween positivism and natural law as, in important respects, a debate about
the scope of agency of adjudicators: have adjudicators been assigned to exer-
cise the moral judgment that a natural law perspective entails, or have treaty
writers determined to specify in advance the moral perspective they wish to
be applied? Reducing this philosophical conflict to a question about the
scope of agency allows international legal analysis to recognize that this is not
an issue amenable to philosophical determination by judges, but rather is a
choice in the hands of those who delegate authority to judges.

This book does not by any means purport to address every issue in in-
ternational law. Most importantly, this book does not address at all any par-
ticular substantive norms of international law, such as rules against the use
of force, human rights laws, or international environmental laws. Rather,
this book focuses on the constitution or structure of international law—its
secondary rules in the H. L. A. Hart sense. How is authority allocated and
transferred? It will be for other works to examine substantive rules of in-
ternational law in consequentialist terms.
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C H A P T E R  T W O

Jurisdiction

JURISDICTION IS THE core issue in all legal analysis. As suggested in
Chapter 1, “jurisdiction” is the word lawyers use for questions of the allo-
cation of authority: the institutionalized exercise of power. Politics is not
the study of the distribution of goods, as is commonly suggested, but the
study of the distribution of authority in society, including but not limited to
authority over goods. Thus, any theory of international law must begin
with the basic concept of jurisdiction. How is it allocated initially, and why
is it reallocated? The latter question—why is it reallocated—is a positive
question, but it is related to the normative question of how jurisdiction
should be reallocated. This chapter develops a positive theory of why juris-
diction is allocated and reallocated, and on a related normative basis sug-
gests institutional changes that could enhance the quality of allocation and
reallocation.

Subsequent chapters in this book are concerned with the reallocation of
jurisdiction: of authority. Thus, Chapter 3 is concerned with reallocation
through the social norms–like process of creating customary international
law rules. Chapter 4 is concerned with the contract-like process of creating
treaty rules to reallocate authority. Chapter 5 is concerned with the empow-
erment of international organizations in order to “share” jurisdiction among
states. Chapters 6 and 7 refine these concepts in connection with conflicts
among functional organizations and adjudication.

Following the “jurisdiction as property” approach set forth in Chapter 1,
we might understand choice of law or prescriptive jurisdiction rules in at
least two ways. First, they can be understood as rules of property in the

j

26



international system. Second, to the extent that these rules of jurisdiction
are not broadly agreed, we might understand them as unilateral assertions
of “meta-property”: as claims that may or may not develop the community
recognition that is associated with property rules.

Using the game theoretic approach to customary international law de-
scribed in Chapter 3, we might examine how these assertions may emerge
as efficient or inefficient strategic equilibria. Furthermore, we might un-
derstand the modification or new establishment of rules of jurisdiction as
transactions in property in a decentralized system. Thus, when one state
modifies its claims of jurisdiction in response to incentives offered by an-
other state or group of states, we might understand that modification as a
transaction in jurisdiction.

The durable technical legal questions of choice of law and prescriptive
jurisdiction resolve into a core normative public policy issue: how should
authority be allocated within an interstate or international system?1 These
questions grow increasingly pressing, as greater interstate and interna-
tional commerce as well as technological advances increase the frequency
and scope of conflict over the application of law. Recently, we have seen
important international debates regarding the application of national law
to the Internet, international mergers, securities regulation, export con-
trols, environmental protection, and taxation. These questions are an-
swered by legislatures, by executive branches, by courts, by treaty writers,
and sometimes by international organizations, operating at different verti-
cal levels. This chapter seeks to develop a framework by which to analyze
the question of allocation of authority among horizontally related units.

This framework utilizes several tools of economic analysis of law.2 This
chapter generally does not distinguish between the problems of choice of
law and those of prescriptive jurisdiction: both address the problem of the
horizontal scope of state power.3 While some have used the private-public
distinction as a basis for separating these fields,4 that distinction has be-
come obsolete and must be replaced by a more subtle metric, resulting in
different and more important lines of demarcation, which I develop below.
Throughout this chapter, I use the term “prescriptive jurisdiction” generi-
cally, to refer to both the question of the scope of application of public law
and the choice of law issue in private law.

Several works have applied law and economics to choice of law and pre-
scriptive jurisdiction problems.5 These works, while extremely useful along
a number of dimensions, have failed to establish a complete framework.
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Some have exaggerated the importance of regulatory competition and party
autonomy, while others have exaggerated the importance of regulatory ad-
vantage: the question of which state is a better regulator under the relevant
circumstances.

Simply stated, while retaining an allegiance to methodological individu-
alism,6 this chapter takes state expressions of state preferences seriously:7

it argues that where states have formulated mandatory law,8 the decision to
make the law mandatory should not lightly be eviscerated through liberal
choice of law rules. Both this chapter and Chapter 7 challenge a naïve law
and economics understanding that individual choice expressed through
the market (in this chapter) or through private litigation (Chapter 7) is
necessarily superior to individual choice expressed through government in
the form of mandatory laws and in the form of exclusive government con-
trol of international litigation.

Of course, international transactions and circumstances challenge
mandatory law: under what circumstances should law that is mandatory
when all factors are circumscribed within a particular community be made
nonmandatory based on foreign connections? When does the public policy
that is articulated through the decision to make law mandatory become less
compelling due to foreign connections? In fact, however, the mandatory
nature of a law is an indicator, and is perhaps the best evidence, that the law
addresses externalities in the private sector that would ordinarily be ex-
pected to translate into interstate externalities, thereby raising important
questions about the value of liberal rules of prescriptive jurisdiction and
regulatory competition. Demsetz defines the term “externality” as follows:

Externality is an ambiguous concept. . . . [T]he concept includes external
costs, external benefits, and pecuniary as well as nonpecuniary externalities.
No harmful or beneficial effect is external to the world. Some person or
persons always suffer or enjoy these effects. What converts a harmful or
beneficial effect into an externality is that the cost of bringing the effect to
bear on the decisions of one or more of the interacting persons is too high
to make it worthwhile, and this is what the term shall mean here. ‘Internal-
izing’ such effects refers to a process, usually a change in property rights,
that enables these effects to bear (in greater degree) on all interacting
persons.9

A primary goal of property rights is to match effects with ownership,
resulting in the internalization of externalities. A primary function of
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jurisdictional rules is similarly that of shaping governmental incentives to
achieve a greater internalization of externalities among political units: as
Demsetz states, “no harmful or beneficial effect is external to the world.”10

On the other hand, transaction cost and strategic considerations may well
cause us to decline to internalize in particular cases.

Demsetz addresses a core question of institutional choice. He asks what
regime of property rights enables harmful or beneficial effects to bear as
greatly as possible on all interacting persons. This raises important con-
cerns. First, what does it mean for an effect to “bear on” someone? This
concept raises issues of asymmetric information, interpersonal comparison
of utility, and commensurability. The core of this concept lies in prefer-
ences: how much are individuals’ (or, in our context, states’) preferences
affected, positively or negatively? Efficiency is enhanced if those who are
in a position to decide what to do feel fully the effects of their decisions.

Second, and most importantly, it is not correct to limit evaluation of in-
stitutional alternatives to property rights, or entitlements. As Coase showed,
a structure of entitlements in a market context is only one institutional al-
ternative: entitlements compete with other institutional structures, such as
firms or other organizations.11 Thus, the question is what institutional
structure maximizes the match between preferences and control. This
question seems prior, in a constitutional sense, to the question of what in-
stitutional structure maximizes satisfaction of preferences.12 The issue of
externality then aligns itself with the question of representativeness of in-
stitutions, or revelation of preferences.

This chapter’s analytical framework is therefore based, but is not depen-
dent, upon an analogy between legislative or prescriptive jurisdiction—the
power to control action through law—on the one hand, and property
rights,13 on the other hand.14 While these are obviously not the same things,
they are sufficiently similar to make it useful to invoke the highly developed
body of property rights scholarship as we examine prescriptive jurisdiction.15

This chapter integrates concerns regarding regulatory competition into this
property rights framework.

Further, this chapter links its integrated substantive property rights–based
analysis to three literatures that help to suggest appropriate institutional re-
sponses. First, it seeks to identify the role of autonomous law in establishing
prescriptive jurisdiction regimes, and its relationship to the concept of
“comity” in choice of law and prescriptive jurisdiction analysis, as well as the
unilateralism-multilateralism dyad in choice of law. This discussion is further
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advanced by the discussion of customary international law and social norms
in Chapter 3. Second, this chapter compares the role of autonomous law to a
theory of the firm-based approach to allocating power to centralized entities,
such as the European Union or the World Trade Organization (WTO). This
discussion is further advanced in the discussion of international organiza-
tions in Chapter 5. Finally, this chapter examines how, within a centralized
entity, either more specific rules or more general standards might be used to
determine allocation of prescriptive jurisdiction.16 The rules versus stan-
dards analysis may be viewed as an extension of the initial property rights
analysis, as rules are a more detailed ex ante specification of property rights
than are standards. This discussion is linked to the discussion of the role of
rules and standards in adjudication in international organizations contained
in Chapter 7.

There are many possible choice of law or prescriptive jurisdiction rules;
each rule must be evaluated in a particular legal or regulatory context. In
this chapter, I show how the analytical framework developed here would
evaluate two leading examples of rules of prescriptive jurisdiction: the ef-
fects test and recognition. I also suggest how this analytical structure might
provide insights to assist in addressing prescriptive jurisdiction problems
in two regulatory contexts: prescriptive jurisdiction over mergers under
competition or antitrust laws and prescriptive jurisdiction over prospectus
disclosure regulation under securities laws.

This chapter develops an integrated analytical framework that links the
above analytical techniques in the prescriptive jurisdiction context. Like
any theory, this framework should not be used alone as an affirmative basis
for policy. Rather, it should be used to generate testable hypotheses about
choice of law rules. These hypotheses should be tested empirically. How-
ever, even without the empiricism necessary to falsify or validate testable
hypotheses, a theory that provides a more comprehensive model, or a more
plausible model, can be used to suggest that other theories—theories that
are also used without empiricism to support normative argument—are de-
ficient.

Thus, if nothing else, this chapter debunks simplistic responses to the
prescriptive jurisdiction and choice of law problem both from more tradi-
tional perspectives, and from other law and economics literature. As to
more traditional perspectives, for example, this chapter shows the weak-
ness of broad assertions (i) that the effects test is improper, (ii) that rules of
prescriptive jurisdiction should always be clear, (iii) that courts should ex-
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ercise little discretion in determining prescriptive jurisdiction, (iv) that
unilateralism and multilateralism cannot coexist, (v) that there should be a
presumption against “extraterritoriality,” and (vi) that in cases of “true con-
flicts,” forum courts should simply apply their own law. As to earlier law
and economics–based analyses, this chapter refutes the arguments (i) that
jurisdiction should generally be allocated in accordance with “regulatory
competence,” (ii) that private choice should generally be determinative of
governing law, (iii) that clear rules of prescriptive jurisdiction are best, and
even (iv) that the most efficient law should govern.

This chapter seeks to describe in social scientific terms the complex and
subtle mechanisms of prescriptive jurisdiction. With these explanations as
guidance, it is hoped to develop a basis for normative critique and rectifica-
tion. Note that this chapter establishes a framework for understanding why
a state might take unilateral judicial or legislative action to assert jurisdic-
tion. It thus serves as a foundation for the discussion in later chapters of
how and why states may cooperate by engaging in different forms of trans-
actions in jurisdiction. The forms of transaction in authority and property in
the municipal setting—(i) social norms, (ii) contract, (iii) the firm, and (iv)
adjudication—correspond in the international setting, respectively, to (i)
customary international law, discussed in Chapter 3, (ii) treaty, discussed in
Chapter 4, (iii) international organization, discussed in Chapters 5 and 6,
and (iv) international adjudication, discussed in Chapter 7.

The Property Rights Approach, the Value of Prescriptive
Jurisdiction, and Regulatory Competition

As noted above, this chapter begins from the fundamental perspective that
prescriptive jurisdiction—the right to make a state’s law applicable to
conduct—is analogous to property in a private context. That is, jurisdiction
is the right of a state to control physical assets and the activities of individ-
uals, while “property” is the right of individuals to control physical assets.
The analogy becomes more evident when we recognize that both of these
rights ( jurisdiction and property) involve legally constructed packages of
control over things of value. The fundamental unit of analysis in both cases
is the transaction: the transaction in property and the transaction in pre-
scriptive jurisdiction.

It is important to recognize that the market for transactions in prescrip-
tive jurisdiction is not yet very liquid. Indeed, the prescriptive jurisdiction
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scene may be analogized to relatively primitive circumstances in which
there has not been much occasion for either the development of property
rights or, a fortiori, transactions in property rights.17 However, this jurisdic-
tional “property” has become more valuable with the rise of the regulatory
state and the recognition that the allocation of regulatory power affects im-
portant social values. Technology and the rise of trade have also combined
to make it more valuable to develop systems for allocation of regulatory
power. Consider, for example, the question of whether France can enforce
its laws against sales of Nazi memorabilia in the case of offerings by Yahoo
on the Internet, or controversies over whether the United States may regu-
late the way in which Thais fish for shrimp exported to the United States, or
over whether the European Union can block a merger between Boeing and
McDonnell Douglas, or between General Electric and Honeywell. Thus,
this chapter will draw on the literature—both theoretical and empirical—
analyzing the rise of property rights in “primitive” circumstances to suggest
the conditions under which “property rights”—legal rules allocating pre-
scriptive jurisdiction—will develop in international society.18

The Permanent Court of International Justice’s 1927 Lotus19 decision
marks both the announcement, and the commencement of the unraveling,
of the international legal principle that jurisdiction is purely territorial—
an analog to a rule of possession in private property.20 The Lotus decision
transfers that principle from the positive, descriptive world to the legal,
prescriptive world. However, Lotus also stands for the proposition that ju-
risdiction is in important dimensions a res nullius, insofar as states may ex-
ercise jurisdiction without restraint, as long as they do not interfere with
other states’ territories or violate rules of positive law that the state exer-
cising jurisdiction has accepted. So, the interesting research questions are
why, to what extent, and how has international society moved from a res
nullius regime to a regime of property rights?21 A similar question can be
asked regarding allocation of authority within the U.S. federal system.

Choice of law scholars have chronicled the chaotic character of conflict
of laws jurisprudence.22 This chaotic character, combined with the in-
evitable emphases on territoriality on the one hand, and the law of the
forum on the other hand, suggests that under this structure, prescriptive
jurisdiction has something of a res nullius character. Moreover, in many of
these private law areas, the “value” of the property involved in choice of
law, at least to the state, is low: that is, there are few effects on political op-
erators of a decision to apply or disapply local law.23 Under circumstances
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of low value, one would not expect property rights to arise: one would ex-
pect a res nullius regime.24 In a res nullius regime, as the property be-
comes more valuable, a common pool resource problem, or tragedy of the
commons, may develop.25 With the rise of public law—herein, simply law
that is mandatory—the mandatory character of this law may be taken as an
expression of the increasing value to the legislating state of its application.

As property of this type becomes more valuable, given that it is other-
wise subject to appropriation, we would expect the rise of property rights:
in this context, “property rights” or “entitlements” would be expected to be
composed of international laws allocating prescriptive jurisdiction among
states.26

The Coase theorem suggests beginning with a transaction cost analysis of
such laws or legal principles. We may consider external effects of activities,
or of laws regulating activities, and determine which allocation maximizes
the gains, net of transaction costs. Gains may come from two alternative
sources: from creating an allocation that anticipates transactions, and from
creating an allocation that facilitates transactions. By anticipating realloca-
tive transactions, the entitlement would initially be allocated to the state to
which it is most valuable, while by facilitating transactions, gains would be
realized through reallocation of the entitlement to the state in the hands of
which it is most valuable. The goal is to maximize the match between own-
ership and preferences, and thereby to maximize efficiency in the allocation
of authority.

We will see below that transaction gains may also be derived from in-
creased beneficial regulatory competition, although transaction losses may
be derived from decreased beneficial regulatory competition, or increased
adverse regulatory competition. Of course, we must add to the transaction
cost perspective a strategic analytical framework, as well as an institutional
dimension.

An alternative vision of the international system is that of the “anticom-
mons.”27 The anticommons in our context is a circumstance in which each
state has the right to exclude each other state from action. In some re-
spects, due to the lack of clarity of international legal rules, the interna-
tional system may in different contexts be both a commons and an
anticommons. Thus, for example, in particular regulatory contexts the
United States may assert jurisdiction, while other states claim the right to
exclude the United States from doing so. In the domestic anticommons
paradigm, the result is resource underutilization due to holdout problems
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or overregulation. In the interstate regulatory context, the result of an an-
ticommons would be underregulation.28

Favoring Currie: Rehabilitating the Role of State Interests

Just as property rights are based on individual preferences, regulatory ju-
risdiction is based on state preferences. While states and other social units
exist to aggregate preferences, and to express them, we can speak of state
preferences only as, and to the extent that, the state reflects the individual
preferences of its constituents. As noted in Chapter 1, Arrow and Buchanan
suggest that organizations have no rationality of their own, but intermedi-
ate, imperfectly, for individuals.29

This section shows, based on property rights theory, the potential valid-
ity of a focus on state preferences, as opposed to directly expressed indi-
vidual preferences, in choice of law.30 While there are substantial public
choice critiques of the extent to which state expression of individual pref-
erences is accurate, it is immodest for prescriptive jurisdiction and choice
of law rules to take this concern into account. This is because the choice of
law situation is serendipitous: it would leave bad law in place when there
are no cross-border connections, and eviscerate good law when there are
cross-border connections. Thus, this type of public choice critique must be
deployed elsewhere. It seems appropriate here to assume, heroically, that
legislation incorporates the public interest as well as possible given institu-
tional constraints. That is, for analytical purposes, I assume national laws
to be perfect expressions of constituent preferences.

Choice of law involves varied circumstances. Before we can make fur-
ther analytical progress, it is necessary to begin to develop a way of refer-
ring to state preferences. There are two leading parameters:

(i) Whether the law is intended to be facultative31 or mandatory.32 This
parameter is a very coarse proxy for the degree to which state pref-
erences are engaged.

(ii) The degree of state interest in applying the law in cross-border cir-
cumstances. This parameter considers the essential topic of pre-
scriptive jurisdiction: the degree to which state preferences remain
engaged as the regulated transaction becomes more and more
foreign—as the attributes of the transaction are linked to other
states, and/or delinked from the regulating state.
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This is simply an interpretation of what Currie intended by “government
interests.”33 These parameters substantially affect the design of efficient
choice of law rules. Even if a law is mandatory, the degree of state interest34

in applying the law to particular circumstances may be attenuated to the ex-
tent that its violation has adverse effects in other jurisdictions, and lacks ad-
verse effects in the regulating jurisdiction.

For example, it is easy to argue that the U.S. securities laws should not
apply to a wholly foreign transaction. The question left open here is the
core question of choice of law: assuming that there is a state interest suffi-
cient for a particular legal rule to be mandatory, when is that state interest
sufficiently attenuated by virtue of cross-border connections to justify its
nonapplication?35 This question asks whether there remains a true conflict
in a fundamental sense, despite some attenuation of state concern due to
the cross-border circumstances.

We must recognize that there may be circumstances under which two or
more states find that their preferences justify application of their rules,
and under which their rules are inconsistent.36 This is a true conflict. It is
not necessarily resolved by application of one state’s legal rule to the exclu-
sion of another’s. Here Currie suggested that, at least in domestic cases,
the simple application of forum law would have to suffice.37 However, Cur-
rie also recognized that in international cases, a court might be required to
take a more active role, and decline to apply forum law.38 There may be
contexts in which a compromised or new legal rule would be appropriate
to address these true conflicts.39 Alternatively, perhaps shared governance
would increase joint welfare.40

There may also be circumstances where all the states involved share a
regulatory goal but cannot achieve that goal without coordination. This
may involve externalities, public goods, or other reasons why coordination
may be useful. Under these circumstances, no state need give up its regu-
latory or deregulatory goals. These joint gains may arise from new circum-
stances, including new technologies, that make traditional methods of
regulation less effective, or that provide more efficient means of regula-
tion. For example, the rise of the Internet may actually cause regulatory
coordination to become more valuable, as it otherwise causes domestic
regulation to become less effective.41

The reader will note that these parameters resolve to the following ques-
tion: to what extent are different states’ preferences implicated? This is the
essential question in prescriptive jurisdiction, for why else do we apply laws
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than because a state’s policies—or preferences—are implicated? The pre-
scriptive jurisdiction question arises, quite simply, because more than one
state’s preferences are implicated. Of course, mere implication of multiple
states’ policies does not tell us how to resolve the conflict, but allows us to
assess the degree of conflict and therefore begin to understand what types
of institutional solutions may be worthy of consideration. We may also
avoid the error of trying to deal with public law or mandatory law issues
using the same tools that have been acceptable for private law or faculta-
tive law issues—these circumstances are recognized to be fundamentally
different, to the extent and by virtue of the lack of a significant public pol-
icy concern under private decision that controls the applicability of law.

Where government preferences are not implicated substantially, either
evidenced by the fact that the law at issue is merely facultative, or because
the international setting so attenuates the government preferences, there
is no basis for interstate transactions relating to allocation of prescriptive
jurisdiction. Under these circumstances, it would seem appropriate to
allow private parties to determine the governing law. So, for example, pri-
vate international law rules relating to contracts for the international sale
of goods may be useful as default rules, but would not ordinarily be struc-
tured as mandatory international law. The United Nations Convention on
Contracts for the International Sale of Goods, which allows private parties
to derogate from its terms by agreement, is illustrative.

It will also be apparent that the parameters described above do not di-
rectly include private preferences, such as the private interests in justice,
efficiency, predictability, or administrability. While these values are ex-
tremely important, it is reasonable to assume that they are included in
state preferences to the extent appropriate, or at least to the extent pos-
sible.42 That is, when we speak of law, we must be speaking of the expres-
sion of state preferences. As Lenin said, all law is public law.43 The proper
distinction to draw is not between private and public law, but by reference
to the degree to which law implicates state preferences. Thus, while facul-
tative law may be viewed as embodying a state interest in the provision or
application of a default rule, measured by the costs of contracting out of
the default rule, mandatory law is viewed as embodying a stronger state
preference that it has been determined should not be optional at a price
less than the cost of exit from the jurisdiction. In turn, mandatory law may
be identified with externalities that, in transaction cost and strategic terms,
are appropriate to be internalized through legal rules.
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Even an approach based on methodological individualism must recog-
nize that individual preferences are sometimes (in fact, often) expressed
through the state. Law is a manifestation of these expressions of individual
preferences, but by definition, law is not a direct manifestation of private
preferences.44 It is perhaps this perspective that most sets this book’s
framework apart from those of some of the other law and economics–based
approaches to choice of law and prescriptive jurisdiction. Others focus on
the maximization of private preferences without recognizing that individual
preferences are also, and importantly, manifested through the mechanism
of the state, as state preferences.45 Indeed, from a normative individualist
perspective, the state has no other legitimate purpose. We return to this
issue in Chapter 7, where we discuss the extent to which private persons
should be accorded rights to litigate in connection with violation of inter-
national law.

Having said that the state exists to pursue individuals’ preferences, we
must recognize that there are two ways that it does so (from a public inter-
est perspective). First, the state protects and facilitates private ownership
and exchange: thus, the state is interested in predictability, and more gen-
erally efficiency from a private perspective, in choice of law. The state is in-
terested in facilitating the direct revelation of individual preferences.
However, second, the state regulates, again by definition, where private
ownership and exchange do not produce a satisfactory outcome, measured
by the political or bureaucratic decision-making process: at least according
to a public interest theory of regulation, regulation protects preferences
that are not sufficiently protected through the market, often due to exter-
nalities or public goods problems.

Thus, choice of law or prescriptive jurisdiction theory cannot generally
be based on the direct preferences of individuals, despite the arguments of
most law and economics–based analysis of choice of law.46 Of course, there
will be areas, such as contract interpretation, where states decide to allow
individual choice to determine applicable law.

Therefore, it would be odd indeed, having implicitly decided mandatorily
to address a particular set of preferences through the state, categorically to
back down on those preferences when they engage other states, without fur-
ther analysis. In fact, in circumstances of mandatory law, where we assume
externalities or public goods domestically, it is appropriate to assume the ex-
istence or at least the possibility of interstate externalities or public goods. It
may be that the international institutional setting changes the calculus of
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whether to address those externalities through the state or not, but it is by no
means clear that this would uniformly, or even predominantly, be the case.
Thus, we cannot abandon the search for a more subtle analysis of prescrip-
tive jurisdiction problems.

Efficiency

As discussed in Chapter 1, all international law may be understood in
terms of reciprocal restraints on state autonomy, and therefore as transac-
tions in authority. However, traditionally, states do not appear often to
have engaged in explicit consensual transactions in prescriptive jurisdic-
tion. Assuming this is true, there may be a variety of explanations.

First, as noted above, prescriptive jurisdiction in the sense discussed
here—power to regulate the affairs of private persons—may not have
been viewed as a valuable asset in the past, or at least may not have been
viewed as an asset valuable in the hands of others. Thus, in an era before
substantial cross-border effects or commons issues, territoriality was a rel-
atively complete solution to the problem of allocation of authority, and it
would have been strange to depart from it. Furthermore, where multiple
states were interested in a particular matter, it may have been viewed as a
shared asset: regulation by one state did not preclude regulation by an-
other. The rise of the regulatory state and of international commerce may
have contributed to recent recognition of the value of this power.

Second, conceptions of sovereignty, including here expectations of citi-
zens regarding an inalienable core of state power, may have imposed an
ideational limit on the political feasibility of overt transactions in prescrip-
tive jurisdiction. In other words, prescriptive jurisdiction might have been
viewed as part of an indivisible “bundle” of sovereign rights. With the rise
of international law, and the concomitant compromise of sovereignty,
these types of transactions seem more common, and state power less in-
alienable.

In any event, there seem today to be more frequent instances of agree-
ments regarding principles of prescriptive jurisdiction, especially within
the economic law arena, broadly speaking. These agreements are trans-
actions in prescriptive jurisdiction. While these agreements often take
the form of assertions of seemingly neutral “principles” of jurisdiction, in
some cases one side will benefit disproportionately from the adoption of
a particular principle, and the parties are certainly aware of this. A
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simple example, and a relatively early one, is the typical and ubiquitous
income tax treaty, wherein the source jurisdiction will often cede fiscal
jurisdiction to the jurisdiction of nationality. While in theory, each party
is equally capable of being either a source or a nationality jurisdiction, in
practice, some countries are capital-exporting countries and others are
capital-importing countries. Bilateral investment treaties have similar
characteristics.

In a zero transaction cost world, allocation of prescriptive jurisdiction
would have no effect on efficiency, although it would have distributive con-
sequences. This is a simple extension from property rights to prescriptive
jurisdiction of Coase’s The Problem of Social Cost.47 Of course, the world is
beset by transaction costs, and so the allocation of jurisdiction has implica-
tions for efficiency, as well as for distribution.

Transaction Cost Strategies

Based on the analogy between property rights and jurisdiction, the law and
economics approach to property rights may guide the development of in-
ternational rules of prescriptive jurisdiction. The transaction costs
methodology, supplemented to include considerations of strategic behav-
ior under asymmetric information, provides four basic potential strategies.
The selection of a particular strategy depends on the context, as explained
below. The basic property rights strategies are as follows:

(i) Anticipate transactions. Minimize transaction costs by allocating
property rights so as to anticipate, and thereby obviate, transac-
tions. This strategy can be effected by a legislature or a court.

(ii) Clear entitlements. Minimize transaction costs by providing clear
and complete property rights, amenable to transfer in the “market”
with the least transaction costs.

(iii) Muddy entitlements. Where informal negotiation is the least costly
means of reallocation, but will not otherwise occur due to bilateral
monopoly, provide unclear and incomplete (“muddy”) formal prop-
erty rights, in order to reduce deadweight losses and encourage re-
allocative transactions through informal means.

(iv) Organizational solutions. Develop organizations that can make al-
locative decisions, facilitate negotiations toward reallocative trans-
actions, or override holdouts.
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I describe each of the above, and its potential adaptation to prescriptive ju-
risdiction, below. I also describe competing proposals for allocation based
on the “best” or “most efficient” law. I first suggest the varying transaction
cost and strategic contexts that would match each of the above strategies. I
also add analysis of the role of autonomous law and institutions.48

The reason for different strategies is that different circumstances, includ-
ing different transaction cost profiles, call for different means or combina-
tions of means. The goal of each of the above strategies, and of any efficient
combination of strategies, is the same: to maximize the net gains, which
equal the transaction gains less transaction losses and less transaction costs.49

Furthermore, there are many choice of law or prescriptive jurisdiction
rules to be evaluated, in many different legal and regulatory contexts. This
chapter can only sample the surface, in an indicative style. Therefore, I re-
view two leading prescriptive jurisdiction regimes: (i) the effects test often
associated with U.S. “extraterritoriality,” and (ii) recognition. These cor-
respond, in a very rough way, to the transaction cost strategies set forth
above, and to transaction cost settings suggesting those strategies (plus or-
ganizational solutions), summarized in Table 2.1.

In the following sections, I elaborate on the property rights analysis
shown in Table 2.1, supplemented by considerations of regulatory compe-
tition, also bringing to bear literatures of autonomous law, the theory of
the firm, and rules and standards.
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Table 2.1 Transaction cost strategies and jurisdictional rules

Transaction costs Low High High High
of anticipating 
transactions

Transaction costs of High Low High High
formal reallocative 
transactions

Transaction cost Anticipate Clear Muddy Joint ownership 
strategy transactions allocations allocations organizational 

solutions

Suggested Effects test Recognition Effects test Organizational 
prescriptive (or territorial solutions
jurisdiction rule conduct)



Internalizing Externalities and the Effects Test: 
Anticipating Transactions

“If transaction costs are positive (although presumably low, for otherwise it
would be inefficient to create an absolute right), the wealth-maximization
principle requires the initial vesting of rights in those who are likely to
value them most, so as to minimize transaction costs.”50 The person who is
likely to value the rights the most is the one most likely to purchase them.

In the intergovernmental context, this strategy would seek to determine
to which governmental jurisdiction the right to regulate would be most
valuable. While it is unusual to speak of jurisdiction as having a value, the
idea of the effects test asserted by the United States and used by other
states is that adverse effects impose a cost on a society. In fact, it is impor-
tant to ask what basis for jurisdiction would be worth respecting other than
effects, broadly viewed. Thus, a government would “value” jurisdiction in
proportion to the adverse effects that it can avoid by exercising jurisdic-
tion, or the positive effects it can obtain through regulation, or through
avoidance of the application of another state’s regulation.51 Other rules,
such as territoriality (generally understood as a reference to territorial
conduct, as opposed to territorial effects), can only be validated as proxies
for effects, or for other transaction cost reasons.

Following the strategy of anticipating transactions, legislators of interna-
tional law rules for prescriptive jurisdiction would seek to establish in
advance an allocation of prescriptive jurisdiction that market participants—
governments—would arrive at themselves in the absence of transaction
costs. This is a theoretical exercise that might be subject to empirical test-
ing on the basis of whether the initial allocation of authority is revised
through subsequent negotiation.52

This analysis leads us to a defense of the effects test, although not neces-
sarily an effects test that is judicially administered. An allocation of author-
ity is likely to be unstable—requiring costly reallocative transactions—if it
fails to accord an appropriate measure of authority to a state whose con-
stituents are significantly affected by the circumstance in question. Thus,
for example, a rule that allocated all jurisdiction to a state on the basis of
territorial conduct, where the territorial effects occurred in another state’s
territory, would be unstable.53

It is important to note that the goal of allocation of property rights in
such a way as to obviate transaction costs might call for division of the
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property right. For example, consider two farmers whose property is di-
vided by a stream (analogous to two states divided by a river). While the
right to use the stream may be more valuable to the farmer with more land
to irrigate, it is still valuable to the farmer with less land to irrigate. A prop-
erty rule that allocated the right to use the stream on a basis pro rata to the
amount of adjacent irrigable land (rather than in full to the farmer with the
greatest amount of adjacent irrigable land) might be the one that best min-
imizes deadweight losses and, by doing so initially, would also avoid the
transaction costs of reallocative transactions.54 It would, however, incur the
transaction costs of measurement and monitoring. If the property right is
not so easily divisible, it might be shared, but a sharing arrangement would
be more likely to be subject to strategic holdout problems.

Thus, it is important to note that the first strategy—anticipating
transactions—would not, like Baxter’s “comparative impairment” ap-
proach to choice of law,55 necessarily measure the effects on each state and
simply award bundled or plenary authority to the state most affected.
Greater complexity must be embraced in order to avoid moral hazard, ille-
gitimacy, and, consequently, instability. Thus, allocation of jurisdiction in
accordance with effects could result in the dispersion of jurisdiction
among all affected jurisdictions in connection with any particular transac-
tion. This principle would result in overlaps of jurisdiction, and possibly
conflicts of regulation. Consider the effects of a Web site that is accessed
around the world. Of course, this complexity gives rise to transaction costs
and potential holdout problems, which must be taken into account. It
would not be surprising if many states that were affected in relatively small
measure would simply ignore the effects. However, where shared effects
seem large to more than one state, there may be a need for shared author-
ity, or the creation of organizations.

The effects worth considering are not confined to those implicated in
any particular case or private transaction: if these effects were considered
alone, this strategy would result in instability, not to mention unpre-
dictability. The effects to be considered are not the effects on a particular
claimant, nor even the effects of a particular policy or its frustration, but
the total social effects on the relevant state on a long-term basis.56 In ad-
dition to considering the positive effects of regulation, it is necessary to
consider the negative effects.

This can best be illustrated by the U.S. assertion of so-called extraterri-
torial application of its law, pursuant to the effects test. Other countries
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argue that they refrain from such extraterritorial application: that they do
not seek to assert the applicability of their policies widely.57 First, some
may not have as highly articulated a policy in fields such as antitrust or se-
curities. Or they may simply be less fearful of certain adversities, such as
international terrorism. Second, they may be more reticent to apply their
policies to multistate activity—an anticommons effect.58 Assuming for a
moment this disproportionate level of policy and willingness to assert it in
the international “market,” how can it be fair to allow the United States to,
in effect, rule the world? As noted above, we must weigh not only the pos-
itive policies of other states but also the negative, or laissez-faire, poli-
cies.59 “We are dealing with a problem of a reciprocal nature.”60 Moreover,
these effects should not be considered as limited to narrow monetary loss
or gain, but might be considered very broadly to include problems of reci-
procity, diminution of the happiness of constituents through disrespect of
the rights of nonconstituents, or other concerns that might require consid-
eration of rights.61

It is also worth noting that, in accordance with the Calabresi and
Melamed analysis, anticipation or mimicry of transactions may be accom-
plished most accurately through liability-type standards. Importantly,
liability-type standards are generally “standards” in the rules versus stan-
dards sense, and permit a degree of tailoring by courts.62 Ayres and Talley
argue that “untailored” liability rules (as distinct from standards) also pro-
mote efficient transactions, because they provide incentives to reveal pri-
vate information regarding valuation of entitlements.63 I discuss this
strategy below.

Of course, quantification, including problems of commensurability and
interpersonal comparison of utility, is a formidable problem, which is en-
demic to any nonmarket allocation and cannot be addressed in any detail
here. However, it is clear that different persons, or different societies,
value different effects in different ways. This is no different from a goods
market in which we all value particular goods in different ways. Without a
market to provide intersubjective valuations and equilibrium prices, each
transaction requires negotiation. This negotiation may lead to holdout or
private information problems based on the inability to know the true valu-
ation assigned by the other participant in the transaction.64 These strategic
and information problems may indicate that another assignment of rights
would be more efficient. Alternatively, they may be addressed through lim-
ited institutions that may be assigned to provide data on valuation.
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Here, interestingly, states may be easier to deal with than individuals in
terms of interpersonal comparison of utility: there may be an agreed-on or
authoritative way to measure effects on states, perhaps performed by an
international organization such as the Organization for Economic Cooper-
ation and Development or the United Nations Conference on Trade and
Development, which could assist in “valuing” effects. This could be done
either bureaucratically, by experts, or judicially, by specially mandated tri-
bunals. So the private information problem might be more tractable in the
international setting than in the municipal setting.

Furthermore, it is important to recognize that different legal or regula-
tory fields will have different transaction cost profiles: this is not a “one al-
location fits all” circumstance, although economies of scale or scope may
suggest bundling allocations under some circumstances.65 For example,
real estate law might generally be expected to cause effects only in the
local jurisdiction. To this extent, it would be relatively cheap in transaction
cost terms to make an accurate allocation based on effects: pure territori-
ality. Securities regulation in current international markets would be ex-
pected to have quite different characteristics.

Finally, it is worth mentioning a “substrategy.” In circumstances of posi-
tive transaction costs, where allocating property rights to the person who
values them the most, as prescribed under the analysis above, is not feasi-
ble, another approach may be available. This might be occasioned, for ex-
ample, because it cannot be determined cheaply or accurately enough who
most values the rights, or because the transaction costs involved in the dis-
persion of property rights are high enough to make it less efficient to an-
ticipate transactions.66 This approach calls for the allocation of property
rights to the person who can most cheaply analyze costs and benefits, and
initiate appropriate reallocative transactions.67

This strategy may be applied to the problem of prescriptive jurisdiction
by allocating prescriptive jurisdiction to the government most aware of the
regulatory concern, which often would be the government whose con-
stituents are most affected, but might be the government with the greatest
regulatory absolute advantage,68 or perhaps the government subject to the
strongest political accountability.69 This substrategy might allocate bundled
jurisdiction to the government most affected, rather than spreading juris-
diction among all affected governments. The government receiving the al-
location could then unbundle the prescriptive jurisdiction in various ways.
For example, it might, subject again to agency costs, regulate as a kind of
trustee or agent for other governments.
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It may be that the appropriate person to whom to allocate prescriptive
jurisdiction under this strategy is not a national government at all, but is an
international or regional organization. If given appropriate resources and
powers, an international or regional organization might be able to fulfill
these functions better than most governments, and could redelegate au-
thority to the constituent national governments as appropriate.

It should also be noted that sometimes the class of persons to whom
prescriptive jurisdiction might be reallocated is that of individuals: there is
the possibility that the persons who would value the right most are not
states, but some group of individuals, either a nongovernmental organiza-
tion or the market itself. This perspective may, for example, support an ar-
gument for tradable pollution permits.

That is, through internationally tradable pollution permits, govern-
ments could allocate quasi-jurisdiction among themselves, and then each
government could reallocate pollution permits to private persons operat-
ing within their jurisdictions. The private persons, by bidding and estab-
lishing a market for these permits, would be in a position to engage in the
private sector–level allocation. If pollution permits were permitted to,
and did, migrate from one state to another, this activity would serve to
reallocate jurisdiction among states. Thus, the migration of “private”
property serves to effect a transfer of “public” property, or jurisdiction.
To summarize, internationally tradable pollution permits provide a
mechanism for globally coordinated allocation of this property. This
mechanism would comprise (i) initially bureaucratic or negotiated
allocation among states in the first instance; (ii) various initial means of
allocation to private persons within states, including auctions, grandfa-
thering, and the like; and (iii) subsequent transnational market-based
trading.

Efficiency, Best Law, and Regulatory Competence 
as Allocative Strategies

Another strategy is to allocate jurisdiction to the state that regulates most
efficiently: the state that holds an advantage in regulating the subject mat-
ter.70 Regulatory advantage as a basis for allocation of prescriptive jurisdic-
tion is analogous to a property rights rule that allocates property rights to
the person who can use them most efficiently (and, presumably, most valu-
ably). The types of advantage that may apply in the intergovernmental sec-
tor may include economies of scale or scope, first-mover advantages,71
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advantages due to greater experience with the type of business or type of
regulatory problem, or other advantages in regulating.72

The determination of absolute regulatory advantage is reminiscent of
the determination of “better law.”73 It raises similar problems of institu-
tional competence and legitimacy. However, if these problems of legiti-
macy and agency costs could be addressed, regulatory advantage could be
an important consideration. Regulatory advantage will also come into play
as an argument for possible centralization—there may be circumstances
where economies of scale or economies of scope argue for centralized reg-
ulatory authority.

It is worth considering why a law and economics approach to choice of
law does not simply select the more efficient law. Even if the more efficient
law could be identified, this chapter’s argument is based on the understand-
ing that conflicts efficiency may override substantive efficiency, just as con-
flicts justice may override substantive justice.74 That is, the allocation of
authority may be efficient, even where the manner of exercise of the au-
thority is inefficient. In fact, in a contractarian setting, there is little basis for
a distinction between these two types of justice. Given this understanding,
a better law, or a more efficient law, is not a basis for selection of a legal rule.

More importantly, it is impossible to determine the “better” or more “ef-
ficient” law separate from the legislative procedure—the preference reve-
lation device—that produced the law. On this basis, there is no greater
justice than conflicts justice or procedural justice—and no necessarily
greater efficiency than conflicts efficiency. And the question of what law to
apply becomes a fundamental question of justice among overlapping com-
munities, and overlapping substantive goals. The true value of the legal
vocation is to manage the procedures that produce justice among overlap-
ping communities and overlapping substantive goals.

Allocation of a bundle of authority on the basis of either a comparative
effects test or regulatory advantage presents problems of moral hazard, or
agency costs: the regulator may not, in a unilateral (nonreciprocal) mode,
without further structuring, have appropriate incentives to safeguard the
preferences of other states.

Clear Rules

Posner notes that “unfortunately, assigning the property right to the party
to whom it is more valuable is not a panacea. It ignores the costs of admin-
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istering the property rights system, which might be lower under a simpler
criterion for assigning rights . . . and it is difficult to apply in practice.”75

Many practicing lawyers would ask simply that rules of choice of law and
prescriptive jurisdiction be made clear. As a blanket strategy, this approach
fails to distinguish between different transaction cost circumstances, and
fails to deal with circumstances in which clear rules leave substantial exter-
nalities unaddressed.

Of course it is true that under zero transaction costs, costless trade will
allow efficient reallocation. More relevant in a world mired in transaction
costs is the fact that clear and complete rules may reduce transaction costs
more than allocations that, although they may often obviate the need for
transactions, are complex to formulate and implement, or sometimes fail
to obviate the need for transactions, and occasion high transaction costs
when transactions become necessary.

Again, the goal is to maximize net gains. Depending on the transaction
cost setting, one means to do so may be to formulate and apply clear and
complete rules of jurisdiction, in cases where relatively low transaction
costs may be obtained by this method.76 This allows reallocative transac-
tions with the lowest possible transaction costs.77 Precise and complete
specifications of rights work on the transaction costs side of the sum, and
may also reduce strategic holdout problems.78 Open-ended or shared enti-
tlements may reduce the ability to trade, either because it becomes diffi-
cult to identify the necessary parties or because there are so many parties
that the costs of dealing with all of them become too high.79

Thus, rules allocating prescriptive jurisdiction may, by their predictabil-
ity, administrability, and transparency, facilitate “market” transactions that
reallocate authority. In the intergovernmental sector, “market” transac-
tions are agreements allocating authority: treaties, constitutions, uniform
laws, practices (such as comity or custom), or other means of circumscrib-
ing or validating claims of authority. This is perhaps a basis for support of
territoriality as the touchstone for prescriptive jurisdiction: limitation of
prescriptive jurisdiction to the territory of the regulating state may pro-
vide clarity that can facilitate transactions in international prescriptive ju-
risdiction.80 Territoriality refers to a relationship with territory, but any
particular legal or natural person, or any particular transaction, may have
multiple relationships with one, two, or several separate territories. States
often seem to consider territorial conduct the primary reference: it is rela-
tively easy to identify the state where the conduct takes place, and that
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state is in the best position to apply regulation to that conduct (by virtue of
the fact that the actor’s assets and personnel are subject to its territorial
sovereignty).

Thus, territoriality may, under certain circumstances, be consistent with
clear entitlements, but under some circumstances may be associated with
muddy entitlements, as conduct or effects may be spread across multiple
territories. On the other hand, recognition of home country law is an
extremely clear rule, assuming that there is a clear rule identifying the
home country (i.e., jurisdiction of incorporation).

Asymmetric Information and the Potential of Imprecise 
Allocations: Muddy Entitlements and Standards

Where transaction costs for formal transactions are high, some theoreti-
cians argue that less precise, discretionary standards of property rights
may be appropriate.81 Where transaction costs will remain higher, it may
be appropriate to decline to specify clear entitlements, either (x) in order
to provide incentives for parties to engage in reallocative action without
engaging in formal transactions, or (y) in order to leave reallocation to liti-
gation.82 From this perspective, “muddy” entitlements provide uncertainty
that may induce parties to reveal otherwise private information about the
way that they value jurisdiction in order to facilitate reallocation. If formal
transactions are too costly, we may hope for some kind of transactions, or
at least actions, that will allocate assets to their most efficient uses.83 This
principle assumes that the initial assignment is inefficient, and that high
transaction costs prevent the enhancement of efficiency through formal
reallocative transactions.84

Thus, a strategy of providing muddy entitlements indicates that where
transaction costs for formal transactions are high, and where it is not pos-
sible to formulate an initial allocation that will obviate the need for reallo-
cation, formal property rights should be formulated in muddy terms.
Indeed, we might say that muddy property rights are somewhat similar to,
or might precede, shared property rights: in order to act, the claimants
must either (x) deal with one another, or (y) litigate to clarify ownership.

Litigation may or may not be too costly to consider. Certainly, in many
international contexts, litigation is not available. If litigation is unavailable
or too costly, muddy property rights raise the holdout problems empha-
sized by Epstein.85 In fact, the possibility for litigation is best understood
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as a kind of generalized institutionalization: the rules are not necessarily
clear and the cost of decisions is high, but an external decision maker im-
poses a solution on the parties. Litigation as a method of allocation is closer
to the firm than it is to the market. In this sense, where litigation is avail-
able, a strategy of muddy entitlements is related to a strategy of organiza-
tional solutions.

The possibility that muddy allocations may be efficient in particular cir-
cumstances has important, and perhaps surprising, ramifications when
adapted to the prescriptive jurisdiction problem. It would argue that in cir-
cumstances of high transaction costs—where transactions in prescriptive
jurisdiction are difficult to effect—it may make sense to maintain the cur-
rent circumstance of relatively imprecise allocations of and limitations on
prescriptive jurisdiction, perhaps with improvement by virtue of develop-
ment of a justiciable standard and assignment of mandatory jurisdiction to
a court.86 This proposition assumes either (i) that litigation is an efficient
method of reaching a subtle and efficient allocation, or (ii) that there is a
cheaper, informal method for engaging in reallocative transactions, and
that by providing unclear or incomplete jurisdictional rules, perhaps in the
shadow of litigation, disputants will be guided into a more informal, more
relational, and more socially rooted process. In the general public interna-
tional law context, litigation is unlikely,87 and informal, negotiated settle-
ment of jurisdictional problems is more common.88 In fact, comity may be
viewed as a type of customary deference, or meta-law, that resolves these
types of problems without formal legal obligation.

Muddy rules have another dimension. Not only are they imprecise, but
also they allocate authority within a horizontal system in a particular way.
As suggested in Chapters 5 and 7, if jurisdiction is pooled in an interna-
tional organization, the governance of the organization in which it is
pooled becomes critical. There are many analytical dimensions of this gov-
ernance, including, for example, rules of voting in legislatures. A central
set of issues involves the choice between establishing more specific rules,
perhaps by treaty writing, and more general standards, normally for appli-
cation by dispute resolution tribunals or courts.89 In Chapter 7, I discuss
the general application to international law of the analytical technique
elaborated in the rules and standards literature. Here, I apply that tech-
nique to prescriptive jurisdiction issues.

And indeed, in choice of law theory, we observe a debate that cycles
endlessly, regarding whether choice of law by courts should be governed

Jurisdiction 49



by detailed, predictable rules or, instead, by broad standards, such as bal-
ancing tests. This is the debate between formalism and anti-formalism.
The law and economics literature of rules and standards provides a basis
for discriminating between greater and lesser specificity in this context.

Formalism characterizes the First Restatement’s90 approach, calling for
clear, formally realizable rules, in theory sharply curtailing the scope of ju-
dicial discretion. Currie’s attack on the First Restatement approach is char-
acterized by anti-formalism.91 Choice of law theorists, including some using
economic analysis of law, have more recently attacked Currie and the state
interest–based approach that he developed. Indeed, today, several law and
economics–oriented scholars call for a return to greater formalism.92

One interpretation of formalism is that it requires from legislatures spe-
cific statements that clearly decide cases: it leaves as little discretion as
possible to courts, thereby providing greater predictability for private per-
sons. However, legislatures sometimes explicitly mandate courts to per-
form balancing tests or other discretionary tests.93 There is no reason to
assume that this delegation, whether explicit or implicit, is not efficient or
legitimate. It is not correct to argue that when courts engage in choice of
law or prescriptive jurisdiction analysis, even when they adopt a multilat-
eral approach, they are ignoring the commands of their own legislature
(presumably to apply local law to every case that comes before the
court).94 Rather, legislators are aware of judicial action and may, implicitly
or explicitly, approve it by acquiescence over time.

This chapter, and Chapter 7, taking a more flexible view of the judicial
function, seeks to understand this argument in terms of the use of more
specific rules and less specific standards to delegate authority to courts, as
well as in terms of legislative inaction in the face of judicial activism. We
can view courts as agents of legislatures. The question of formalism versus
anti-formalism—and of rules versus standards—may be viewed as a de-
bate about the scope of discretion to be granted to courts. This adds an-
other parameter to the rules-standards analysis: are judges or legislatures
better, in terms of competence and legitimacy, at informal coordination?
One of the leading criticisms of Currie’s interest analysis is that it involves
judicial weighing of legislative policies, which is argued to be an illegiti-
mate extension of the judicial function.

The rules-standards dichotomy is useful at two phases of our analysis.
First, as particular states coordinate autonomously, to what extent are
domestic courts, applying standards, the best agent of coordination? Sec-
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ond, once states determine to coordinate formally, and establish formal in-
terstate or international organizations to effect their coordination, to what
extent should they assign decision-making authority to international courts
applying standards, as opposed to central legislatures or treaty making? As
a definitional matter, we must note that a domestic law might well be
viewed in the international setting as contributing to the development of
international social norms. Thus, a formal act in the domestic setting may
be an informal act as a matter of international law. We discuss this point
further in Chapter 3.

The literature of rules and standards is aptly applied to choice of law.95

In the rules versus standards literature,96 a law is a “rule” to the extent that
it is specified in advance of the conduct to which it is applied. A standard,
on the other hand, is a law that is farther toward the other end of the spec-
trum, in relative terms. It establishes general guidance to both the person
governed and the person charged with applying the law, but does not spec-
ify in detail in advance the conduct required or proscribed. The relativity
of these definitions is critical. Furthermore, each law is composed of a
combination of rules and standards. However, it will be useful to speak
here generally of rules as separate from standards. I discuss the normative
basis for choosing between rules and standards in Chapter 7.

In fact, we may view the rules and standards literature as an extension of
the property rights literature. This is so because rules—more specific legal
norms in relative terms—may be viewed as more precise allocations of
property rights.

Institutional and Organizational Solutions: 
Autonomous Law, Comity, Joint Ownership, and the Firm

The institutional solution to the problem of allocation of authority recalls
for us Coase’s other major paper, The Theory of the Firm,97 and its di-
chotomy between the market and the firm. Institutionalizing control over
the disposition of assets responds to a different transaction costs profile.98

In brief, an organization would be appropriate where the organization can
effect internal allocations that result in a better sum of transaction gains,
transaction losses, and transaction costs.

Spillovers are always with us. However, it is not correct to suggest, as
some do, that interjurisdictional externalities always require centralization.99

This is the learning of Coase’s theory of the firm.100 Coase’s work suggests
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that we must engage in comparative institutional analysis to determine
whether centralization, or a market-type mechanism for exchange, is the
most efficient way to internalize externalities. Furthermore, some external-
ities are not internalized because the attendant transaction costs and strate-
gic costs are greater than the surplus that would be generated thereby.
Finally, as discussed below, if regulatory competition is valuable, there may
be an added incentive to internalize externalities in order to enhance the
results of regulatory competition.

Social Norms and Comity

In Chapter 3, I examine the broad analogy between social norms in a munic-
ipal setting and customary international law. Under the theory of the firm,
discussed below, autonomous development and use of property rights are
compared to more self-conscious and communal development of institutions.
The social norms literature suggests an explanation of comity,101 and also pro-
vides some possible limits to comity. I also discuss in Chapter 3 the circum-
stances under which social norms, including customary international law,
may overcome collective action problems and other cooperation problems.

Rational states might be attentive to the interests of other states, even in
the absence of formal obligations, in anticipation of reciprocity. One of the
traditional core problems in choice of law theory, as applied by domestic
courts, is that of unilateralism versus multilateralism:102 should judicially
applied choice of law rules be designed with only the narrower preferences
of the forum state in mind, or with the interests of the multilateral system in
mind? Stated less abstractly, a unilateral approach suggests that courts
faced with choice of law problems determine only whether or not forum
law applies. A multilateral approach, on the other hand, examines which
body of law, among all those potentially applicable, should be applied.

Robert Ellickson shows that formal property rights might be ignored in
certain domestic contexts, in favor of informal “social norms.”103 This analysis
invites a comparative institutional analysis, comparing the formal legal system
with other, less formal social structures and institutions. We may analogize
this kind of informal system with the application of comity in international ju-
risdictional settings. Comity is a kind of “meta-law,” pursuant to which states
may defer to one another without formal obligation, but with the backing of
reciprocity and other informal incentive structures. In our context, it may
best be understood as a precursor to customary international law.
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Enter the Theory of the Firm

In the present context, we may look at an absence of interstate laws regard-
ing prescriptive jurisdiction as the “market”: a place where states may make
ad hoc, individual transactions in jurisdiction. Where they make longer-term
arrangements, or establish institutions to allocate jurisdiction in future, they
move toward the firm. The distinction between the firm and the market has
never been clear.104 In Chapter 5, I return to the theory of the firm in order
to examine the role and structure of international organizations more
broadly. Here, I provide a brief discussion to show the relationship of the dis-
cussion in Chapter 5 to the problem of horizontal allocation of jurisdiction.

One possible solution to the “property rights” problem is joint ownership
through a more formal organization: this is the link between Coase’s two sem-
inal articles, The Problem of Social Cost and The Theory of the Firm.105 Prop-
erty rights theory suggests joint ownership where the transaction costs of
reallocation within the organization are less than the transaction costs in the
market. The literature on the theory of the firm begins with this insight in
order to assess the circumstances in which it is efficient to own assets in an or-
ganization. We may apply this theory to suggest the circumstances in which it
is efficient for prescriptive jurisdiction to be “pooled” in an international or-
ganization. The European Union and the WTO are examples of circum-
stances where prescriptive jurisdiction has been pooled, to varying extents.

Williamson claims that “it is the condition of asset specificity that distin-
guishes the competitive and governance contracting models. Contract as
competition works well where asset specificity is negligible. This being a
widespread condition, application of the competitive model is correspond-
ingly broad. Not all investments, however, are highly redeployable.”106

Williamson sees transaction costs economizing as the main purpose of
vertical integration.107 Vertical integration is seen as a governance response
to a particular set of transaction dimensions, including high asset specificity
as the principal factor. Williamson assumes that other sources of transaction
costs are insignificant, and that transaction gains from economies of scale
are significant, making market transaction the obvious choice where asset
specificity is low.108 An extensive literature has followed Williamson’s and
Coase’s work, and I examine some of this literature, and its relationship to
international organizations, in Chapter 5. According to this approach, verti-
cal integration becomes attractive where it represents a net transaction cost
savings as compared to more contractual or custom-based integration.
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The basic learning of the theory of the firm is thus that formal organiza-
tion will be used where it results in transaction cost economies by compar-
ison to “market”-based transactions. The theory of the firm is not
operational in a formal sense, but is indicative as to the types of considera-
tions that might lead to formation of an organization. Organization may be
indicated by property rights or transaction cost analysis, but, as suggested
below, may also be indicated by regulatory competition theory. While for-
mal organization may be useful to enhance regulatory competition, it also
plays an important role in transaction cost economizing.

Application to Selected Issues in Prescriptive Jurisdiction

In this section, I describe two leading approaches to allocation of prescrip-
tive jurisdiction: the effects test and recognition. Using the analytical
framework set forth above, I then examine the potential application of
these approaches to two international jurisdiction problems: (i) merger
control under antitrust or competition law, and (ii) disclosure regulation of
prospectuses in international securities offerings. These problems are
used as examples to illustrate the considerations indicated by the property
rights theory framework established above in this chapter.

The analytical process suggested above first requires an assessment of
the value to each involved state of the relevant prescriptive jurisdiction.
Thus, facultative law must be treated differently from mandatory law, and
there will be many gradations of value. As suggested above, the character-
ization of a particular rule of law as either facultative or mandatory is sim-
ply a gross proxy for the level of government interest.

After the value of the prescriptive jurisdiction is known, it must be dis-
counted or increased, depending on how cross-border circumstances re-
duce or increase the level of governmental valuation. If the governmental
interest is reduced substantially enough, then a rule of party autonomy
may be followed. Considerations of regulatory competition may increase
or decrease the level of implication of governmental preferences, or may
suggest particular institutional features.

Once governmental preferences are evaluated, it is possible to evaluate
relative transaction costs and strategic factors, and to evaluate possible in-
stitutional responses. Transaction cost economizing is a comparative en-
deavor: it evaluates particular regulatory contexts, and particular property
rights approaches, in order to determine which approach yields the best
solution in the particular context.
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The Effects Test

I have briefly described the effects test above. The effects test allows the
internalization of externalities, but at a potential cost. When sought to be
applied by the United States, the effects test has been rejected by its trad-
ing partners in the context of antitrust law, export controls, and other
areas. The objecting states argue that the effects test results in “extraterri-
toriality,” meaning that the United States is exercising jurisdiction on the
basis of something other than territorial conduct. Thus, the objecting
states argue that territorial effects is an inappropriate basis for prescriptive
jurisdiction. They presumably do so because the application of U.S. regu-
lation imposes costs on them. There are effects on both states.

The problem with the effects test is, of course, that actual cases often
involve dispersed effects. That is, the antitrust or export control cases that
raise concern always involve effects, broadly conceived, both in the United
States and in the foreign home country of the entity sought to be regu-
lated. Even foreign constraint of a home country laissez-faire policy may
be viewed as adversely affecting the home country.

Perhaps the reason that the effects test has often been rejected is that a
rule of jurisdiction based on territorial conduct has served reasonably well
in the past. It may only have served well to the extent that conduct and ef-
fects occurred in the same state: to the extent that territorial conduct was
a good proxy for territorial effects.

Thus, in cases of dispersed, or shared, effects, the effects test does not
seem to be a complete response to prescriptive jurisdiction problems.
However, in line with the theoretical suggestion that “muddy” allocations
may fit circumstances of high formal transaction costs, the effects test may
provide incentives for further negotiations toward better allocation. It cer-
tainly attracts attention and negotiation, and one would expect that as
these issues become more frequent, effects would be a rationally appeal-
ing basis for negotiation of other regimes. However, it appears unlikely
today that a stable allocation would be based on territorial conduct, as the
United States has consistently declined to accept such a limitation, and
even the European Union effectively exercises jurisdiction beyond territo-
rial conduct. Most importantly, there is no basis for arguing that the struc-
ture of jurisdictional allocation wherein the United States can assert the
effects test is, or at least has been, inefficient.

The effects test should also be viewed from the internal perspective of
the United States. In this perspective, it is a standard—according to U.S.
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courts, the authority to determine whether the requisite quality and quan-
tity of effects (in the antitrust case, direct, substantial, and reasonably fore-
seeable)109 are felt within U.S. territory. This standard authorizes courts to
engage in the building of social norms by declining to find prescriptive ju-
risdiction in particular cases. It thereby signals to U.S. trading partners the
willingness to establish social norms through reciprocal action. This more
deferential interpretation of the effects test is consistent with comity as a
strategy to establish international social norms.

It is worth considering the character of possible institutionalization of
allocation of jurisdiction pursuant to an effects test. It may be that unilat-
eral effects tests have the result of precipitating negotiations toward more
specific rules of prescriptive jurisdiction. On the other hand, one of the
problems with an effects test is the concern that some states have that
other states predicate assertion of jurisdiction on relatively small local ef-
fects. Thus, in order to avoid an anticommons problem, an international
tribunal could be assigned to apply a standard along the lines of Baxter’s
comparative impairment test, allocating authority to the state that is most
affected.

Recognition (or Nationality)

Under recognition, a territorial state accepts the regulation of a home state,
the home state being defined based on nationality. Recognition is the oppo-
site of territoriality, although, as noted above, recognition is a reallocation
subsequent to a presumed initial territorially based allocation. Recognition
involves even greater clarity of entitlement, and avoids substantial overlaps.
It thus promotes regulatory competition. However, it does so at the ex-
pense of substantial possibilities of externalization. Recognition is also a
rule, with the characteristics attributable to rules.

We may refer to “rootless recognition” as the acceptance of foreign law to
exclusively regulate foreign companies operating in a host jurisdiction,
without any predicate—without examination of the extent to which the
foreign law satisfies host regulatory concerns, and without “essential har-
monization.” The expected benefit of recognition includes both lower regu-
latory costs for the regulated person and enhanced regulatory competition.

“Competition facilitates the control and regulation of the exercise of po-
litical power.”110 Recognition of the importance of decentralization for
purposes of enhancing regulatory competition is important. The eclectic
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approach of the current chapter incorporates (but restricts the scope of)
consideration of regulatory competition.111 That is, regulatory competition
may add to, or subtract from, the transaction gain that may arise from a
particular transaction in regulatory jurisdiction. Regulatory competition
confers effects, either adverse or beneficial, on other states, and so is con-
sidered as part of the property rights analysis that forms the central focus
of this chapter.

Roberta Romano,112 and Stephen Choi and Andrew Guzman,113 have
argued for modifications of jurisdictional rules in order to promote regula-
tory competition in the securities law field. They have argued for free is-
suer choice of the national body of securities regulation that would govern
its public offerings of securities. They have done so on the ground that the
regulatory competition that would result from this prescriptive jurisdiction
regime would result in better securities regulation, or at least in the migra-
tion of firms to states with better securities regulation. Importantly, this
migration would not involve the costs of physical relocation, but would be
facilitated by a rule of respect for the issuer’s election. These positions are
dependent on an assumption that securities regulation serves no social
purpose: that there is no externality worthy of being internalized by regu-
lation. However, the very existence of securities regulation seems to belie
this assumption.

In more general terms, Andrew Guzman, Erin O’Hara and Larry Rib-
stein, Francisco Parisi, and Michael Whincop114 have advocated revision of
choice of law rules to enhance regulatory competition (each to varying de-
grees and with varying caveats).

The Effect of Spillovers on the Efficiency of Regulatory Competition
Third-party effects—externalities—are critical to the question of whether
regulatory competition is beneficial.115 The question of whether regulatory
competition should be increased cannot be answered separately from the
broader inquiry into the optimal allocation of regulatory jurisdiction pur-
sued in this chapter. Of course, even within the regulatory competition lit-
erature, the utility of regulatory competition is recognized to be
dependent on the question of regulatory jurisdiction, in the form of ques-
tions of positive and negative externalities that may limit the utility and do-
main of the Tiebout model.116

Just as the determination of property rights serves purposes besides com-
petition per se in the domestic sphere, including efficient incentives for
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property management and allocation of resources generally, the allocation
of regulatory jurisdiction serves purpose beyond regulatory competition.

The question of allocation of regulatory jurisdiction is central to the
current analysis based on two considerations. First, the Tiebout model
depends on a number of assumptions, including the absence of externali-
ties, and so, in order to assess its applicability, we must evaluate the match
between regulatory jurisdiction and effects. Second, even if analysis
showed a high level of regulatory competition arising from a particular as-
signment of regulatory jurisdiction, such as mutual recognition, there
could be strong reasons not to adopt that assignment of regulatory juris-
diction. These reasons may be in the nature of externalities, but it might
also be that centralization—monopoly—of regulatory jurisdiction provides
substantial benefits that outweigh the benefits of the expected competition.
These benefits might arise from economies of scale, economies of scope, or
network externalities. Thus, there are multiple vectors that must be in-
cluded in a decision allocating regulatory jurisdiction; competition is only
one. However, it seems an important addition to the property law–based
analysis that is the focus of this chapter.

Most claims in favor of regulatory competition are based on the Tiebout
model, which predicts a Pareto optimal outcome assuming certain param-
eters are met. The Tiebout model has been described and debated in great
detail in many important works.117 It posits that, subject to the satisfaction
of five conditions, competition among small cities for mobile individuals
results in the efficient supply of local public goods by those cities.118

The five conditions are the following:119

(T1) Publicly provided goods and services are produced with a con-
gestible technology (therefore, there is an optimal size of jurisdic-
tion).

(T2) There is a perfectly elastic supply of jurisdictions, each capable of
replicating all attractive economic features of its competitors.

(T3) Mobility of households among jurisdictions is costless.
(T4) Households are fully informed about the fiscal attributes of each

jurisdiction.
(T5) There are no interjurisdictional externalities.

Of course, these conditions are never satisfied. It is easy to see that T3,
T4, and T5 are impossible completely to satisfy in the real world, and that
there are likely to be large deviations from T3 and T5 (T1 and T2 may not
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be met, either). As to T1, there may not today be an optimal size of juris-
diction that is smaller than the entire world for certain matters such as CO2

emissions, Internet content regulation, or certain areas of finance regula-
tion. T2 requires greater homogeneity of resources than exists in the inter-
national setting. As to T3, mobility of firms to other jurisdictions will entail
substantial costs, at least of searching and analyzing the relevant laws. As to
T4, again, there are serious concerns regarding whether firms or investors
are fully informed regarding the attributes of each regulatory jurisdiction.

T4 suggests an important difference between fiscal competition—the
original focus of the Tiebout model—and regulatory competition. In the
regulatory context, proponents of greater competition in some areas, no-
tably securities regulation, argue that there is a “joint” jurisdictional deci-
sion made by producers and consumers. Thus, analysis must examine the
degree to which consumers are able to make an informed choice. The eco-
nomic theory of regulation would suggest that at least some regulation is
motivated by the inability of consumers to make an informed choice. It is
difficult to imagine that consumers who are unable to make an informed
choice regarding the regulated subject matter would be able to make an
informed choice regarding the choice of regulatory law governing this sub-
ject matter. Given that it is probably more difficult to grapple with issues of
applicable law than direct issues of policy, it is unrealistic to say that con-
sumer choice of mandatory regulation is an improvement.

The theory of the second best suggests that, given that all of the condi-
tions of the fundamental theorem of welfare economics are not satisfied,
there can be no assurance that increasing the level of satisfaction of any
other conditions—such as enhanced mobility of firms—will yield greater
efficiency. This theoretical perspective contradicts speculation that greater
mobility among firms would necessarily enhance the efficiency of law.

The Strategic Perspective on Interjurisdictional Competition
Furthermore, there are substantial concerns as to whether the Tiebout
model can result in a stable equilibrium.120 The stability of intergovern-
mental competition is separate from its efficiency: an unstable market for
regulation might be characterized by “price wars” or a race to the bot-
tom.121 Externalities can be a source of instability.122 Breton points out that
centralization may not be the best way to provide stability, but the exis-
tence (without necessarily the assertion) of central authority appears nec-
essary to address problems of instability.123 The central government may
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set minimum standards of regulation, as has been done in the European
Union’s essential harmonization technique.

Breton concludes that “in the area of international competition, it would
be impossible to prevent an unstable competitive process from degenerating,
unless, in the language of international relations ‘realists,’ a hegemonic
power undertook to prevent the debacle.”124 There appears to be no rea-
son in theory why the hegemonic power in this type of context must be a
state; we have seen the European Union emerge as just such a power in
Europe, and it might be argued that the WTO or functional organizations
may play such a role also. Alternatively, perhaps the United States or Euro-
pean Union exercises, or shares, hegemony through these organizations.
We may link this analysis with the property rights–based analysis set forth
above, and the theory of the firm–based analysis, set forth below.

Perhaps a dynamic governance structure along the lines of “cooperative
federalism” or managed mutual recognition may provide a kind of contin-
gent hegemony or centralization that can maintain stability. Within the
U.S. federal system, stability is provided by the ability of the federal gov-
ernment to intervene; this is an important distinction between regulatory
competition in the U.S. domestic context and regulatory competition in
the international context, and may be an important distinction between
corporate law, where the federal government has not intervened, and se-
curities law, where it has chosen to intervene.

In the international context, in order to have a similar institutional capa-
bility, we would need to build and empower a central authority. Further-
more, Breton argues that horizontal cooperation cannot solve the problem
of horizontal instability.125 Chapter 3 suggests, however, that there may be
circumstances in which horizontal cooperation can result in a stable equi-
librium. The practical question for the international community is how
much authority it must cede to a central “government” in order to develop
satisfactory horizontal competition. This question of centralization cannot
be answered separately from other questions about the level at which gov-
ernance should take place or power should be assigned—that is, from
questions of subsidiarity. The question of centralization to stabilize regula-
tory competition may best be joined with the question of subsidiarity
raised in the property rights–theory of the firm literature: as we consider
the utility of centralization—of institutional ownership of regulatory
assets—we must consider the utility of establishing an authority capable of
intervening to support regulatory competition.
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Competition and Jurisdiction
Thus, while the Tiebout model includes consideration of externalities, it
does so only to determine the quality of jurisdictional competition, and as
noted above, the relevant parameter is rarely satisfied. Policy makers can-
not set jurisdictional rules simply to enhance competition, but must con-
sider other concerns, including those suggested by property rights theory.
These concerns include most importantly the match between allocation of
authority and internalization of effects, as well as the transaction costs in-
volved in reallocation.

Furthermore, the Tiebout model can only be suggestive in the realm of
the second best.126 However, the Tiebout model contains important insights
about the benefits of regulatory competition, which should not be ignored
simply because the formal model cannot be applied. Our existential task is
to engage in policy analysis even where formal tools come up short. Com-
petition law theory suggests that monopolies reduce welfare, but leaves
open the question of what kinds of monopolies will be permitted as welfare
enhancing. Long-term (or even short-term) supply contracts, patents, and
many other welfare-enhancing devices constitute monopolies. The impor-
tant question is what temporal, geographic, and subject matter scope these
monopolies should be permitted. As noted above, this is importantly re-
lated to the question of subsidiarity in international law.

The concerns of these bodies of theory may be used as a guide to analy-
sis, and their insights incorporated in a rough comparative cost-benefit
analysis of various jurisdictional rules, although we are a long way from
anything approaching a formal model. Comparative institutional analysis
must select particular institutions and develop parameters for comparison.
The choice of institution, of course, is quite difficult, as all institutions are
interconnected, and embedded in broader institutional settings.

The greatest problem with rootless recognition is thus the risk of exter-
nalization: these risks must be compared with any benefits expected from
greater competition. Moreover, it is worth asking whether there is a struc-
ture that would provide the benefits of competition with reduced risks of
externalization. Of course, externalization reduces the benefits of competi-
tion, and what we are really seeking is a structure that has aggregate bene-
fits greater than those of the other available structures.

Thus, either (i) effects-based regulatory jurisdiction, or (ii) managed
recognition (as described in detail below), would allow host states to fore-
stall externalization by imposing their own regulation. More interestingly,
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managed recognition would provide an opportunity for states to reveal
their anti-externalization preferences in negotiation over essential har-
monization. This process requires states to revisit—and perhaps to
modify—their preferences for regulation. Thus, democratic accountabil-
ity for harmonization agreements becomes important.

Managed Recognition
A more refined approach to recognition could utilize one or more of the
following instruments, all derived from European Union practice, to re-
duce the risk of externalization:

• Judicial examination of equivalence. “Equivalence,” or recognition,
could be mandated by a court under a general constitutional free
trade provision, based on an examination of the home country
regulations to determine that they achieve the host country’s
purported regulatory goals. Such requirements may be applied
pursuant to the “least trade-restrictive alternative” requirements, or
pursuant to hortatory provisions, of the WTO Agreement on
Technical Barriers to Trade or the WTO Agreement on Sanitary and
Phytosanitary Measures, or pursuant to other international
mechanisms in other sectors. It is feasible that these disciplines
could be extended to other fields. The result would be that
recognition would only be required where the host state’s regulatory
goals are met by the home state regulations, ensuring against
externalization.

• Legislative establishment of essential harmonization. International
integration organizations such as the European Union or the WTO, or
international functional organizations, such as Codex Alimentarius or
the International Accounting Standards Board, may engage in efforts
that amount to “legislative” establishment of essential harmonization.
Unlike in the European Union, the international system does not
generally provide for majority voting. The European Union often
engages in essential harmonization, as a predicate to mutual
recognition, to forge the single market. In negotiating harmonization
directives, states recognize that the increased regulatory competition
that will result from the proposed mutual recognition will place
pressure on their ability to maintain regulation that, by definition, is
otherwise desirable from a purely local standpoint, having been
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legislated through presumptively legitimate processes. Before
agreeing to mutual recognition, they agree on a minimum level of
regulation that will insulate their home regulation from being reduced
in unacceptable ways. Furthermore, they exact a quid pro quo, both
in terms of essential harmonization and in terms of other market
liberalization in other areas.

• Maintenance of “safeguards” that would allow states to address
threats to their public policy. European Union harmonization and
mutual recognition initiatives such as the Second Banking Directive
of 1989 contain provisions that allow host states to act to protect the
“general good.” These provisions provide a safeguard against exter-
nalization, at least in more egregious cases.

These devices could be used to determine, in more particular cases re-
lating to specific regulatory systems and specific regulatory rules, whether
competition or coordination is the superior alternative.

Mergers under Competition or Antitrust Laws: 
The Boeing–McDonnell Douglas Transaction, the General

Electric–Honeywell Transaction, and the Effects Test

In 1997, the European Commission raised “serious doubts” regarding a pro-
posed merger between Boeing and McDonnell Douglas. Boeing and Mc-
Donnell Douglas were U.S. companies, and neither had any facilities or
assets in the European Union,127 although they had substantial sales there.
Here, the tables were turned, with the United States accusing the European
Union of “extraterritoriality.”128 The European Merger Regulation does not
require incorporation or assets within the European Union, but focuses in-
stead on sales within the European Union as a basis for prescriptive jurisdic-
tion.129 This case included the complication that many felt the European
position was influenced by concerns regarding the competitiveness of Air-
bus, and not simply enforcement of the Merger Regulation. However, for
purposes of this chapter’s analysis, and for purposes of any more general
analysis of state preferences, it is appropriate to focus on the preferences in-
corporated generally in the legislation subject to analysis. Of course, in the
market for large commercial jet aircraft, a merger between Boeing and Mc-
Donnell Douglas could conceivably have adverse effects in the European
Union.
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Here, the ostensible regulatory purposes of the relevant U.S. law (the
Hart-Scott-Rodino Antitrust Improvements Act) and the Merger Regulation
were consistent. However, in this case, the bodies charged with their en-
forcement, the U.S. Federal Trade Commission (FTC) and the European
Commission, respectively, had different perspectives.130 The FTC
approved the merger, while the European Commission opened an investi-
gation and concluded that the proposed merger would strengthen Boeing’s
dominant position.131 After certain substantial concessions by Boeing, the
European Commission approved the merger. It will readily be understood
that here, jurisdiction was extremely valuable to both the United States
and the European Union, with weighty political and economic ramifica-
tions riding on the allocation of jurisdiction.

In order to apply this chapter’s analytical framework, we must first assess
factually the possibilities for joint gains from cooperation. Given the high
levels of international trade, and particularly transatlantic trade between
the European Union and the United States, there are likely to be further
instances where the current merger control regimes overlap. As suggested
in Chapter 3, repetition may support cooperation. Even putting aside rec-
iprocity, international antitrust problems involve dispersed effects. Indeed,
there are real possibilities for gains from regulatory cooperation: “national
competition authorities cannot fully protect their citizens from transna-
tional anticompetitive conduct.”132

There is also a good deal of informal (or semiformal) cooperation among
antitrust authorities. This has led to modest progress in international insti-
tutionalization, under the title “positive comity.”

Under [positive comity] agreements, the antitrust authority of one country
makes a preliminary determination that there are reasonable grounds for an
antitrust investigation, typically in a case in which a corporation based in that
country appears to have been denied access to the markets of another coun-
try. It then refers the matter, along with the preliminary analysis, to the an-
titrust authority whose home markets are most directly affected by the matter
under investigation. After consultation with the foreign antitrust authority,
and depending on what conclusions the foreign authority reaches and what
action it takes, the referring antitrust authority can accept the foreign author-
ity’s conclusions, seek to modify them, or pursue its own action.133

While positive comity does not apply directly to merger review, it demon-
strates the possibility of examination of cases of domestic conduct linked to
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foreign effects, at the request of the state experiencing the adverse effects.
It also shows the possibility of informal coordination. On the other hand, in
the Empagran decision, the U.S. Supreme Court found that U.S. antitrust
laws do not apply to provide foreign plaintiffs a cause of action based on
foreign effects, even when there are also domestic effects on domestic
plaintiffs.134

What are the likely international policy options in connection with
merger review? We can imagine three main options:

• The status quo, leaving international merger relations subject to ad
hoc coordination: the market. This seems an acceptable position for
now. As they engage in ad hoc coordination, the United States and
European Union could each unilaterally engage in exercises of comity,
in a tit-for-tat manner. Thus, each jurisdiction could revise its laws, or
its interpretations of its laws, to defer to the other in specified
circumstances.

• The United States and the European Union could enter into a formal
jurisdiction-reallocating agreement, perhaps agreeing to a rule of
recognition.

• The United States and the European Union could harmonize their
laws and/or create a central enforcement agency.

These are the bilateral options; there are also plurilateral and multilateral
options.

The transaction costs of initial allocation seem quite high. The status quo
is something of a “standoff,” with each party claiming extensive regulatory
jurisdiction. Each party has something to gain, and the potential gains seem
roughly symmetric. Even if the potential gains were asymmetric, these par-
ties have such extensive relationships that linkage might provide the possi-
bility of a symmetric gains transaction. Under this muddy allocation, we see
ad hoc coordination, but as in the Boeing–McDonnell Douglas merger
case, it is possible for one state to take action that may be viewed as inap-
propriately harmful to the other.

The second option raises the possibility of formal agreement, short of har-
monization. The parties could agree on a regime of recognition for one an-
other’s merger control decisions. This would require agreement on the bases
for recognition: nationality, preponderance of assets, preponderance of
sales, or a combination of these, and perhaps other, factors. From the prop-
erty rights perspective, there would be a desire to ensure that recognition
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does not entail excessive externalization. Thus, some minimal level of pro-
tection of the recognizing state’s interests should be required as a precon-
dition of recognition. In the European managed recognition technique,
essential harmonization serves this purpose. Furthermore, capacity for
contingent intervention could be maintained to protect a limited range of
important values.

Alternatively, the United States and European Union, and perhaps other
states, could establish an organization, or empower an already existing orga-
nization, to review mergers on their behalf. Significant asset specificity, es-
pecially combined with dispersed effects, might suggest the utility of an
organization. An organization could provide information regarding the
harm that certain mergers might pose to competition in particular jurisdic-
tions, assisting in overcoming asymmetric information problems that might
otherwise hinder bargaining.

One of the problems with setting effects as the leading factor in assigning
prescriptive jurisdiction is the fact that valuations of effects (defined as im-
pairment of governmental preferences) are, at least initially, private infor-
mation in the hands of the affected state. This problem is somewhat less
troublesome than it would be in the case of individual preferences, which
are truly within each person’s private thoughts. In the case of governmental
preferences, these can be assessed through various polling or other social
science techniques. It may be that international negotiations could be facil-
itated by the assistance of a third party—an international organization—in
assessing effects on particular states. This would provide important input
for negotiations on allocation of prescriptive jurisdiction.

Prospectus Disclosure Regulation under Securities Laws: 
The Daimler-Benz Listing and Recognition versus Harmonization

Daimler-Benz listed its American Depositary Shares on the New York
Stock Exchange (NYSE) in 1993. In order to list, Daimler-Benz was re-
quired to register with the U.S. Securities and Exchange Commission
(SEC) under the Securities Exchange Act of 1934. Daimler-Benz was
therefore required to provide a reconciliation of its financial statements to
U.S. generally accepted accounting principles (USGAAP). There are many
differences between German accounting principles and USGAAP, requir-
ing Daimler-Benz to incur substantial costs and to make disclosure of topics
such as hidden reserves. This disclosure was hotly debated among Daimler-
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Benz, the NYSE, and the SEC. The SEC was concerned about relaxing its
accounting disclosure requirements with respect to foreign registrants—it
wished to continue to provide something close to national treatment based
on territoriality. Daimler-Benz and the NYSE argued for recognition: that
the United States should simply accept financial statements prepared in ac-
cordance with German accounting principles.135 The International Ac-
counting Standards Board has prepared international financial reporting
standards. Thus, we have a choice among national treatment, recognition,
and harmonization. More recently, similar problems have been raised by
the U.S. Sarbanes-Oxley law and European responses.

It is in this field that Romano, and Choi and Guzman, have argued for
what I have termed “rootless recognition”: recognition of foreign regula-
tion without evaluation or predicate.136 This approach fails to take into ac-
count the state preferences involved. Securities disclosure regulation is
motivated by externality or asymmetric information problems, and rootless
recognition fails to address those problems. This failure threatens any
benefits of regulatory competition and fails to address concerns raised by
property rights theory. Thus, the main open question relates to the value
to the state of regulatory jurisdiction in this field. If regulatory jurisdiction
has no value in terms of state preferences, a regime of private choice
should prevail. While there has been an active scholarly debate regarding
the utility of securities regulation, there is almost no such debate in the
policy community.

Thus, while we may assume that jurisdiction in this context has value to
the regulating state—or at least to the United States—what is less clear is
the degree to which this value is diminished in the transnational context.
For example, to the extent that one argues that the beneficiaries of securi-
ties regulation are the citizens of the state in which the regulated issuer
does business, there is little need to apply U.S. securities regulation to for-
eign issuers.137 On the other hand, to the extent that one focuses on exter-
nalities or information asymmetries harming investors, or markets, then
there remain significant reasons to apply U.S. securities regulation to for-
eign issuers offering securities to U.S. persons, or in the United States, re-
spectively.

Within the European Union context, managed recognition has been the
rule in securities regulation, as in other areas of financial services. Indeed,
in the international context, the work of the International Accounting Stan-
dards Board and the International Organization of Securities Commissions
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seems to suggest that managed recognition will be the rule. Rootless recog-
nition does not seem to have substantial advantages over managed recogni-
tion, once one puts aside a generalized suspicion of government action.
Indeed, effective in early 2008, after a lengthy negotiation and review
process, the SEC adopted rules that would allow foreign issuers to use the
International Financial Reporting Standards prepared by the International
Accounting Standards Board, without reconciliation to USGAAP.

Assuming that misleading disclosure harms investors and markets in the
host country and allocative efficiency in the jurisdiction in which the issuer
does business, and that good disclosure imposes costs primarily on the is-
suer, then effects are somewhat dispersed. Thus, it may be difficult to de-
velop an initial allocation in accordance with effects. However, the
transaction costs associated with reallocation may not be substantial.
Moreover, gains from reallocative transactions may be symmetrical, at
least among states that have active capital markets. Thus, while it may not
be possible to decide on an initial allocation, choosing between nationality
and effects, it may be relatively simple to agree on reallocation, pursuant to
a managed recognition structure.

Conclusions

As noted at the beginning of this chapter, the theoretical structure esta-
blished herein can be used to rebut other theories, or other principles of
choice of law or prescriptive jurisdiction, demonstrating their shortcom-
ings as bases for allocation of prescriptive jurisdiction. Of course, the more
satisfying use would be to generate falsifiable hypotheses, in order empiri-
cally to test predictions made from this theoretical structure.

The Negative Utility of This Framework

The framework for analysis described in this chapter can serve to show the
shortcomings of traditional approaches to prescriptive jurisdiction and
choice of law, as well as some of the more recent law and economics liter-
ature in this field.

I argue that to the extent that individuals express their preferences
through government, governmental preferences are the touchstone of pre-
scriptive jurisdiction analysis. Some law and economics scholars have ar-
gued in effect that the occasion of cross-border circumstances is reason
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enough to abridge the mandatory nature of otherwise mandatory law, in
support of private preferences. This argument, however, seems to prove
too much. Furthermore, regulatory competition is not appropriate as the
leading basis for choosing among approaches to choice of law and pre-
scriptive jurisdiction. Regulatory competition is always with us—the cor-
rect question is whether it is useful to increase or otherwise change the
structure of regulatory competition.

Clear entitlements may be appropriate in some circumstances, but are
not necessarily the best approach to choice of law and prescriptive juris-
diction problems. A prescription from the perspective of a naïve law and
economics, and from private legal practice, might simply favor clear enti-
tlements. And indeed, where the entitlement can be designed to encapsu-
late the effects, clear rules (and high mobility) may well be beneficial, not
least because they promote regulatory competition. However, this chap-
ter has suggested that if clear entitlements do not match well with the dis-
tribution of effects, then under high transaction cost circumstances,
another arrangement may be preferable. Muddy entitlements may pro-
mote revelation of private information and informal transfers.

Regulatory competence is only a subsidiary consideration. It is true that,
all other things being equal, the state with the greatest absolute advantage in
regulation should be allocated prescriptive jurisdiction. However, regulatory
advantage is sometimes conflated with an effects-based allocation, and for
good reason: the state with the greatest concern is likely to regulate with the
greatest efficiency (although other concerned states may find their prefer-
ences ignored). Indeed, absolute advantage—regulatory competence—may
be based on a number of other things. There may be first-mover advantages,
economies of scale, or economies of scope. However, other devices, such as
international organization, technical assistance, and contracting, may be
used to harness such advantage.

The Positive Utility of This Framework

No assignment of regulatory jurisdiction (or property) is perfect, precisely
matching its boundaries with all of the positive and negative consequences
of the authority assigned. Property law theory is suggestive as to jurisdic-
tional rules, but also finally refers to a need for judgment, or commensura-
tion and interpersonal comparison of utility. And property law theory does
not formally incorporate concerns for interjurisdictional competition. The
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Tiebout model can only be suggestive in the realm of the second best.138

Nor do the more procedural analytical perspectives discussed here
provide discrete solutions; rather, the theory of the firm (Chapter 5), social
norms (Chapter 3), and rules and standards (Chapter 7) literatures provide
important additional considerations.

As noted at the beginning of this chapter, these theoretical perspectives
do not by themselves form a basis for affirmative policy making. However,
the concerns of these bodies of theory may be used as a guide to analysis,
and their insights incorporated in a comparative cost-benefit analysis of
various jurisdictional rules, although we are a long way from anything ap-
proaching formal analysis. Comparative institutional analysis must select
particular institutions and develop parameters for comparison. The choice
of institution, of course, is quite difficult, as all institutions are intercon-
nected and embedded in broader institutional settings.

This framework can thus suggest possible testable hypotheses.139 The
European Union may be a useful source of natural experiments. For ex-
ample, did the move toward essential harmonization and mutual recogni-
tion in particular areas, such as bank regulation, result in fewer conflicts
over alleged externalization? Did these moves result in greater measures
of regulatory competition? There is an active literature on the empirics of
regulatory competition, using event studies and other empirical tech-
niques to argue whether regulatory competition yields a race to the “top”
or one to the “bottom.”

Hypotheses could be tested using historical or comparative data. It
would be necessary to develop at least indicative measures of the value of
certain types of prescriptive jurisdiction, similar to measures of asset
specificity in other institutional economics contexts. It would also be nec-
essary to begin to develop understandings of the types and magnitudes of
transaction costs in the market for prescriptive jurisdiction. These efforts
would be worthwhile because they would provide strong empirical bases
for policy decisions.

This chapter has attempted to suggest an integrated law and econom-
ics–based framework for analysis of international and interstate problems
of allocation of horizontal prescriptive jurisdiction. It has necessarily
painted with a broad brush. Further work will be required to particularize
some of the analytical techniques described here to a variety of circum-
stances, and to begin to hone these theoretical insights through empirical
analysis.
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This chapter has also established the fundamental units of transactions,
and the fundamental motivation for transactions, in the international legal
setting. States transact in jurisdiction in international law in order to real-
ize gains from trade. The establishment of rules of jurisdiction, like the
establishment of rules of property in a municipal setting, is itself a trans-
action. But jurisdiction can then be reallocated. In subsequent chapters,
we examine mechanisms for reallocation that utilize social norms or cus-
tomary international law, treaty, organization, and, within organization,
adjudication.
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C H A P T E R  T H R E E

Customary International Law

CHAPTERS 1 AND 2 argued that jurisdiction—the allocation of legal
authority—is the central concern of international law. They explained the
motivation of states to enter into transactions to form rules of jurisdiction,
and the variety we observe in rules of jurisdiction. How are rules of juris-
diction formed and changed? How do transactions in jurisdiction take
place? Custom, treaty, and organization are the tools available to states to
engage in transactions in jurisdiction. This chapter examines the possibility
for customary rules of international law to bind states.1 Chapters 4 and 5
examine the role of treaty and organization as mechanisms to bind states to
transactions in jurisdiction.

Customary international law (CIL) is a feat of levitation; it rests not on a
rock-solid natural law basis of divine principles, but on a fabric of rational
acts, woven through a multiplicity of relations over time. And while there
are limits on, and variations in, the effectiveness of CIL, this chapter shows
that there are circumstances where it may independently affect the behav-
ior of states. There is no reason in theory, or in data adduced by others, to
believe CIL to be generally epiphenomenal. More generally, since certain
components of CIL serve as the foundation of all international law, this
chapter suggests the circumstances under which we would expect interna-
tional law to affect state behavior.

The present chapter refines and extends an emerging rationalist under-
standing of CIL.2 Pioneering work in this field—notably that of Jack Gold-
smith and Eric Posner—has begun to articulate such a rationalist theory.
They have argued that CIL does not affect state behavior.3 This chapter
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shows why this assertion is incorrect as a matter of theory and, to the ex-
tent that it purports to rely on factual observation, is unsupported by the
data they present.4 This chapter provides a richer model that leads to the
rejection of Goldsmith and Posner’s argument that the multilateral pris-
oner’s dilemma is unlikely to allow CIL to affect state behavior. In fact, this
chapter shows that CIL may affect state behavior using exactly the same
types of mechanisms by which social norms or law affects individual be-
havior in the municipal context.

In addition to their game theory–based argument that the multilateral
prisoner’s dilemma is unlikely to affect state behavior, Goldsmith and Pos-
ner argue that states are never motivated by CIL. This latter position arises
from a false dichotomy between motivation by self-interest5 and motivation
by law. In a rationalist model, behavior is assumed to be motivated by self-
interest. If law is artificially separated from self-interest—the Goldsmith-
Posner position—then it would logically follow, under a rationalist model,
that law has no motivating force. Yet this chapter shows how CIL rules
may modify the payoffs associated with relevant behavior and thereby af-
fect behavior through self-interest. CIL may affect behavior, even when it
only does so at the margins. While CIL is endogenous to states as a
group—meaning that it is not a vertical structure produced outside or
above the group of states—it has an independent, exogenous influence on
the behavior of each individual state.6

Goldsmith and Posner assert that states are not motivated by opinio
juris to comply with CIL. In their model, not only is there no possibility of
multilateral cooperation, but there is also no possibility that CIL would
exert any binding force beyond that associated with nonlegal cooperation:
CIL is, in their model, epiphenomenal. But under CIL doctrine, if states
are not motivated by opinio juris, then CIL does not exist. This chapter’s
analysis provides a plausible basis to assign a discriminating role to opinio
juris, and therefore to find CIL doctrine internally coherent in at least its
core dimension. Opinio juris should be understood as a way of referring to
the intent of states to propose or accept a rule of law that will serve as the
focal point of behavior, implicate an important set of default rules applica-
ble to law but not to other types of social order, and bring into play an im-
portant set of linkages among legal rules.

This chapter develops a repeated multilateral prisoner’s dilemma model
of CIL. Of course, game theory can never capture all real-world detail, in-
cluding its highly nuanced decision making.7 The purpose of game-theoretic
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models is not to predict or prescribe behavior, but to generate testable hy-
potheses that, once tested, are expected to tell us something useful about
the world.8

This chapter’s analysis focuses on the parameters of the multilateral
prisoner’s dilemma in the CIL context. These parameters include (i) the
relative value of cooperation versus defection; (ii) the number of states ef-
fectively involved; (iii) the extent to which increasing the number of states
involved increases the value of cooperation or the detriments of defection,
including whether the particular issue has characteristics of a commons
problem, a public good, or a network good;9 (iv) the information available
to the states involved regarding compliance and defection; (v) the relative
patience of states in valuing the benefits of long-term cooperation com-
pared to short-term defection; (vi) the expected duration of interaction;
(vii) the frequency of interaction; and (viii) the existence of other bilateral
or multilateral relationships among the states involved.

The parameters listed above are incorporated into this chapter’s model as
independent variables, but from a normative standpoint it is possible for
policy initiatives to select or manipulate these parameters. That is, by iden-
tifying the parameters for determining whether CIL will affect state behav-
ior, this chapter opens the way to normative institutional design. States may
restructure certain institutions in order to facilitate the formation and oper-
ation of CIL. There may be circumstances under which it will be norma-
tively attractive to facilitate the development of CIL, rather than to engage
in more self-conscious and static treaty making. The institutional dynamism
and social immanence that make social norms attractive in the domestic
context may also be attractive in at least some international contexts.

Rather than being a mere label for rational cooperation, CIL is a special
branch of cooperation that has particular features, including the establish-
ment of a focal point so that states may readily identify what will “count” as
cooperation; attention to the motivation of states to offer and accept a rule
of law (opinio juris), with certain default rules and prescribed conse-
quences; and the linkage of the particular rule with the broader interna-
tional legal system.

In this last regard, we might say that by including a particular rule in CIL,
states are accepting that the rest of the legal system is now open to being
compromised or weakened by noncompliance with that rule. That is, by vio-
lating one legal rule, a state may undercut the entire legal system. This con-
nectedness adds strong incentives for compliance. We would expect states to
move from non-CIL equilibrium behavior to opinio juris–based CIL insofar

74 The Economic Structure of International Law



as the latter makes possible an equilibrium that could not otherwise be
achieved, or could not be achieved with such efficiency.10

This chapter advances a plausible theory of potential efficient equilibria in
the multilateral prisoner’s dilemma, and indicates some possible hypotheses
and approaches for empirical testing. The chapter is organized as follows.
The first section provides a short doctrinal review of CIL and briefly locates
this chapter in relation to four literatures: law and economics, social norms,
international organization, and industrial organization. The model presented
is based largely on earlier work in these other areas. The second section ex-
plains the choice of the repeated multilateral prisoner’s dilemma as the basis
for my model, as well as the choice of an assumed strategy for players within
this model. Any game-theoretic model depends on decisions to assume cer-
tain game structures and strategies. This section explains why the prisoner’s
dilemma provides a good fit for the CIL context and explains the choice of
an assumed strategy for states to follow. The third section explains the other
assumptions and parameters of the model. The fourth section sets forth four
illustrative examples of CIL contexts that might be understood in terms of
this model. The fifth section elaborates the general structure and implica-
tions of the model. The sixth section presents some implications of this
model, with concluding remarks in the last section.

In brief, this chapter presents a fully elaborated rationalist model of CIL
to describe the parameters that will determine states’ compliance with
CIL. The analysis has important implications regarding the plausibility of
CIL, our understanding of CIL doctrine, the possibility of institutional
change to facilitate the development of CIL in particular areas, and future
research in CIL.

Customary International Law Doctrine 
and Social Science Literatures

In order to locate this chapter in its legal and also its broader, social scien-
tific context, I present here a brief description of salient CIL doctrine and
of the social science literatures that inform the analysis presented.

Customary International Law Doctrine

As an introductory matter, it is useful to review the fundamental doctrine of
CIL. Article 38(1)(b) of the Statute of the International Court of Justice
(ICJ) lists the sources of international law applicable by the Court, including
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“international custom, as evidence of a general practice accepted as law.”
Section 102 of the American Law Institute’s Restatement (Third) of Foreign
Relations Law states that “customary international law results from a general
and consistent practice of states followed by them from a sense of legal obli-
gation.”11 The sense of obligation is referred to in Latin as opinio juris sive
necessitatis.

As suggested above, for the social scientist studying law, the critical de-
scriptive question relates to the effects of legal rules on behavior. For CIL,
this descriptive question is also a doctrinal question, as CIL doctrine re-
quires some level of generality and consistency of practice—some quan-
tum of state behavior. And, at least under the Restatement formulation,
this behavior must be motivated by opinio juris. Under the ICJ Statute,
the custom itself may serve as evidence of acceptance as law, of opinio
juris. Some commentators have suggested that opinio juris in a formal
sense may not be necessary at all, but that the requirement should be un-
derstood in terms of state consent or acceptance.12

Not all CIL is created equal; not all law is equally or peremptorily bind-
ing. The model developed in this chapter indicates the parameters for dis-
crimination. Simply put, we would expect greater opportunities for the
formation of, and compliance with, CIL in some fields than in others. Em-
piricism would, in this context, require analysis of areas in which CIL has
not developed—the dog that did not bark. This theoretical approach also
accepts the possibility of linkage among diverse fields. This linkage allows
for the possible sharing of binding force among diverse fields, integrating
and therefore homogenizing the behavioral effects of the legal rules in
each field.

Four Literatures

This chapter draws on four semi-autonomous literatures. First, as noted
above, there is an emerging rationalist, law and economics–based litera-
ture of CIL. The leading work in this area is by Goldsmith and Posner, but
there are other important contributions. Second, this chapter draws on a
burgeoning literature on social norms in the law, although social norms are
studied by all manner of social scientists. Third, the chapter draws on the
economics field of industrial organization for game theory–based insights
about collusion among competitors in markets. Fourth, the chapter draws
on the political science literature of international organization, which has
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addressed in detail the game-theoretic analysis of cooperation among
groups of states.

LAW AND ECONOMICS OF CIL Goldsmith and Posner suggest that many
instances of observed CIL may be understood in terms of bilateral cooper-
ation along the lines of a bilateral prisoner’s dilemma game. They then
argue that “although game theory does not rule out the possibility of n-state
cooperation, the assumptions required for such an outcome are quite
strong and usually unrealistic.” For this reason, they “doubt the utility of
n-player prisoner’s dilemmas as an explanation for multilateral or ‘universal’
behavioral regularities.”13 Their views with respect to coordination games
are similar. The present chapter shows, however, that the assumptions for
multilateral, or “n-state,” cooperation are neither too strong nor unrealistic,
and that they are in some cases quite plausible.

SOCIAL NORMS We might ask, however, whether CIL is different in
structure from social norms in a domestic context, and whether, if social
norms can affect behavior, CIL can as well. Since the publication of
Robert Ellickson’s Order without Law14 in 1991, legal scholars have
examined the role of informal norms in society and the relationship of
those norms to law. Ellickson investigates how cattle farmers in Shasta
County, California, manage to establish and apply their own nonlegal
rules, with a notable level of compliance, without direct intervention by
the state. It is an insightful story about how order can arise without law—
or in spite of law.15

We may draw a rough, and limited, analogy between the development of
social norms in a municipal, or private, setting16 and the development of
CIL in the international public setting. In the international community,
CIL is substantively similar to the phenomenon that Ellickson describes.17

In international political science, regime theorists such as Robert Keo-
hane,18 Stephen Krasner,19 and Beth Simmons20 have told a similar story of
the possible rise of order in international society. However, regime theory
has generally avoided CIL.21 While many of the insights of regime theory
are relevant in analysis of CIL, the latter has important distinguishing fea-
tures. Recognition that a rule has become part of CIL may signal its sup-
port by, or linkage with, the multisector international legal system, whose
accepted and enforced linkage may distinguish legal rules from nonlegal
regimes.
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Within a municipal setting, the difference between law and social
norms is that law alone is the province of the state (setting aside, for the
moment, religious law, other nonstate rules, and circumstances in which
non-state-made rules are incorporated in the state-enforced law).22 This
distinction is inapposite to the international system, however, which has
been characterized as a horizontal, as opposed to vertical, system in which
there is no overarching state per se.23 So, in the international system,
there is more overlap, and an indistinct border, between law and social
norms. This overlap is perhaps easier to see in the international context
than in the domestic context, since in the international context, a signifi-
cant subset of social norms is termed “law.” Ellickson states that the social
norms literature defines a “social norm” as “a rule governing an individ-
ual’s behavior that third parties other than state agents diffusely enforce
by means of social sanctions.”24 The focus of this definition on decentral-
ized means of enforcement shows the strong analogy between social
norms in the municipal setting and CIL in the international setting. Of
course, to the extent that international courts may apply, and institutions
of global governance may enforce, CIL, there is a difference. But this ap-
plication and enforceability are quite limited. There are few circum-
stances in which CIL rules benefit from mandatory adjudication in
international tribunals. We would not consider application of CIL by do-
mestic courts to amount to the action of “state agents” at the international
level, although action by domestic courts would certainly be considered
action of “state agents” at the municipal level. The reason for making this
distinction is that, in the international context, domestic courts are simply
internal deliberative processes of national governments. The application
by domestic courts of CIL may thus be understood as a kind of norm in-
ternalization.25

According to one leading conceptualization of social norms, those norms
are preferences that individuals (or, in our case, states) acquire through
education, acculturation, or other processes.26 Consequently, building
upon those same processes, it may well be possible to modify the prefer-
ences of states through social norms. And the most obvious way to modify
those preferences would be by modifying the preferences either of indi-
vidual government officials or of voters. Indeed, it may be appropriate to
consider epistemic communities and networks among government officials
as channels of preference modification. Nevertheless, while this construc-
tivist approach may have merit in the CIL setting and includes a potential
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role for arguments predicated on legitimacy, justice, and morality as bases
for preference modification, this chapter will bypass such issues and focus
on exogenous explanations of social norms—that is, explanations that look
at external influences on actors, rather than at changes brought about
through internal processes.27 Modeling always involves simplification, and
the goal of this chapter is to elaborate an exogenous model for future test-
ing. It should be noted, moreover, that testing an exogenous model would
help to advance the debate between exogenous and endogenous causes of
compliance with CIL.

In connection with exogenous explanations, there are two reasons why
the law-based social norms literature has not embraced the repeated mul-
tilateral prisoner’s dilemma.28 First, there are concerns that game theory
does not capture the nuances of social interaction. The incorporation of
multisector contact, repeated interaction, and other parameters will help
to address these concerns. Second, there are concerns regarding the cred-
ibility of third-party enforcement.29 Will third parties be properly moti-
vated to join in retaliation against violators? If the threat of retaliation is
not credible, there will be strong incentives for violation. I address these
concerns below.

INDUSTRIAL ORGANIZATION Much of our understanding of the utility,
structure, and dynamics of the multilateral prisoner’s dilemma comes from
the economics literature of industrial organization. This literature considers
the possibility that firms may enter into cartels or other restrictions of com-
petition that violate U.S. antitrust laws. While firms may find opportunities
to communicate, their communications and agreements must be kept
secret from the regulatory authorities, and the agreements are not, in any
event, enforceable at law. This legal restraint on the enforcement of agree-
ments is analogous to the limitation in the international law setting on
enforcement of agreements. In both contexts, there is no vertical state
available to enforce contracts. An important concern for industrial organi-
zation economists is to identify circumstances under which agreements can
be made self-sustaining through the self-interest of the parties to the agree-
ment. For similar reasons, it is worthwhile to examine circumstances under
which CIL commitments are self-sustaining.

While the analogy between the antitrust situation and CIL is apparent,
we must recognize that there are differences, too. In the CIL setting, pub-
lic communication is permitted, and there are agreements that at least
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purport to be binding—namely, treaties. The international legal rule that
treaties must be observed (pacta sunt servanda) is itself part of CIL.

Another, perhaps more important, distinction is that a cartel has certain
characteristics that may differ from those of any particular CIL setting.
That is, in a cartel, the more that others adhere to the cartel, the greater
the monetary incentives for any particular member to defect. This context
is more like a commons problem than a public good or network problem.
Later in this chapter, we will discuss some of these distinctions as reflect-
ing variations in payoff structures, with consequent variations in the likeli-
hood of compliance.

INTERNATIONAL ORGANIZATION Political scientists and economists
working in the field of international organization have made a good deal of
progress in analyzing the problem of international cooperation. Without
making reference to CIL, these writers have examined most of the param-
eters utilized here.30 In addition to formalizing various considerations that
remain informal in much of the political science literature, the model pre-
sented here has certain distinctive features described below.

Rather than attempting to structure a model that would capture the dy-
namics of other international cooperation devices, the model presented
here is designed to match most closely the specific context and dynamics of
CIL. We must recognize, however, that the question of which international
cooperation device to employ or rely on in particular circumstances—
treaty, CIL, or some form of nonlegal instrument—itself depends on a set
of variables. Furthermore, CIL may be understood as a phase in the for-
malization of law, or in “legalization.”31 The United Nations’ International
Law Commission often codifies CIL, and CIL often forms the basis for
treaties. This chapter does not present a systematic explanation of the
choice among custom, treaty, and other instruments, or of the relationship
among these various devices.32

The Multilateral Customary International Law Game

Game theory develops models to depict, to abstract, and to formalize vari-
ous social settings. Given the diversity of social contexts, there is a wide
choice of models from which to choose.33 This section explains the choice
of the multilateral prisoner’s dilemma as the basic model for understand-
ing CIL, examines the potential strategies that might be played within this
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game, and explains some of the assumptions made. The repeated multilat-
eral prisoner’s dilemma is itself really a family of models, with a number of
varying features, including the number of players and their preferences.

Choice of Game

The basic payoff structure assumed in the prisoner’s dilemma captures the
essential problem of cooperation in a horizontal social setting with exter-
nalities. The parties have a choice between compliance and defection, and
they can either enrich themselves individually through defection or enrich
society—and, in light of the anticipated actions of others, themselves—
through compliance.34 Of course, some CIL contexts might be better mod-
eled using other methods, but by using the prisoner’s dilemma, I hope to
capture the essence of informal contracting under conditions of divergent
interests.35

One of the reasons for choosing this game is because it allows us to con-
textualize a number of insights and concerns that cannot easily be included
in other analytical models. For example, the multilateral prisoner’s dilemma
can take account of a number of the diverse considerations often referred
to collectively as “reputation” or “reputational sanctions.”36 The multilateral
prisoner’s dilemma must be at the core of an exogenous explanation of the
effectiveness of social norms. Finally, the multilateral prisoner’s dilemma
offers parsimony: in the CIL context, the factors that it takes into account
seem necessary, and there are no factors that seem superfluous.

The prisoner’s dilemma is a noncooperative game—meaning that the
players are unable to enter into binding agreements with one another. Al-
though treaties are binding agreements in a formal legal sense, it seems
appropriate at the outset to model CIL, including treaties, as a noncooper-
ative game since even treaties bind only through CIL itself. It may be ap-
propriate to relax the assumption that the general international legal
context is a noncooperative game, however, once we determine that the
CIL rule of pacta sunt servanda has binding force, lending binding force
to treaties and thereby incorporating an element of cooperation. While
pacta sunt servanda is critical to treaty law, it should be emphasized that it
does not affect our analysis of CIL.

On the other hand, we must recognize that CIL itself has two levels.
At the foundational level are the CIL rules regarding the formation and
binding nature of CIL itself. This rule is the analog to pacta sunt servanda,
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and it plays a similar role: serving as a foundational rule upon which other
rules of CIL may be built. For the moment, however, it seems appropriate
not to take such a rule into account. However, the conclusion of this chap-
ter suggests that CIL rules may be linked, or in effect networked, in such a
way that each rule supports compliance with each other rule, and perhaps
results in a foundational rule.

Thus, in a noncooperative, single-play circumstance, with a standard
prisoner’s dilemma payoff structure, we would expect noncompliance,37

which is each player’s dominant strategy; that is, each player’s payoff from
defection is superior to its payoff from cooperation, no matter what the
other player does. This “strongly dominant” strategy is illustrated in Figure
3.1: no matter what state B does, state A obtains a better payoff by defect-
ing, and vice versa.38

Therefore, under the rather restrictive assumptions of the true pris-
oner’s dilemma, each party invariably chooses the strategy that results in
reduced individual welfare and reduced aggregate welfare, compared to
the cooperative strategy. This outcome is inefficient. By analogy, states
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playing the CIL game (assuming prisoner’s dilemma–type payoffs) in a
bilateral single-play setting would fail to form or comply with a CIL rule
that increased individual and aggregate welfare. Cooperation is strongly
dominated; the resulting equilibrium is for both states to defect.39 The
same is true of a prisoner’s dilemma repeated a finite number of times,
with that number known in advance to the players. Again, the unique re-
sulting equilibrium is for each player to defect in each period, or round
of play.40

This conclusion is inescapable in theory, given the constraints of the
game: the outcome of the prisoner’s dilemma is, by definition, an ineffi-
cient equilibrium. This conclusion presents us, in effect, with a normative
goal: to modify the real-world circumstances so as to produce stable equi-
libria that are efficient. That is the major role of CIL—and of international
law generally.

Of course, in a world where there was effective third-party enforcement
of agreements, the response to the prisoner’s dilemma is obvious: the par-
ties would enter into a binding agreement to cooperate, thereby modifying
the payoff structure and escaping the prisoner’s dilemma. The prisoner’s
dilemma assumes, however, that its prisoners are held separately and can-
not negotiate, reach, or enforce a binding agreement.

In CIL there is no court of general mandatory jurisdiction and no pub-
licly appointed “policeman.” While we may draw analogies to the ICJ and
the United Nations, these institutions have substantial differences com-
pared to domestic courts and police. Therefore, it is appropriate initially to
assume that there is no capacity to make agreements that are binding—
which is obviously a simplifying assumption. In fact, the model described
here is meant to show that there are substitutes for agreements that are
made binding by extrinsic force, and that these substitutes may have bind-
ing force. Once the capacity to bind is established, the players are no
longer in a prisoner’s dilemma.

In the CIL game, there are four additional important distinctions from
the assumptions of noncooperative game theory, in general, and from
those of the prisoner’s dilemma, in particular. First, the players can com-
municate with one another (and can do so more readily today than during
the sixteenth to nineteenth centuries—when some of the fundamental
doctrines of CIL originally coalesced). Second, since states play a repeated
game with one another with no defined end date, they can respond at an in-
determinate future time to something done earlier. Updating of information
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and punishment are consequently possible. Third, not only is the game
(narrowly construed) characterized by a particular CIL rule, such as that
of diplomatic immunity, but it is also embedded in a dense fabric of rela-
tionships. Fourth, information regarding compliance is often readily acces-
sible; more so today, it would appear, than in the past. These distinctions
may transform the game into something quite different from the prisoner’s
dilemma; while nothing resolves the prisoner’s dilemma itself, modifica-
tions of the game may result in outcomes that are stable, efficient equilib-
ria. Indeed, given sufficient means by which states may bind one another,
it may be useful to use cooperative game theory to analyze some CIL cir-
cumstances. I examine this possibility in more detail in Chapter 4.

As will be illustrated below, one of the more difficult problems of multi-
lateral cooperation is a commons problem in which, as in the cartel con-
text, incentives to defect increase with the number of other states that
comply. The more that the commons is protected, the greater the benefits
of defection are. Where incentives to defect increase with the number of
players, we would expect the most severe challenge to cooperation. Not all
CIL contexts exhibit this characteristic.

Elinor Ostrom states that a “substantial gap exists between the theoreti-
cal prediction that self-interested individuals will have extreme difficulty in
coordinating collective action and the reality that such cooperative behavior
is widespread, although far from inevitable.”41 She cites considerable evi-
dence regarding the amount and circumstances of cooperation by individu-
als in multilateral collective action problems. The evidence shows that
individuals contribute to the resolution of these problems in substantially
greater amounts than the standard prisoner’s dilemma model would sug-
gest. Of course, much of the evidence is obtained in circumstances where
the assumptions of the prisoner’s dilemma are violated—by allowing indi-
viduals to communicate, enter into agreements, and repeat play.

Choice of Strategy

The next step in constructing a model of CIL is to postulate a plausible
strategy that states might play within the prisoner’s dilemma. There are
many choices, including tit for tat, grim trigger, and penance. These strate-
gies are stylized assumptions about state behavior, but they are necessary in
order to complete the model. The reader will see, however, that these
strategies are plausible state responses to defection by others in particular
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circumstances—in fact the criterion for choosing a strategy in developing 
a theory is plausibility. There are two ways in which retaliation might occur:
the harmed state alone retaliates (bilateral retaliation), or the broader com-
munity of states retaliates (multilateral retaliation). The fourth section of this
chapter discusses the possibility of bilateral or multilateral retaliation, and
how this choice would affect the model.

TIT FOR TAT Under “tit for tat,” states respond to defection with a single
defection. Tit for tat is one of the most frequently discussed strategies in
connection with repeated prisoner’s dilemmas. While tit for tat may win
evolutionary games,42 it is not credible: after a defection, the wronged
state will have incentives to accept an undertaking from the defecting state
that it will cooperate in future.43 Even more devastating to tit for tat is that
once one state defects, the game cycles endlessly between defection and
compliance.44 Given the implausibility of tit for tat, I reject it and do not
evaluate the implications of its use.

GRIM TRIGGER Second, states may respond to a single defection with
defection forever: a “grim trigger” strategy. There are two basic approach-
es that have been developed in the theory of repeated games. The first
assumes that any deviation is met with a response that maximizes the loss
that the deviator suffers—even if that course of action imposes costs on
the punishers. The second approach assumes that deviation results in
reversion to the Nash equilibrium45 of the prisoner’s dilemma: defection.
I adopt the latter approach since it appears to be more appealing to play-
ers. Essentially, I assume that in the event of deviation, the states revert to
the strategies that they would have adopted if no CIL rule had developed
in the first place. The grim trigger strategy is credible, as it calls for a
reversion to the dominant strategy of defection in response to an initial
defection.

The grim trigger strategy is nevertheless unappealing for the same rea-
son that failure to achieve a cooperative solution to the prisoner’s dilemma
is unappealing: it results in inefficiency. Thus, in his work on treaties relat-
ing to environmental commons problems,46 Barrett rejects the grim trig-
ger strategy because it fails to satisfy the criterion of collective rationality.
This criterion is a formal articulation of the intuitive concern that it would
be extraordinarily wasteful to abandon an efficient multilateral agreement
because of a single defection. While it would be individually rational to
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respond with defection forever—it simply calls for reversion to the Nash
equilibrium—that strategy is collectively irrational insofar as rational ne-
gotiators have incentives to renegotiate a cooperative arrangement after
defection. This renewed effort at cooperation renders the “defection for-
ever,” or grim trigger, strategy not credible.

The grim trigger strategy is thus not credible because it is not “renegoti-
ation-proof”;47 that is, after a defection, nondefecting states will have in-
centives to come together and cooperate with the defector, depriving the
grim trigger of credibility and therefore effectiveness. The defector can
make an appealing “let bygones be bygones” argument.48 An obvious coun-
terargument, however, is that renegotiation unravels if states perceive that
the defector’s argument may be made repeatedly. That is, once the players
understand that defection and promises of future compliance will go on
indefinitely, would they not decline to renegotiate the first time? More-
over, in the CIL context, we are operating on the assumption that states do
not have the possibility of forming binding agreements through renegotia-
tion, preventing this indefinite defection.

Nevertheless, there may be circumstances in which such renegotiation
is possible and the offer to renegotiate and abide by the results is credible.
If so, states will have incentives to defect, and an alternative, “renegotia-
tion-proof” strategy is needed. The penance strategy described below is a
“weakly renegotiation-proof” alternative.

With respect to the more empirical question of whether a grim trigger
strategy is actually used by states (that is, whether states respond to defec-
tion by defection forever), if we think not about the CIL that exists, but
about the CIL that does not exist, it is clear that states follow the grim trig-
ger strategy at least in some contexts. In fact, one might argue that the
grim trigger is the existing default strategy in CIL. That is, where a CIL
rule exists or is proposed for formation, and one state deviates, that may be
sufficient provocation to cause others to deviate forever in response: to kill
the rule multilaterally. The penance strategy described below is probably a
more broadly accurate description of the default strategy in use today.

PENANCE If renegotiation is possible and credible, states will prefer to
renegotiate after a defection, making defection an attractive option.49 The
strategy known as “penance”50 is both individually credible in that states
would individually find it attractive to play it, and collectively credible in
the sense that it is likely to be more attractive than renegotiation.51 Drew
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Fudenberg and Jean Tirole show that the following “penance” strategy
profile is “weakly renegotiation-proof”: begin in the cooperative phase,
where both states choose a cooperative play; if state A then defects, the
other state B immediately switches to defect for all subsequent periods
until and including the first period in which state A reverts to cooperation;
after that period, state B also reverts to cooperation.52

The logic of this strategy in the CIL context is that a state having de-
fected from a rule can have the rule reinstated only by accepting a single
period of punishment, in which it cooperates while the other state defects
against it. The overall span of punishment (defecting behavior by the state
defected against) is equal to the span of defection by the original defecting
state, ensuring that there is no net gain from defection. Chapter 4 provides
an argument for equal punishment in the context of World Trade Organi-
zation (WTO) dispute settlement.

A form of penance seems to be endorsed by the International Law
Commission as the CIL rule to be applied in international law generally.
Articles 49 to 54 of the Articles on State Responsibility provide that
countermeasures may be used only to induce a state to cease a wrongful
act and to make reparations;53 the countermeasures must be commensu-
rate with the injury.54

Equilibrium Selection, Coordination, and the Role of CIL

One of the problems in a multilateral prisoner’s dilemma is identifying the
strategy that other players are using, and then coordinating on a single
strategy. Fudenberg and Tirole conclude,

Thus, repeated play with patient players not only makes “cooperation”—
meaning efficient payoffs—possible, it also leads to a large set of other equi-
librium outcomes. Several methods have been proposed to reduce this
multiplicity of equilibria; however, none of them has yet been widely ac-
cepted, and the problem remains a topic of research.55

Under circumstances of multiple equilibria, “anything that tends to
focus the players’ attention on one particular equilibrium, in a way that is
commonly recognized, tends to make this the equilibrium that the players
will expect and thus actually implement.”56 While there is no formal solu-
tion to this problem in the literature on game theory, states may coordinate
through diplomacy, through other communication, or through their actions
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advancing particular customary rules. The selection among multiple equi-
libria may also be understood as a separate coordination game. Here, CIL
(as reflected, for example, in the Articles on State Responsibility), the
works of publicists, and institutions such as the International Law Com-
mission may also play a role.

Further Parameters and Assumptions

This section develops the more specific parameters and assumptions of the
model. It introduces the concepts behind these parameters, explains their
salience, and justifies the assumptions made in the model. Recall that the
basic model is a repeated prisoner’s dilemma, in which repetition of the
game in the future, with future payoffs from cooperation, increases the in-
centives to comply. Under these circumstances, compliance depends on
the frequency of future interaction, the patience of states to receive these
future payoffs, and the ability of states to identify defection by others.

Payoffs, Efficiency, and Symmetry

By postulating the payoff structure of the prisoner’s dilemma, we implicitly
assume that failure to reach a cooperative equilibrium—failure to reach an
implicit agreement—is inefficient. That is, the payoffs from cooperation,
such as transactions in jurisdiction, are greater than the payoffs from mutual
defection. Of course, there are many circumstances in which no implicit
agreement is needed and in which reaching one would therefore be ineffi-
cient. Our present goal, however, is to examine strategic barriers to implicit
agreement; reducing these barriers would generally increase efficiency, just
as reducing the general barriers to contract between private parties would
generally increase efficiency without requiring that parties contract in every
circumstance. This perspective is consistent with the first theorem of wel-
fare economics,57 the Coase theorem,58 and the “efficiency principle”: “If
people are able to bargain together effectively and can effectively imple-
ment and enforce their decisions, then the outcomes of economic activity
will tend to be efficient (at least for the parties to the bargain).”59 If the bar-
riers to bargaining are eliminated, and parties reach no bargain, we may as-
sume that there was no Pareto-improving bargain available.60

As stated above, I assume payoffs along the lines of the classic prisoner’s
dilemma. Even within this category, however, there is variation. Some

88 The Economic Structure of International Law



circumstances will be more like a commons problem or a cartel, in which
the greater the number of players that comply, the greater the incentives
to defect. Others will be the opposite, based on network effects, public
goods, or economies of scale: the more players that comply, the greater the
incentives to comply.61 In still other cases, the payoffs from defection may
not be substantially greater than the payoffs from compliance.

Different players may be affected differently by defection or compli-
ance. In the CIL field, there are notable cases of asymmetry. For example,
a state with an extensive diplomatic service will have more at stake in con-
nection with a rule of diplomatic immunity. A landlocked state may have a
different perspective on the territorial sea than a state with extensive
coastlines. Asymmetry affects each state’s incentives to comply.62

Identity and Number of Players

Prior work has been skeptical that cooperative multilateral outcomes can
be achieved in contexts that do not allow for formally binding agreements.
However, as suggested above, the industrial organization literature recog-
nizes important possibilities for cooperative outcomes in multilateral
settings—even with a large number of players—and these results would
appear to apply to the CIL game.

The number of players in any particular instance of the CIL game will
vary. The maximum number of players is the total number of states in the
world, although even this assumption may be an oversimplification.

Even limiting our universe to states, there would seem to be—with ap-
proximately 200 states in the world—a significant problem in obtaining in-
formation about positions and practices, as well as in coordinating actions.
However, while states may possess formal sovereign equality, they are not
substantively equal, and their participation in the CIL formation process is
not homogeneous.63 It may therefore be necessary to observe the behavior
of only the more important states.

Oscar Schachter wrote that

as a historical fact, the great body of customary international law was made
by remarkably few States. Only the States with navies—perhaps 3 or 4—
made most of the law of the sea. Military power, exercised on land and sea,
shaped the customary law of war and, to a large degree, the customary rules
on territorial rights and principles of State responsibility.64
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Critical theorists and postcolonial theorists of international law empha-
size the metropolitan origins of much of existing CIL. While historical cir-
cumstances have changed, of course, Schachter’s remark is suggestive of a
game in which the number of players varies, depending on the degree to
which their interests are implicated and also on their ability to affect out-
comes. In this game, players are heterogeneous across a number of param-
eters, including interests, power, and, as will be seen below, degree of
patience. In this sense, we may think of powerful states engaging in the
CIL formation-and-maintenance game as exerting power through the ar-
ticulation, formation, and maintenance of CIL rules. Schachter wrote of
general CIL, but it is also possible to have regional or other plurilateral
CIL.65

Some of the leading authors developing rationalist analyses of custom-
ary international law are skeptical that multilateral customary processes
can result in stable, efficient strategic equilibria under circumstances other
than pure self-interest or coercion. For example, Goldsmith and Posner
see little possibility for efficient resolution of prisoner’s dilemma games in
multilateral settings.66 While they see possibilities for efficient equilibria in
certain bilateral settings, they assume that “the bilateral prisoner’s dilemma
cannot in any event be generalized to the situation of multilateral coopera-
tion, which is such an important part of the traditional account.”67 In this
connection, they follow an established tradition, initiated by Mancur Olson
in 1965: “Unless the number of individuals in a group is quite small, or un-
less there is coercion or some other special device to make individuals act
in their common interest, rational, self-interested individuals will not act
to achieve their common or group interests.”68

Olson based his perspective on the assumptions that the benefit of co-
operation declines with the number of players, that the costs of monitoring
increase with the number of players, and that the costs of organizing retal-
iation increase with the number of players.69 It is obvious, however, that
these assumptions are general conjectures about the world70 and are not
necessarily true in any particular circumstances. Moreover, these assump-
tions are only a subset of the parameters worth considering. Finally, tech-
nological and social change has made it easier in some circumstances to
monitor and to organize retaliation.71 My model provides a broader con-
text in which to consider these, and other, parameters.

Kenneth Oye identifies three slightly different ways in which increasing
the number of players reduces the likelihood of cooperation: (i) increased
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transaction costs; (ii) decreased credibility of retaliation by third parties,
suggesting that players would not retaliate against a defector; and (iii) in-
creased heterogeneity of relative patience.72 That transaction costs would
increase (compared to transaction benefits) is merely a conjecture and, in
any event, could readily be counterbalanced by the possibility of economies
of scale and scope. As discussed above, the credibility issue may vary with
the strategy assumed. Furthermore, as discussed below, it is entirely pos-
sible that merely bilateral retaliation could support an efficient equilib-
rium. With respect to heterogeneous degrees of patience, as discussed in
more detail below, it is true that the ability to achieve cooperation would
depend on the degree of patience of the least patient state. One implica-
tion of this constraint is that patient states may find it useful to exclude im-
patient states from certain cooperative arrangements, or that cooperative
arrangements might survive the self-exclusion of impatient states. Patient
states may also be interested in increasing the patience of impatient states.

Information and Bilateral versus Multilateral Retaliation

The relative scale of information costs in the international system is some-
what different from that in a municipal setting. The cost of producing and
distributing information regarding state behavior may be a much smaller
fraction of the utility of cooperation in the international setting than in mu-
nicipal, interfirm contexts. Furthermore, there are significant asymmetries
among states in terms of the relative cost and value of producing informa-
tion. Epistemic communities among government officials may play an im-
portant role in information transmission.

There are significant differences between bilateral and multilateral
games, and between a multilateral game with bilateral retaliation and one
with multilateral retaliation. Under bilateral retaliation, information prob-
lems are significantly reduced, albeit not eliminated.

An important aspect of the structure of the CIL game pertains to the
ability to retaliate in a discriminatory manner. States may have trouble dis-
criminating in the application of sanctions for several reasons. First, they
may not be able to obtain information regarding the author of the violation.
Such uncertainty might occur, for example, with respect to pollution at sea
or a terrorist attack. Second, it may be costly for states to respond in a
discriminating way. For example, if the sanction involves trade barriers, the
sanctioning state must instruct its customs officers to discriminate among
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goods by origin. Third, and most important, the relevant good being pro-
duced by cooperation may be nonexcludable, as in providing public goods
or protecting the international commons. To the extent that states are un-
able to discriminate, their retaliation, if any, must be multilateral instead of
bilateral, which obviously limits the strategies that they are able to play and
the relationships into which they may enter. Thus, given that the strategies
available to a state are “cooperate” or “defect,” there are at least two possi-
bilities that we need to consider in connection with a multilateral game:

Bilateral retaliation: Defection by state A against state B leads to
punishment of A only by B: bilateral defection leads to bilateral
punishment; or

Multilateral retaliation: Defection by state A against state B leads to
punishment of A by all states: bilateral defection leads to multilater-
al punishment.

I focus my analysis on bilateral retaliation for three reasons. First, it
makes the analysis simpler without changing any of the qualitative conclu-
sions. Second, multilateral retaliation simply increases the incentives to
comply relative to bilateral retaliation. Since bilateral retaliation involves
milder punishment of defection than multilateral retaliation, the condi-
tions that support cooperation under bilateral retaliation will certainly sup-
port cooperation under multilateral retaliation. In other words, where
multilateral retaliation is possible, the conditions that I identify below are
sufficient, but not necessary, to support a multilateral rule: any degree of
patience that supports a multilateral CIL rule with bilateral retaliation will
also support such a rule with multilateral retaliation. Third, there is some
force to the argument that bilateral retaliation is a more plausible scenario
than multilateral retaliation in most of the situations in which the formula-
tion of CIL is likely to be considered. Articles 42, 48, and 54 of the Articles
on State Responsibility generally exclude retaliation by or against third
states for truly bilateral injury. These rules seem to limit the formal possi-
bility for multilateral retaliation against bilateral defection, at least within a
particular CIL rule. But where a CIL rule is not formed, or falls into
desuetude, we might understand that there would be implicit multilateral
retaliation in the form of noncompliance with the now-defunct rule, as
well as retaliation against noninjuring states.

In any event, in the model developed here, I assume that retaliation is
applied bilaterally—that if state A defects vis-à-vis state B, only state B will
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respond, and only against state A. If multiple states responded against
state A, it would simply make cooperation more likely by increasing the
punishment for defection.

Thus, assuming bilateral retaliation, we can represent a multilateral
prisoner’s dilemma game as a set of bilateral games—which is not, as will
be seen below, the same as assuming a bilateral game. Rather, it is a multi-
lateral game with bilateral retaliation.

Although as set forth above I assume bilateral retaliation in connection
with the basic formal analysis, it is worth discussing the possibility and im-
plications of multilateral retaliation. Under multilateral retaliation, we
would be concerned about the ability of players to find out about other
players’ characteristics or their compliance or defection history. On the
one hand, it may be costly for an individual player to find out for itself the
history of many other players. On the other hand, the potential responses
of many other players may add to the disincentives for defection. There
are economies of scale and scope in this type of system, which may coun-
terbalance increased information costs that exist in an n-player setting.73

Along these lines, Michihiro Kandori explains that informal enforce-
ment mechanisms fall into two categories: those that use personal enforce-
ment, and those that use community enforcement. These two categories
correspond to what I have been referring to as bilateral retaliation and
multilateral retaliation. Kandori examines circumstances in which social
norms work to support efficient outcomes in infrequent transactions—that
is, absent repetition that can allow personal enforcement, but under cir-
cumstances where community enforcement may occur.74 Thus, there may
be circumstances in which multilateral retaliation could substitute for rep-
etition. Alternatively, as noted above, multilateral retaliation could result in
cooperation in circumstances in which bilateral retaliation would be insuf-
ficient. Where members of a community can observe each other’s behav-
ior, community enforcement works in much the same way as personal
enforcement.75 Kandori assumes that this is precisely what occurs in small
communities. In this context, we might suggest that the global community
can itself be understood as a small community. CIL rules often address
matters that are public knowledge and are reported in the press. Imagine a
municipal community where each individual’s behavior is subject to jour-
nalistic and intelligence investigation.

Kandori assumes that private information is not shared among community
members. When observability is not perfect, obtaining private information
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regarding compliance with a norm, as well as the distribution of the pri-
vate information, will be more complicated, and costly. Cooperation may
be difficult to sustain because the community may not have defined ade-
quately the social norm, making it difficult to share information or identify
defectors. Kandori shows, in theoretical terms, that even where an individ-
ual does not have any direct information of other individuals’ behavior vis-
à-vis other community members, cooperative behavior can sometimes be
sustained. In the CIL game, with seemingly greater ability (relative to pri-
vate society) to observe the treatment of third parties, we would expect a
greater basis for cooperation.

Of course, multilateral sanctions are dependent on information regard-
ing defection and on a judgment that the subject has violated the relevant
norm. Information may be a trivial problem in certain areas of CIL, but a
difficult problem in others. Various institutional responses are possible to
provide greater certainty in judging violations. Judgments can depend on
individual state determinations, on community views, or on consensus, any
of which may follow the lead of a “reputation entrepreneur” or other ar-
biter or public leader. Such judgments can also be achieved, however,
through independent institutions such as courts.

As Milgrom, North, and Weingast argue with respect to the nonstate in-
stitutions that enforced compliance among early medieval merchants, “It
is the costliness of generating and communicating information—rather
than the infrequency of trade in any particular bilateral relationship—that,
we argue, is the problem that the system of private enforcement was de-
signed to overcome.”76 In developing this view, the authors argue that
third-party dispute settlement can assist in developing cooperation. They
argue, in particular, that third-party dispute settlement can solve the fol-
lowing information problem: if two parties have a dispute in which one ac-
cuses the other of defection, how can other members of the community
determine whether the accusation is true?77 However, third-party dispute
settlement—along the lines of their “law merchant,” a private purveyor of
information and evaluation—may be more valuable in resolving informa-
tion problems in the municipal context among traders than in the interna-
tional context among states. First, there may be fewer states than there are
potential traders in the municipal, trading setting. Second, as noted earlier,
the cost of information about state compliance may be a smaller propor-
tion of the value of CIL “transactions.” Milgrom, North, and Weingast
conclude that within the municipal context, given the lack of empirical
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evidence about the costs of running different kinds of institutions, it is not
possible to develop a formal model to show that their proposal for third-
party dispute settlement (with the equivalent of a law merchant) mini-
mizes information costs. They opine, however, that such a system seems to
incur only the kind of costs that are inevitable, and that it seems well de-
signed to minimize those costs.78

Under Milgrom, North, and Weingast’s proposal, the players accept the
third-party, informational role of the law merchant in order to develop an
efficient equilibrium. We might consider the extent to which formal inter-
national institutions such as the ICJ, the WTO’s dispute settlement pro-
cess, or its Trade Policy Review Mechanism fill a similar role in connection
with states, and whether nongovernmental organizations (NGOs), such as
Amnesty International or the World Wildlife Fund, or informal interna-
tional institutions, such as the Basle Committee (bank regulation) or the
Wassenaar Arrangement (export controls on dual-use commodities), can
do so in particular niches. Of course, entities such as the WTO, Basle
Committee, and Wassenaar Arrangement do not generally deal with CIL;
the point is that they may serve an information function that promotes
compliance with the treaties or with the informal rules that concern them.

In the model developed here we assume perfect information—which
seems reasonable given that we are also assuming only bilateral retaliation.
In order for multilateral retaliation to operate, however, information prob-
lems must be overcome.

Patience and Discount Factors, Horizon, 
and the Shadow of the Future

When international lawyers discuss incentives for compliance, they often
refer to the possibility of role reversal in the future: of reciprocity and re-
taliation. They hypothesize a degree of stochastic symmetry. How power-
ful is the shadow of the future? In repeated prisoner’s dilemmas, theorists
have shown that the degree to which players value future payoffs will have
an effect on players’ incentives to comply with a norm. All things being
equal, the extent to which a player values future payoffs will determine the
extent to which these future payoffs affect the player’s behavior.

The model developed here represents the extent of valuation of future
payoffs as a discount factor,79 a factor used to reflect the present value to a
particular player of future payoffs. The discount factor reflects the player’s
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preference for payoffs now versus payoffs in the future. It is a central vari-
able that interacts with other variables such as the per-period magnitude
of future payoffs, the relative payoffs from defection versus cooperation,
the horizon or number of periods predicted, frequency of repetition, the
number of other players (under multilateral retaliation), and the degree of
linkage to other relationships.

While it might be argued that the CIL game will continue forever, it is
useful to assume—in order to emphasize the role of patience in the
model—that the game will be finite but that at any given time, it is un-
known when it will end. Thus, it makes sense to assume that at any given
moment, there will be a long, but finite, horizon.

Public choice considerations would counsel that horizons vary. After all,
if the real interaction is not between states, but between governments, we
must recognize that governments have varying effective horizons. Govern-
ments come and go. The relationship between state and government hori-
zons is to some extent determined by the degree of accountability of the
government—the degree to which it represents the interests of its con-
stituents. A democracy may have a shorter horizon than a dictatorship.
Some states may have more frequent or more imminent elections at par-
ticular moments. Independent of questions concerning the frequency or
imminence of elections, we would want to model the relative stability of
the ruling party or coalition. Much depends on the prospects for reelection
or, in a dictatorship, on its stability or the stability of its policies, including
their susceptibility to variation due to corruption. Furthermore, it may be
useful to examine whether the real actor is neither the state nor the gov-
ernment, but a more entrenched bureaucracy. Transnational networks,
composed of networks of entrenched bureaucrats, may have greater dura-
bility than international networks, composed of transient governments.
The model presented here combines this question of an individual state’s
or government’s time horizon with “patience.”

It is generally understood that a mutually beneficial outcome can exist as
a credible equilibrium of the prisoner’s dilemma where the game is re-
peated, subject to conditions relating to the players’ discount rates and the
time horizon.80 With repeated play, current actions can be conditioned on
past actions, introducing the possibility of rewarding cooperation and pun-
ishing defection. Repetition by itself is not sufficient, however, to secure
continued cooperation. If the game is repeated a known, finite number of
times, both players will have an incentive to defect in the final period, and
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the game unravels from there to immediate defection.81 By contrast, if the
game is repeated indefinitely, then “all players defecting every period” will
remain a credible equilibrium, but there may be additional credible equi-
libria, depending on the parties’ discount factors.82

As Fudenberg and Tirole have noted, “if the players are sufficiently pa-
tient, then any feasible, individually rational payoffs can be enforced by an
equilibrium. Thus, in the limit of extreme patience, repeated play allows
virtually any payoff to be an equilibrium outcome.”83 Under circumstances
of high discount factors, when players are “patient,” the short-term gain
from defection in one play is outweighed by the aggregation of even small
losses in all future periods. Fudenberg and Maskin show that frequent
transactions with the same partner—regardless of the number of players,
the number of strategies available, or the size of the payoffs—make it pos-
sible to reach an equilibrium with efficient trading.84

Multisector Contact

One of the assumptions underlying the prisoner’s dilemma is that the
game is self-contained. Casual observation of international society suggests
that there are many linkages,85 however, with the result that few issues can
be isolated.86 Players can bind one another in a variety of ways, including
by linking the present game to other games in a “supergame.” In fact, de-
pending on how we define the game, we can simply term repeated interac-
tion in multiple contexts “repetition,” or term it linkage of separate games,
depending more on definitional convention than on substance.

Firms—and states—operate in multiple markets and encounter other
firms, or states, in multiple contexts: as competitor here, as supplier there,
as co-conspirator elsewhere. Industrial organization economists studying
the effect of multimarket contact have found that this cross-sectoral activity
may support cooperation.87 For example, Giancarlo Spagnolo has noted
that in the case of multimarket contact, collusion—in our context,
cooperation—“can be viable in a set of markets even when in the absence
of multimarket contact it could not be supported in any of these markets.”88

He argues, moreover, that “multimarket contact allows firms to use the
threat of a simultaneous punishment in more markets” and that this threat
“is stronger than the sum of the independent punishments because a firm
being punished in one market has a higher marginal valuation of profits,
therefore it values more the losses from punishments in other markets.”89
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One important difference between the commercial context and the in-
ternational relations context is that state relations in the international con-
text almost always cross a number of sectors.90 States relate to one another
in a variety of contexts, with varying roles in each context. Thus, in one
context, a particular state may be concerned about the scope of its pre-
scriptive jurisdiction, whereas in another context it may be concerned
about the scope of its responsibilities to protect foreign diplomats. As a re-
sult, while there may be a “prescriptive jurisdiction game” that is in some
dimensions separate from the “diplomatic immunity game,” these games
may be linked. In fact, states regularly link issues in international rela-
tions,91 with the result that it is not possible to establish precise boundaries
for any particular game.

Defection in one area may have consequences in another, with the pos-
sibility of cross-sectoral punishment. Thus, it is not enough to examine
whether states have sufficient incentives for compliance within a particular
sector or arrangement; one must also analyze the effect of activity in other
sectors. Hitoshi Matsushima argues that multimarket contact can take the
place of perfect information as a basis for a stable equilibrium of implicit
cooperation. He shows that with multimarket contact, cooperation can
take place even under circumstances of relatively low discount factors.92

This conclusion suggests that international cooperation in different sectors
may be mutually supportive, and that there may be a kind of network ef-
fect that makes each additional instance of cooperation more attractive
than it would be absent existing instances.93 This game-theoretic perspec-
tive provides support for the early neofunctionalist hypotheses regarding
international economic integration.

George Downs and Michael Jones have argued that a particular state
may have multiple reputations, within multiple contexts.94 Without further
empirical study, however, it is not possible to know how much segmenta-
tion exists in states’ reputations. Such research would examine the extent
to which different ministries within states, and different “epistemic com-
munities” on a transnational basis, communicate across sectors. Neverthe-
less, it seems clear in both theory and practice that segmentation is not
necessarily complete, so that defection in one context may potentially have
consequences within another context. Unfortunately, when the “real” deci-
sion maker is a subnational actor,95 such as a bureaucracy with a defined
sectoral mandate, the effectiveness of intragovernmental communication
between sectors may be significantly compromised. For this reason, it may
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be useful to assign broad international relations authority to centralized
ministries of foreign affairs. Finally, it may be that segmentation of reputa-
tion is efficient from the standpoint of domestic accountability in that it al-
lows different parts of a national government to take responsibility for
their own relations and to develop the kind of reputation that maximizes
returns within the relevant segment.

It should be noted that Downs and Jones’s argument is explicitly about
treaties, not custom. In a treaty setting, despite the broad scope of remedies
available under the Articles on State Responsibility, states might be under-
stood as implicitly accepting only intratreaty remedies for breach. In the
custom context, however, there is no explicit or implicit limitation on re-
sponsive or remedial action. Therefore, it may well be that in this more
delicate and nuanced context—where there is no implicit consent to
limitation—states would consider themselves less constrained when con-
fronted with a breach. In addition, much responsive action in this informal
setting is likely to take the form of abstention from future transactions,
rather than some form of punishment within the context of the present
transaction.

In their study of the behavior of medieval merchants, Milgrom, North,
and Weingast explain that “if the relationship itself is a valuable asset that a
party could lose by dishonest behavior, then the relationship serves as a
bond.”96 Thus, the shadow of the future effect is intensified by multimar-
ket contact and perfect information. The broader this effect, the greater
the likelihood that individual states will respect particular rules.

Plausible Examples of the CIL Game

Before developing the model and its implications, it is worthwhile for us to
stop and suggest how certain actual CIL rules might fit into this frame-
work.

As indicated earlier, the purpose of this chapter is merely to elaborate a
model that demonstrates the plausibility of efficient equilibria in a multilat-
eral prisoner’s dilemma model of CIL. I did not set out to prove that such
efficient equilibria exist in nature, or to prove any of the hypotheses that
flow from the model. It is nevertheless useful, by way of illustration rather
than proof, to set out some examples of circumstances that might plausibly
be characterized as international multilateral prisoner’s dilemmas that seem
to have reached cooperative equilibria, as opposed to reflecting the outcome
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of intrinsic self-interest, narrow coercion, bilateral coordination, or a bilat-
eral prisoner’s dilemma. My characterization of these examples, like those
advanced by others, is dependent upon subjective judgments as to the pay-
off structure that these circumstances may entail. Without data regarding
payoffs, it is not possible to do better.

As suggested in Chapters 1 and 2, much of international law relates to
either the allocation of authority or, conversely, the allocation of responsi-
bility for harm. These types of rules may be analogized to rules of property
and tort. So, for example, iconic CIL rules—for example, those relating to
diplomatic immunity, sovereign immunity, territorial sovereignty, and the
territorial sea—may be understood in terms of allocation of authority,
which may be assimilated to property. Rules such as responsibility for
harm to aliens, or responsibility for environmental harms to other states,
may be assimilated to tort. Both types of rules have to do with the alloca-
tion and transfer of entitlements.

The strategic context for formation of property or tort rules depends on
a number of parameters, including the costs and benefits of the resource,
the potential harm, the degree of natural excludability and the cost of arti-
ficial exclusion, the degree of rivalry of consumption, the degree of bilat-
eral monopoly, and the transaction costs of negotiation. I outline below
four examples that seem to follow the multilateral prisoner’s dilemma
structure. Of course, any suggestion that a particular game fits a particular
context is simply a conjecture, contingent on actual knowledge of the pay-
offs and other factors.

Restrictive Theory of Sovereign Immunity

Under the traditional, “absolute” theory of sovereign immunity, which was
applied by the United States until the 1952 “Tate Letter,” states enjoyed
jurisdictional immunity from foreign courts whether engaging in “sover-
eign” acts or “commercial” acts. With the rise of state trading and interna-
tional commerce, however, more and more private persons discovered that
they had no legal recourse in dealing with foreign states.

This state of affairs may be characterized as a multilateral prisoner’s
dilemma. It is plausible that each state individually would be better off, in
terms of its potential responsibility to private persons, maintaining the ab-
solute theory of sovereign immunity. If all states take this position, how-
ever, then commercial enterprises may suffer more harm, trade may be
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diminished, and global welfare may be reduced. Due to differences in uti-
lization of state trading, there may be a degree of asymmetry; the Soviet
Union and its satellites favored absolute immunity during the latter half of
the twentieth century.

During this same period, the United Kingdom, the United States, and
most trading states moved to adopt the “restrictive” theory of sovereign
immunity, which holds that states lack immunity for acts of a commercial
nature. When states adopted the restrictive theory, they accepted the pos-
sibility of lawsuits against them. If a state were to decline to adopt the re-
strictive theory (or were to renege on its adoption of the restrictive theory)
and therefore claimed absolute immunity, it would be required, in turn, to
grant absolute immunity to foreign states, reverting to the presumably less
efficient status quo (the grim trigger strategy). States therefore had suffi-
cient incentives to “cooperate” in enhancing global welfare by adhering to,
and continuing to adhere to, the restrictive theory. They contributed their
own acceptance of liability.

When the first state shifted from the absolute to the restrictive theory, it
was possible that other states could have claimed a violation of the tradi-
tional rule of CIL: absolute immunity. Instead, they gradually accepted the
restrictive theory. The model presented here suggests that they may have
done so in light of the possible future gains from acceptance of the restric-
tive theory. With the rise of trade, and especially of state trade, the issue of
sovereign immunity has arisen with increased frequency, which, in my
model, suggests greater possibility for compliance.

Sovereign immunity is not easy to characterize as a series of bilateral
games, but is better characterized as a multilateral game, with the possibil-
ity of bilateral retaliation while adhering to the restrictive theory, or multi-
lateral retaliation if the restrictive theory is rejected completely. It is a
multilateral game because the uniform acceptance of the restrictive theory
has positive effects in terms of both public goods (by increasing world
trade) and network externalities (by reducing the need to check which
states have adopted the restrictive theory, thereby decreasing the costs of
contracting).

Cross-Border Environmental Harm

The rule of sic utere tuo, adopted in the Trail Smelter Arbitration,97 is de-
rived from, and remains akin to, the early common law of nuisance.98 In
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allocating responsibility to the source state with respect to transboundary
pollution, it requires the internalization of externalities. We may under-
stand this rule, like the coordinate domestic law of nuisance, as a response
to a collective action problem. Each individual state has incentives to ex-
ternalize pollution if it fails to take into account harm to downwind or
downstream states. The Coase theorem teaches that every externality
need not be internalized. There will be transaction cost contexts, however,
in which internalization is useful.

The case of transboundary pollution may be understood using the pris-
oner’s dilemma, assuming that global welfare may be increased if each
state internalizes externalities in making decisions about pollution. Each
state individually has incentives to violate this rule. The CIL rule of sic
utere tuo arose in order to establish a rule of internalization. It is enforced
by the threat of grim trigger, in the form of a “pollute thy neighbor” rule,
or by the implicit threat of smaller retaliation along the lines of penance.
The sic utere tuo rule applies when pollution crosses a single border, as
well as when it crosses multiple borders. Furthermore, the transboundary
pollution problem, like the nuisance problem, is one where there may be
economies of scale in uniformity of arrangements. Therefore, this game is
not simply a bilateral one.

The emergence of the sic utere tuo rule in international law could plau-
sibly follow a similar path to the emergence of the coordinate rule, or other
property rights, in domestic law.99

To the extent that a specific type of environmental protection, such as
preservation of the ozone layer, is inexhaustible (meaning that one person’s
enjoyment does not diminish other persons’ enjoyment), it may be that the
benefits of participation rise with the number of states that participate.
Not all environmental goods will have the same payoff structure, so the sic
utere tuo rule would require extensive analysis. That is, there may be some
environmental goods that have characteristics of a commons problem, in
which it may be more difficult to support cooperation among larger num-
bers of players.

Territorial Sovereignty and Prohibition on 
Acquisition of Territory by Force

The general and specific rules associated with territorial sovereignty may
also be modeled, like property rights, as a multilateral prisoner’s dilemma.
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In particular, during the last century, the CIL rule precluding formal ac-
quisition of territory by force seems to have met with stronger compli-
ance.100 We may understand this principle as a disincentive for the use of
force. If states are restrained by a principle of nonacquisition, they will
have weaker incentives to use force. How can we understand the emer-
gence of this principle?

Each state individually has incentives to retain the option to acquire
territory through the use of force. However, each state also wishes—
defensively—to remove the flexibility of other states to acquire its terri-
tory, and perhaps that of others, through the use of force. Although each
state has incentives to defect, it refrains from doing so because of fear of
retaliation in other areas, or in the narrower area of acquisition of terri-
tory. Again, we can see that either grim trigger or penance may serve to
maintain the equilibrium of not engaging in acquisition by force.

This problem does not seem to have the characteristics of a commons
or a cartel. That is, it does not appear that the incentives to violate would
increase with the number of states that comply. If many states had designs
on the same territory, as in colonial times, we might see that happening—
which is perhaps why a rule against acquisition by force only arose more
recently. This rule may have security benefits that rise with the number of
states that adhere. That is, the greater the number of states that adhere,
the lower the incentives preemptively to attack and therefore the lower
each state’s defense budget must be. Thus, it is plausible that this rule
would result in increasing incentives to comply as the number of adher-
ents increases.

Territorial Jurisdiction

CIL includes the norm of territorial jurisdiction. Each state generally has
jurisdiction over conduct within its territory. There is some dispute re-
garding the scope for “extraterritorial” jurisdiction, specifically with regard
to conduct abroad that has adverse effects within the territory of the state
seeking to assert jurisdiction. According to Sections 402 and 403 of the
American Law Institute’s Restatement (Third) of Foreign Relations Law,
and according to a number of states and scholars, there are substantial lim-
its on a state’s right to assert extraterritorial jurisdiction. According to the
Restatement, states may not exercise jurisdiction when it would be “unrea-
sonable” to do so in light of the various connections and interests involved.
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For our purposes, the only important fact is that there is some arguable
limit. We can understand this limit within the prisoner’s dilemma model. It
is noteworthy that, while the United States has on occasion asserted the
right to apply its law “extraterritorially,” it has often done so at significant
diplomatic cost and has accepted some limits on its assertion.

We may assume that each state would prefer to exercise jurisdiction
without limit, in order to address circumstances that may impose negative
externalities on its citizens. However, each state is restrained by the fear
of reciprocation or retaliation, possibly resulting in a stable and efficient
equilibrium.

The CIL Game

The discussion in the second and third sections of this chapter indicates
that there are many possible assumptions that we might make in developing
a CIL game. As noted above, I have chosen to focus on one such game—
the repeated prisoner’s dilemma—for three principal reasons. First, as
discussed above, it is appropriate to assume a setting in which all of the
relevant states prefer formation of, and compliance with, a CIL rule to the
other possible outcomes. Second, however, I am also assuming, consistent
with many real-world situations, that each state can gain from deviating
from the cooperative outcome. Third, I am assuming a noncooperative
game context in which there are no centralized means to enforce any agree-
ment not to deviate. Interestingly, once the CIL rule of pacta sunt servanda
comes into being, it may be appropriate to assume a cooperative game.
However, in order to examine the structure of CIL, it is more appropriate
to assume a noncooperative game.

The games developed below allow us to identify plausible circumstances
under which the repeated prisoner’s dilemma can result in efficient equi-
libria both bilaterally and multilaterally. Moreover, they show what types
of contexts, including malleable institutional features, may affect the abil-
ity of states to reach such equilibria.

Under the payoff assumptions of the prisoner’s dilemma, each state
prefers unilateral defection to bilateral cooperation, and bilateral coopera-
tion to bilateral defection. The multilateral context of this game is captured
by the assumption that some or all of the payoffs in each of the component
bilateral games are functions of the number of states in the multilateral con-
text, and of the number of states cooperating. Given the assumptions of the
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prisoner’s dilemma, we have the standard result that all states defect. In
other words, no CIL rule will be formed.

Assume, instead, that the bilateral game is repeated indefinitely. To make
this assumption more concrete, assume that in any given period, each state
believes that, with some probability less than certainty, this game will be
played again. Further, suppose that each state has a particular level of pa-
tience represented by a discount factor. Now consider whether cooperation
can be sustained as an equilibrium when the game is repeated indefinitely.
In order to achieve that result, cooperation must be a “subgame-perfect
equilibrium,” meaning in this case that cooperation induces a set of strate-
gies such that each state’s strategy is an optimal response to the other states’
strategies at every repetition of play. One such strategy profile that has the
potential to support such an equilibrium is the grim trigger strategy:

(i) Cooperate if both states have cooperated in all prior periods.
(ii) Defect in this period and all subsequent ones if either state has

defected in any prior period.

As discussed above, an alternative strategy profile, addressing the problem
of credibility (collective rationality), is “penance”:

(i) Cooperate if both states have cooperated in all prior periods.
(ii) If one state defects in one period, the other state defects in all

subsequent periods until the initially defecting state cooperates.
(iii) After the initially defecting state cooperates for one period while

the other state defects, the latter state returns to cooperation.

Under either of these strategies, if both states are sufficiently patient—
that is, if they sufficiently value future payoffs—both states will cooperate
in all periods. The question of the sufficiency of their patience is termed
the “patience condition.” Stated differently, if both states’ actual discount
factors exceed a calculated “critical discount factor,” cooperation will
ensue.101 The critical discount factor represents the extent to which states
value future payoffs.

The patience condition can be interpreted in other ways that are di-
rectly relevant to our analysis. First, CIL is more likely to emerge and be
sustainable when the returns to cooperation—that is, the payoffs from
cooperating—are high relative to those to defection and when the returns
to unilateral defection are low. Second, CIL is more likely to be formed
between relatively patient states: those with relatively high discount
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factors. Third, CIL is more likely where the probability of continued inter-
action between the participating states is high.

The important question to which we now turn is the one raised by Gold-
smith and Posner. Does increasing the number of participants make it
tougher to sustain cooperation? For that to occur, it is necessary that the
critical discount factor becomes higher—more difficult to meet—as the
number of states involved increases.

The simplest, but probably least likely, case is that in which none of the
payoffs are affected by the number of states involved. In that situation, the
multilateral CIL rule is no more than the aggregation of a series of inde-
pendent, bilateral CIL rules and consequently is no more difficult to sus-
tain than the individual bilateral rules. Goldsmith and Posner accept that
at least some bilateral prisoner’s dilemmas could be resolved by CIL.

It is more likely, however, that the multilateral context has some rele-
vance in that the number of states that are effectively party to the multilat-
eral CIL rule will affect some of the payoffs.102 This impact could derive
from the public goods or network aspect of the establishment of the CIL
rule itself (a point to which we turn below) or, more generally, from the
possibility that the greater the number of states that are party to a CIL
rule, the greater will be the aggregate benefits that flow from that rule.

The situation that is most often considered, however, has the following
characteristics. First, the payoff for each state from cooperation de-
creases as the number of states party to the CIL rule increases. Second,
the payoff for a state from defection is greater when there are more
states that continue to abide by the CIL rule. Third, nonformulation of a
CIL rule leaves states in an autarkic situation, so that the payoff from
nonformulation or total breakdown of a proposed CIL rule is the same—
independent of the number of states. In such circumstances, it follows
that the critical discount factor is increasing with the number of states
involved. The implication is that multilateral CIL is, indeed, harder to
sustain than bilateral CIL.

It would be wrong to infer, however, that such CIL rules are impossible,
or even highly unlikely, to be sustained. First, we are more likely to see
multilateral CIL among states that have, and are expected to have, interac-
tions over an extended period. Second, multilateral CIL rules are more
likely between “patient” states, meaning states that tend to value future
payoffs more highly than others. Third, multilateral CIL rules are more
likely to hold when the relevant interactions are frequent.
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Moreover, there are three additional countervailing forces that can work
to sustain multilateral CIL. The first follows from our analysis above. It is
not difficult to imagine circumstances in which the gains from unilateral
defection decrease with the number of states while the gains from cooper-
ation increase with the number of states. In such circumstances, the con-
ventional argument is actually reversed. Multilateral CIL rules are easier
to sustain than bilateral rules.

Under what circumstances might this occur? One possibility103 is that
the rule relates to the investment by each participating state in the provi-
sion of a public good.104 As more states participate, the investment in that
public good increases, as does the benefit from cooperation for each indi-
vidual state. By contrast, the gains from defection can be expected to de-
crease with the number of states. The same is likely to be true for policies
with strong network effects—for example, common international technol-
ogy standards or common international disclosure standards relating to se-
curities offerings.105 A single state may gain from going it alone, but the
potential gains are likely to be less as the state’s position becomes more
isolated—that is, as the state remains a single standout while an increasing
number of other states adopt a common standard. A third possibility is that
there are reputation effects that increase as more states comply with a par-
ticular rule. A state gains from defecting on a rule, but the act of defection
harms the state’s reputation, making it less likely that the state will be able
to make agreements with other states.

The second countervailing effect arises when states are involved in a se-
ries of international rules (including treaty rules) with overlapping groups
of partners. In such a case, defection on one rule has potentially harmful
effects for all of the rules to which a particular state is party. This situation
is similar to one in which the potential for multimarket contact serves to
maintain collusion between firms.106

In any multilateral context in which states enter into both bilateral
and multilateral rules, the critical discount factor—that is, the discount
factor required to sustain cooperation—decreases with an increase in
the number of bilateral rules to which each state is subject. This result
leads to a simple, but compelling, proposition: a state can use “excess”
enforcement power in bilateral cooperation to sustain multilateral coop-
eration. This is not airy theory: states generally seek to establish and
exploit linkages in order to add to the incentives for compliance by
other states.
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The third possibility is related to the second. Multilateral cooperation is
more easily sustained when it involves frequent interactions among the
member states.

The second and third possibilities can, of course, interact. States may be
subject to multiple rules—with some involving frequent interactions and
some involving infrequent interactions. By the same argument as above, a
state can use “excess” enforcement power available in connection with
rules involving frequent transactions to sustain rules involving infrequent
transactions.

Thus, there is a significant set of cases in which it will be possible to
form multilateral customary rules of international law. The likelihood of
formation in any particular circumstance will depend on a number of fac-
tors, including (i) the relative value of cooperation versus defection; (ii)
the number of states effectively involved; (iii) the extent to which increas-
ing the number of states involved increases the value of cooperation or
the detriments of defection, including whether the particular issue has
characteristics of a commons problem, a public good, or a network; (iv)
the information available to the states involved regarding compliance and
defection; (v) the relative patience of states to realize benefits of long-
term cooperation compared to short-term defection; (vi) the expected du-
ration of interaction; (vii) the frequency of interaction; and (viii) the
existence of other bilateral or multilateral relationships between the
states involved.

Implications

The model presented above suggests that CIL may affect behavior and
that its ability to do so will vary with the circumstances. Flat assertions that
multilateral CIL cannot produce stable equilibria are false in theory, and
can only be proven true in particular circumstances. This model has impli-
cations for international legal theory, for CIL doctrine, for policy, and for
research.

International Legal Theory: CIL May Affect Behavior

The discussion in this chapter’s second and third sections, coupled with
the model described in the fifth section, suggests that there is a significant
set of cases in which CIL will affect behavior. Since we cannot here assess
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the actual value of cooperation to states, or their discount rates, or many of
the other factors included in the model, it is impossible to say with cer-
tainty how often, or by how much, CIL affects behavior. But it is equally
impossible to say that it does not affect behavior, that it seldom does so, or
even that it has only marginal effects. Therefore, CIL is plausible.

CIL seems no less plausible than social norms in the domestic context.
In fact, there are reasons to believe that it may be more plausible—based
on economies of scale and scope in the production and distribution of in-
formation, and on multisector contact. There are also countervailing fac-
tors, however, including the possibility that governments acting in
international society may have less sense of permanence and stability than
individuals in intrastate contexts or communities—which may make the
latter more patient and consequently more likely to adopt and maintain so-
cial norms. Interestingly, this analysis suggests that states generally have an
interest in the development of domestic political institutions that will in-
still “patience” in other states. Patience may be associated with accounta-
bility, which constrains governments to be responsive to the long-term
interests of constituents.

Normative Implications: Institutional Modifications

The prior analysis has a number of potential implications for policy. As
Mark Chinen has noted:

Perhaps game theory’s greatest potential for contributing to international
law is to provide a rigorous means of describing and articulating important
aspects of state interaction and cooperation. The hope is that fully devel-
oped game theoretic models will help states design law that creates or en-
hances the conditions for cooperation, if such cooperation is desirable.107

THE ROLE OF REGIONAL OR PLURILATERAL CUSTOM As demonstrated
above, the number of states involved in forming a particular customary
rule may have a significant effect on the ability to form and maintain a rule.
As we have suggested, this effect will differ in direction, depending on the
context. Therefore, states may find that they can develop regional or other
plurilateral rules of CIL in circumstances where multilateral rules are
more difficult to establish. Regional or other plurilateral intensification of
relationships, such as in the European Union or the Organisation for
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Economic Co-operation and Development, may establish the conditions
for greater use of custom.

NETWORK EFFECTS IN INSTITUTIONALISM International cooperation in
different sectors may be mutually supportive, and there may be a kind of
network effect that makes each additional instance of cooperation more
attractive than it would be absent existing instances. This game-theoretic
perspective provides support for the early neofunctionalist hypotheses
regarding international economic integration and suggests the potential
rationality of cooperation “for its own sake” or in order to facilitate further
cooperation. It also provides theoretical support for strategies of “con-
structive engagement” outside the CIL context. Network effects may be
enhanced in regional or other plurilateral contexts by concentrating and
intensifying relationships.

THE INFORMATION ROLE OF NGOS AND INTERNATIONAL COURTS By
disseminating information regarding compliance with particular norms,
NGOs or international organizations may play a critical role in improving
the availability of information, thereby facilitating the development of
CIL. In cases of complex rules or facts—and where, under a regime of
autointerpretation, states may argue over compliance—courts or other “in-
dependent” third parties may resolve this information problem more
definitively.

CUSTOM AND TREATY This chapter applies the literature of law and
social norms in a way that suggests how to bridge the gulf between law and
social norms—one that is not as readily apparent in the domestic context.
It recognizes that law, on the one hand, and social norms, on the other, are
alternative or sometimes complementary means of social control or social
cooperation. It thus suggests the utility of comparative institutional analy-
sis108 between law and social norms.

Custom is a mechanism for international “legislation” that requires only a
degree of consensus, not affirmative unanimity. Given the difficulty of es-
tablishing global treaties without significant holdouts, and given the need to
avoid free riders, we might understand the CIL process as an alternative
mechanism for global legislation. A rule of consensus acts as a default rule
that promotes compliance and that increases the bureaucratic costs of “per-
sistent objectors.” We recognize that this type of strategy would raise con-

110 The Economic Structure of International Law



cerns regarding democratic legitimacy. This type of legislative technique is
not more invasive than majority voting, however, and the “persistent objec-
tor” rule allows states to opt out of rules that raise sufficient concern.

There is less of a distinction between CIL and treaty than there is be-
tween social norms, on the one hand, and municipal law (including the law
supporting enforcement of contracts), on the other. Since treaties are, in
legal theory, supported only by CIL and by institutions created by treaty,
rather than by an exogenous force, they are something less than contrac-
tual. In fact, we may understand treaties as an extension of custom or of so-
cial norms. They are, taken together, an important extension, with the
capacity to specify required performance in greater detail and to establish
more detailed agreement on the content of the relevant norm, thereby
overcoming significant information problems relevant to compliance.
Moreover, to the extent that treaties specify binding dispute settlement,
additional information problems may be overcome.

Since treaties have a greater capacity for concreteness than custom, they
lend themselves more to specificity—that is, to rules as opposed to broad
standards. Treaties also are more amenable to domestic ratification, which
is both a burden in terms of efficiency of agreement and a benefit in terms
of accountability. As is anticipated in the literature of rules versus stan-
dards,109 custom may serve as a pathfinder for later established, more spe-
cific treaty rules. Conversely, treaty structures, including dispute settlement,
may serve as an institutional setting to promote custom.

Doctrinal Implications: A Contractual Approach to Opinio Juris

This chapter has not yet directly addressed the argument by Goldsmith
and Posner that CIL generally does no work—that state behavior is not
motivated by CIL, but only by self-interest.110 The implication of this ar-
gument, not made explicit by Goldsmith and Posner, is that CIL does not
exist, because CIL doctrine requires practice motivated by opinio juris—
by CIL. The Goldsmith-Posner argument is subject to several responses.

CIL RULES MAY AFFECT BEHAVIOR First, the discussion in the second,
third, and fifth sections of this chapter shows that CIL may affect behav-
ior. My refutation of the argument that the multilateral prisoner’s dilemma
is unlikely to be resolved shows that it is plausible that state behavior is
affected by CIL.
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A CONTRACTUAL APPROACH TO OPINIO JURIS Under the Restatement
formulation, CIL does not exist without opinio juris, or the sense of legal
obligation. As D’Amato suggests,111 however, it seems that this require-
ment is circular: the first state that complies “from a sense of legal obliga-
tion” must do so erroneously. There may be a solution to this paradox.

Analogizing CIL to social norms, it seems appropriate to suggest that in-
stead of a “sense of legal obligation,” the Restatement formulation might
more correctly refer to an “intent to create or accept a rule of law.”112 As
suggested by the formulation contained in Article 38(1)(b) of the ICJ
Statute, we may, in addition, refer to a “sense of incipient legal obliga-
tion.”113 CIL may arise in the international system in just the way that so-
cial norms arise in the domestic setting, with the same possible beneficial
effects in terms of cooperation and coordination. The social norms analogy
suggests, with Myres McDougal, Maurice Mendelson, Edward Swaine,
and Hugh Thirlway,114 that we may understand the initial act of “compli-
ance” not necessarily as an error, but as an offer or as an act of leadership.
The offer and acceptance must generally take the form of practice.

Consider the development of social norms in the municipal setting. In
Shasta County, at the time that a cattle farmer first returned a lost calf to its
owner without charge, despite a lack of legal obligation, there existed no
relevant social norm. Yet that action—perhaps recognized by its author as
providing efficiencies that would eventually benefit him if multilateralized,
or perhaps motivated by something else, but interpreted as a proposal to
initiate a rule—began a process that resulted in a new “social norm.”

If we understand the “sense of legal obligation” in the Restatement not
as referring to a fully formed legal rule, but as a perception or assertion
that a legal rule would be beneficial, the circularity problem is resolved.
Thus, custom must be understood not as mere action, but as an initial or
continuing proposal for collective action over time, with acceptance evi-
denced by compliance. A state may test a proposed rule of collective action
informally—as, in effect, a trial balloon—without the domestic or interna-
tional costs that otherwise might attend the proposal.115 Supporting this
approach, a recent report of the International Law Association explained
that opinio juris requires practice “in circumstances which give rise to a le-
gitimate expectation of similar conduct in the future.”116 This understand-
ing also offers a plausible explanation of changing rules of CIL. In fact,
there is no real difference between initiation and change: initiation of a
rule is a change from a laissez-faire rule.
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Thus, there is a rationale for the opinio juris requirement in terms of
general state intent: mere regularity of action, or mere action based on
motives that do not include the formation of a legal rule, cannot form a
rule of CIL. Accordingly, Article 38 of the ICJ Statute specifies “interna-
tional custom, as evidence of a general practice accepted as law.”

CIL RULES MAY BE COTERMINOUS WITH SELF-INTEREST There is a ter-
minological or doctrinal problem with Goldsmith and Posner’s argument,
making it seem tautological. Goldsmith and Posner argue that “states do not
comply with CIL because of a sense of moral or legal obligation; rather, CIL
emerges from the states’ pursuit of self-interested policies on the interna-
tional stage.”117 Unless Goldsmith and Posner mean merely to refute the
natural law position that states comply with international law because of its
normative appeal or legitimacy, or because it is the right thing to do, this
argument involves a non sequitur, as legal obligation and self-interest are not
mutually exclusive categories. The field of law and economics has long uti-
lized price theory to understand behavior under legal rules, and there is no
question that law can affect behavior through self-interest. In the CIL set-
ting, the motivating force is the broader, or potentially longer-term, self-
interest that flows from making, and achieving compliance with, a rule or
even rules generally—from narrow or diffuse reciprocity, respectively.118 No
one would argue that for domestic law to qualify as law, compliance must be
motivated by something other than self-interest.

Goldsmith and Posner’s main point here must then be understood sim-
ply as the application of an assumption of the rationalist model (and one
that is subject to at least some contention): that agents care only about
their own utility and therefore would not follow a rule of CIL for intrinsic
reasons, for its own sake. The mistake here is that compliance with inter-
national law resulting from a sense of legal obligation is, in fact, consistent
with extrinsic reasons: there may well be utility in upholding a particular
rule, or in upholding the rule of law in general. That is, indeed, precisely
what this chapter’s model demonstrates.

EVIDENTIARY REQUIREMENTS Third, CIL may have an effect on behav-
ior at the margins. Accordingly, the evidence presented by Goldsmith and
Posner is insufficient to support the argument they present. Their case-
based evidence merely suggests that, in a limited range of contexts, there
are plausible non-CIL reasons for the behavior observed.119 Goldsmith and
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Posner adduce no data that suggest the relative magnitude of those
reasons or that suggest the absence of other reasons. Consequently, they
and we have no way of knowing that CIL was not a contributing, or alter-
native sufficient, cause of behavior.120 Survey or interview data might be
useful to fill this gap.

Of course, to the extent that a particular instance of compliance is fully
and exclusively explained by true coincidence of interest or coercion, it
cannot be argued that CIL did any work.121 This chapter’s theory of CIL
examines the effects of broader self-interest based on reciprocity, and it
accepts, as a standard part of the CIL process, the possibility of a different
kind of coercion—namely, by punishment for defection. While CIL is en-
dogenous to states in the aggregate, once formed it is at least largely ex-
ogenous to any particular state. As explained above, it is also plausible that
there are important circumstances in which CIL would have significant ef-
fects on state behavior.

VIOLATIONS, OR PROPOSALS FOR CHANGE? Related to the problem of deter-
mining whether a custom has the requisite motivation under CIL doctrine
is the question of how to deal with anomalous conduct. Does the anomaly
constitute a simple violation, or the initiation of a revised rule of CIL? It is
important to recognize that no law, in any system, achieves perfect compli-
ance. Thus we must determine another way to evaluate compliance. The
best way is to evaluate the extent to which law affects behavior. Thus, the
fact that wars occur does not alone mean that the international legal prohi-
bition on the use of force is without effect, just as the fact that murders
occur does not mean a domestic proscription of murder is meaningless.
Goldsmith and Posner argue that variations in levels of compliance suggest
that no multilateral rule exists—or affects state behavior.122 However, we
would expect systematic circumstantial variations in compliance with
respect to all laws. Again, no one would say that domestic law does not exist
merely because it is violated. Thus, in order to determine that CIL exists or
that we as social scientists should pay attention to it, CIL need not in every
case determine behavior—just as long as it may do so in some set of mar-
ginal cases. In game-theoretic terms, even a relatively small cost associated
with violating international law could affect the payoffs from compliance,
potentially tipping the balance in favor of compliance in marginal cases.

Furthermore, in order to maintain the dynamic, evolutionary character
of CIL, it is necessary that any theory of CIL allow for the possibility that
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some violations of existing rules be understood as proposals to establish
new rules.123 This distinction is both a subtle and difficult one, but it is nec-
essary in any decentralized system. Thus, we should not demand that CIL
command absolute compliance or that it be inflexible. In fact, one might
argue, as some do about the common law, that one of its great virtues is its
dynamism.

Research Implications: An Empirical Research Agenda

Theory alone tells us little about the world. The next step is to develop and
test hypotheses based on the theory of CIL elaborated here.

ASSESSING THE PATIENCE AND HORIZON OF STATES In empirical
research, it would be useful to determine parameters or proxies by which
to assess the patience (including the horizon) of states and governments,
and to compare these parameters against measures of compliance. Is po-
litical stability associated with patience, and do we see greater compli-
ance with CIL by states with greater political stability? Are democratic
states more patient than nondemocratic ones? Is patience determined by
a bell curve, in which strong autocracies and stable democracies are
patient, and those in between are not? Are autocratic states more patient
because they are not concerned about election cycles? Do we see more
violations of law before an election than after? Are states with better-
developed financial markets more patient than those without? Are cor-
rupt governments “impatient”? What about more or less independent
bureaucracies that may be charged with action that determines compli-
ance with specific rules of CIL? Can these independent bureaucracies
exhibit greater patience than their elected governments? These conjec-
tures are linked to the theory of liberal states,124 as well as to theories
of transnational governmental networks.125 In fact, the correct level of
analysis for compliance with certain rules of CIL, in terms both of patience
and of information transmission, may be the bureaucratic division rather
than the state.

PAYOFFS Once we have developed empirical methods of measuring
patience, it would be necessary to develop empirical measures, or proxies,
for payoffs from violation and compliance, in order to determine whether
compliance occurs as predicted by the model described here.
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PAYOFF STRUCTURE Is CIL more likely to be formed under circum-
stances involving public goods or networks—that is, where the value of
cooperation may rise with the number of players?

NETWORK EXTERNALITIES IN INTERNATIONAL LAW: MORE RELATION-
SHIPS MAKE EACH RELATIONSHIP MORE RELIABLE Do we see an accel-
eration of custom, or a tipping point at which sufficient relationships are
established to make compliance with CIL more likely? Is there a synergy
between the treaty system and CIL? This hypothesis might be tested by
examining the relationship between entry into treaties and compliance
with CIL. Again, the possibility of network externalities is inconsistent
with a disaggregation of the state into independent functional compo-
nents, because a set of independent components might not be affected
across distinct subject areas.

REGIONAL CUSTOM To what extent can we identify regional or other
plurilateral CIL? In terms of compliance, how does it compare to univer-
sal CIL?

INFORMATION Is there a relationship between compliance with CIL and
the establishment either of adjudicative bodies or of NGOs that enhance
information regarding compliance and defection?

Conclusions

This chapter shows the plausibility of CIL pursuant to rationalist analysis.
It therefore serves as a fundamental defense of the international law sys-
tem. The theory presented here is based on methodological and normative
individualism. It thus departs substantially from the airy idealism of natu-
ral law theory. It provides a social scientific, theoretical foundation for
both international legal positivism and a nuanced rationalism, and sees law
as reflecting the actions of states (or their agents) in pursuit of their self-
interest, broadly understood.126 It shows that CIL—and with it, treaty
law—is something of a feat of levitation. It rests not on a rock-solid natural
law basis of divine (or other) principles, but on a fabric of rational acts,
woven through a multiplicity of relations over time.

The goal of this chapter was to develop a model that would generate in-
teresting hypotheses about compliance with CIL. The model described
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here should be compared to Goldsmith-Posner’s approach, which gener-
ates no interesting hypotheses about CIL because CIL cannot, on their
view, affect behavior. More particularly, Goldsmith and Posner provide no
analysis of the circumstances under which either the multilateral or bilat-
eral prisoner’s dilemma might yield stable and efficient equilibria. In that
sense, this chapter represents a distinct departure and shows the way
toward a progressive research program in CIL.

Some may ask: Is this chapter about law, or is it only about social order,
labeled “law”? In a sense, all law is social order, labeled law. Therefore, this
chapter does not need to distinguish CIL from other forms of
cooperation—and, indeed, the basic model is generic, although we make
assumptions to accord with the CIL system, such as the general doctrinal
rule of bilateral retaliation. This jurisprudential question can be asked
about the domestic legal system also. In fact, this chapter contributes to
social norms theory by showing that there may be a continuum between
social norms and law—that law is different from social norms only in par-
ticular enforcement parameters.

While it is true that the basic model described here is one of
cooperation—and one that applies to CIL, to treaties, and to other forms
of international cooperation—there are some distinctive and important as-
pects of the CIL game that do not apply to general cooperation. First, CIL
rules may serve as equilibrium selection devices that provide a greater
possibility for a stable equilibrium. Second, a rule’s designation as CIL
brings into play a substantial set of default rules within the international
legal system, thereby filling in a large portion of the “incomplete contract”
regarding states’ obligations and expectations under that rule, including
the scope of remedies for violation. Third, it may be that designation as
CIL serves to link compliance or noncompliance with any particular CIL
rule to other rules, thereby extending the possible scope of retaliation to
fields that might not otherwise be considered “fair game.” With regard to
this last point, we might say that designation as CIL, or as international law
more broadly, increases the returns to compliance by placing the general
sense of international legality at stake. That is, if state A can be a scofflaw
in one sector, what prevents state B from being a scofflaw in an area that
injures state A? In this sense, there is a possibility for implicit multilateral
retaliation, even if formal CIL doctrine does not permit multilateral retal-
iation. States may be expected to move from non-CIL equilibrium behav-
ior to opinio juris–based CIL where the latter either makes equilibrium
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possible that would not otherwise be possible, or enables that equilibrium
to be achieved more efficiently than through other means.

So, designation as “law” certainly has meaning, and social effects. We
might assume that legal rules are chosen over other types of rules—rules
are designated “law”—when the legal method of cooperation is superior to
the other methods. Institutions are chosen for cost and benefit reasons. All
institutions are social constructs, and all depend for their power on accep-
tance, either implicit or explicit.

This chapter serves as a refutation of the central claim of structural real-
ists in political science with respect to international law: that it is epiphe-
nomenal. This chapter shows that international law should best be
understood as a social expression of rules that achieve real collective goals,
are backed by real sanctions, and have real behavioral effects. It is a
strange realism that would ignore such results.

If social norms theory in the domestic sphere finds social norms attrac-
tive as a mechanism for production and enforcement of rules, CIL may
hold some continuing promise as an alternative to treaty. Perhaps the main
distinguishing feature, and potential value, of CIL is systemic. That is, al-
though we have assumed sectoral divisions for modeling purposes, inter-
national law may also be understood as a set of linked games, or as one
extensive game. Once a particular rule is absorbed into the CIL system, or
is established through treaty, it may benefit from linkage to other rules of
CIL, and of treaties.127 The special nature of legal rules may derive simply
from their integration into this linked system. It is order and law.

Like all theories in social science, this one has normative implications.
CIL has advantages and disadvantages as a process for making rules. As
states identify these advantages and disadvantages in particular contexts,
they may decide in some contexts to facilitate the development of CIL
through institutional modifications.
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C H A P T E R  F O U R

Treaty

TREATY AND CUSTOM are equivalent sources of international law, the
main difference being evidentiary: a properly executed and ratified treaty
serves ipso facto as evidence of the legal rule expressed in the treaty, while
custom requires proof of opinio juris and satisfactory practice. Under the
jurisdiction-centered approach of this book, treaties exist, like customary
international law (CIL), to effect transactions in jurisdiction: to allocate or
reallocate authority in legal form. Treaties have the advantage of potential
greater specificity and greater self-conscious structuring.

For example, we might easily understand an extradition treaty or a 
tax treaty as engaging in complex reciprocal—and not-so-reciprocal—
transactions in jurisdiction. But it is also possible to understand a human
rights treaty or an environmental protection treaty as transferring author-
ity, or jurisdiction. By a human rights treaty, for example, a state relinquishes
part of the domaine reservé—the sphere of exclusive jurisdiction—in ex-
change perhaps for reciprocal relinquishments by other states. An envi-
ronmental protection treaty does the same, or might alternatively be used
to convert what was previously a commons, like the ozone layer or the high
seas, to regulated use or to transfer authority to an organization. It is also
possible that the consideration is not in kind, but in different form, as in
the case when execution of a human rights treaty is an implicit condition
for foreign aid.

I argued in Chapter 3 that the customary international law method of
entering into transactions would be used where it is superior—from a net
cost and benefit standpoint—to nonlegal methods of cooperation. In this
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chapter, I examine treaty from the perspective that states would choose
treaty over CIL, and over nonlegal cooperation, where treaty is superior
from a net cost and benefit standpoint. I suggested in Chapter 3 that CIL is
analogous in some ways to social norms in a domestic setting. Interestingly,
treaty may be understood as analogous either to contract or to legislation
in a domestic setting.

CIL is foundational to treaty. The CIL rule of pacta sunt servanda—
treaties are binding—provides infrastructure for the treaty superstructure.
Thus, in the most basic doctrinal terms, treaty is no more binding than
CIL. And in the most basic social scientific terms, treaty is also no more
binding than CIL. Most importantly, the basic theoretical understanding
of the capacity of international law to bind that was developed in Chapter
3 with respect to CIL is equally applicable to treaty.

Chapter 3 distinguished among CIL rules. Each CIL rule would have a
different binding capacity depending on the parameters developed in
Chapter 3. Each of these parameters is equally relevant to analysis of
treaty rules. Similarly, each treaty rule would be expected to have a differ-
ent profile. Yet, as described below in this chapter, there are some system-
atic differences between custom and treaty.

The first section of this chapter examines the degree to which analytical
techniques developed in relation to domestic contract may be applied to
international treaty. The second section examines the binding nature of
treaty and compares it to CIL. The third section reviews the role of effi-
cient breach in the treaty context. The final section examines the implica-
tions of this analysis for treaty interpretation.

Domestic Analogies

There are a number of similarities and differences between treaty and
contract, making comparison a useful exercise. This is despite the fact that
there is a glaring institutional difference between treaty and contract:
treaty lacks the type of normal domestic court of compulsory and universal
jurisdiction, with the ability to levy damages or order performance.

However, this chapter suggests that while there is no independent all-
powerful umpire, determining rights and making them effective, there are
socially immanent—endogenous—mechanisms that may, in particular con-
texts, serve very roughly the same purpose. Of course, some treaty mecha-
nisms contain surveillance, dispute settlement, and punishment facilities.
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The European Union, the World Trade Organization (WTO), the Europe-
an Convention on Human Rights, and even the United Nations have these
types of facilities in some form or to some extent. Although the punish-
ments are not independent of the regulated persons in the same sense that
a domestic sheriff would be, they may be applied individually after commu-
nity approval. The interesting design question is what effect on behavior
does this have? Deep analysis of the domestic system would find that the
umpire there is also socially immanent. The difference may be more subtle
than it first appears.

Attempts at domestic analogy in this field are especially subject to the
caveat that there are many different domestic laws of contract. Thus, the
similarities and differences depend to an important extent on which do-
mestic law forms the basis for the analogy. As noted in previous chapters,
however, it is not the precise legal structures that form the basis for the
analogy, but the similarity of concerns. While different domestic legal sys-
tems may address concerns differently and with different emphases, the
basic concerns of contract law are comparable to the concerns of treaty law.

Some of these concerns include the following:

(i) When should promises or agreements implicate community en-
forcement?

(ii) What types of promises or agreements should be forbidden?
(iii) When does one person have the capacity to enter into promises on

behalf of others?
(iv) What is the right measure of damages for failure to comply with

an enforceable agreement?
(v) Under what circumstances should a party be forced to carry out its

agreement without an option to pay damages?
(vi) How does an agreement among some parties affect third parties?

(vii) How should independent tribunals interpret agreements?

So, while no one should argue that treaty law would or should operate
the same way as any state’s domestic contract law, the tools developed in
law and economics to analyze the role of contract law are extremely valu-
able in analyzing the role of treaty law.1

International tribunals, and commentators, have long noted the domes-
tic law analogies to treaty.2 As an agreement intended to be legally binding,
a treaty is often considered to be “a form of contract.”3 Like contracts,
treaties are intended to serve as a source of rights and obligations between
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parties. Both are anchored in exchange of promises about future behavior,
and, as a general matter, both create “law,” or at least obligation, for the
contracting parties only.4 Moreover, treaties are analogized to contract be-
cause both “derive their validity from the agreement of the parties.”5 The
law of treaties and the law of contracts exhibit a similar structure, as both
“establish rules about the making and interpretation of agreements, their
observation, modification and termination.”6 Thus, the bodies of law of
both treaty and contract address a number of similar questions, including
questions about capacity, formation, validity, breach, remedy, and termina-
tion. However, the analogy with contract is by no means complete.7

As with CIL, it is necessary to have a means to distinguish between
legally certified agreements that invoke the default rules, linkages, and
other facilities of international law—treaties—and agreements that are not
intended to do so. When states sign an international agreement, the de-
fault rule is that it is a binding treaty, in accordance with its terms. So, as
with domestic contract in a state like the United States, it is up to those
who sign the agreement to specify an intent that it not be legally binding in
order to avoid the (general) operation of this default rule. The problem of
unintended legalization seems much less of a problem among sophisti-
cated governments and their representatives than among individuals.

Treaty and Custom: Binding Effect

The analysis developed in Chapter 3 supports, a fortiori, the proposition
that binding force is plausible in connection with treaty law, just as it was
seen to be plausible in connection with CIL. Assuming, then, that treaty
has some binding effect, at least in some cases, treaty seems amenable to
some of the same analytical techniques developed in domestic legal analy-
sis in relation to contract. Goldsmith and Posner have a romantic view of
treaty, as they do of CIL: for them, in order for these types of international
law to be binding, states must comply with them for intrinsic, rather than
extrinsic, reasons. Few would adopt this rather absolute view in the do-
mestic setting—it simply is not true that in order for a rule to be called law,
individuals must comply with it for intrinsic, internalized reasons. The
Goldsmith-Posner perspective obscures the real social mechanisms that
allow these types of international law to bind states. After all, contracts are
not binding simply because they are contracts; they are binding because
the state adds extrinsic force to them.8
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As noted above, the formal binding nature of treaty derives from the
CIL rule of pacta sunt servanda. Therefore, as a matter of formal legal
doctrine, no treaty can have greater binding force than CIL. This formal
doctrinal perspective is inconsistent with practical perception, and experi-
ence, in which it appears that many treaties meet greater compliance than
at least some rules of CIL. Pacta sunt servanda may be a more binding
rule than other rules of CIL, in part because it is systemic and contains an
implicit broad set of linkages. The disparity also arises from some of the
distinctive features of treaty discussed below.

But the important point is not a matter of doctrine, but of theory: in the
“horizontal” international legal system, both CIL and treaty must find their
binding effect, if any, in the social interaction of states. Therefore, the the-
oretical perspective expressed as to CIL in Chapter 3 applies, mutatis mu-
tandis, to treaty.

Thus, treaty and CIL are complementary components of the broader
framework of international law. As discussed in Chapter 3, CIL may be
understood as a method of formation of agreement without express for-
malities, while treaty by definition requires express formalities. However,
the formalities do not necessarily play a decisive role in compliance.

Much of the basic economic analysis of treaty thus parallels that of
custom—in fact, at the most basic level, custom is understood in Chapter 3
as informal agreement, while treaty is merely formal agreement. So the
greatest difference is in the degree of formality—in the written as opposed
to implicit nature of the agreement. Treaty generally depends for its bind-
ing effect on the horizontal actions of states, although transnational organi-
zations may be formed to enhance binding effect through adjudication,
centralized executive and information functions, and even punishment.
Thus, while, at a fundamental level, treaty can be modeled similarly to cus-
tom, using the multiperson prisoner’s dilemma or other game-theoretic
models, each treaty context will differ and there are mechanisms available
that may enhance compliance. Most importantly, treaty allows the self-
conscious structuring of institutional arrangements that can address coop-
eration problems.

Therefore, this chapter will examine the binding effect of treaty as it
may differ from the binding effect of custom.9 The reader may wish to re-
view the analytical factors developed in Chapter 3 in order to consider
their application in the treaty context. Treaty is different from CIL in sev-
eral salient respects:
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• Treaty requires and permits written specification of the terms,
addressing certain information problems relating to the content of
the rule. Treaty obligations are therefore less subject to dispute
than CIL obligations: “faintest ink over sharpest memory.” This
depends, of course, on the relative specificity of the rule, and on the
consensus among states as to its meaning. In general, however, the
written nature of treaty makes it more likely that it will be clear
to all.

• Greater clarity of obligation may make it easier for third states to
determine which of two states is breaching, engaging reputational
effects or possibly third-party punishment.

• Treaty may be used by states to create focal points around which
equilibrium strategies are more likely to be harmonious.

• Treaty may be used where greater specification of rules by political
as opposed to adjudicative determination is desirable, in accordance
with an incomplete contracts or rules-versus-standards analysis. This
phenomenon is discussed in detail in Chapter 7.

• This also suggests that, all other things being equal, treaty can
achieve greater binding effect than a comparable CIL rule through
its ability to overcome this type of information problem.

• Furthermore, it suggests the importance of a textual approach to
interpretation.

• While CIL may attract judicial and other monitoring and
determination of breach, treaty lends itself to self-conscious design
and specialized structuring of monitoring and dispute settlement
mechanisms. This permits further reduction of information problems,
and the self-conscious design of payoff structures: remedies.

• A type of grim trigger strategy in the form of termination of treaty
obligations seems doctrinally available in connection with treaty.

• Treaty, like CIL, benefits from a set of default rules. However, these
default rules are even more highly articulated in the context of treaty
under the Vienna Convention on the Law of Treaties.

• While CIL is often universal, and only exceptionally regional or
bilateral, treaty is more readily variable in its coverage. This allows the
selection of parties that may be more likely to comply, while it
suggests the utility of a rule of effective ejection of states that fail to
comply with their treaty obligations. Thus, treaty regimes may exclude
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impatient states, or other states less likely to comply. Furthermore,
treaty is more heterogeneous in many respects than custom, partly
because treaty allows the self-conscious development of various
institutional structures. These structures may include surveillance
mechanisms, adjudication mechanisms, adjustment or excuse
mechanisms, and enforcement mechanisms. As suggested in Chapter
3, depending on the nature of the payoff structure, games with
smaller numbers of players may be more or less likely to reach stable
and efficient equilibria than broader multilateral games, depending
on the type of cooperation problem at hand. Certainly, where
impatient players may be excluded, the possibility of compliance is
increased.

• In Chapter 3, the customary international law game was modeled
using noncooperative game theory. To the extent that treaty is
binding—and our analysis of CIL suggests that the CIL rule of pacta
sunt servanda may achieve a measure of binding effect even under a
noncooperative analysis—the game of compliance with treaty may be
modeled using cooperative game theory. Once we assume the ability
to enter into binding agreements, it is simple to resolve the prisoner’s
dilemma. While this analysis is somewhat circular, it seems congruent
with a systemic, linked approach to compliance with international law.
The language of endogeneity and exogeneity seems increasingly
imprecise, failing to reflect nuanced and incomplete linkages among
subsystems.

• From a public choice standpoint, and depending on the method of
ratification of treaty, treaty may avoid some of the concerns regarding
unfettered executive action, and a democracy deficit, that may be
raised in connection with CIL. Of course, many raise concerns
regarding the democracy deficit in connection with treaty, and much
depends on the method of ratification.

The above distinctions may suggest why we see greater reliance today
on treaty for the formation of new international law. As noted above, the-
ory would suggest that the choice between CIL and treaty is based on
the estimation by states of the costs and benefits, including transaction
costs, of each device. At particular moments, states have self-consciously
shifted from CIL to treaty: many CIL rules have been incorporated in
treaty form.
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Specificity

Treaties may be specific or vague. In every major treaty regime, we may
identify countless examples of ambiguity.10 The ambiguity may be inten-
tional or unintentional. The choice between greater and lesser specification
may be understood using incomplete contracts analysis and rules-versus-
standards analysis. I examine this literature, and its implications for the role
of adjudicators, in Chapter 7.

Here, we may examine the choice of greater or lesser specificity in
terms of the binding nature of treaty, especially as compared to CIL.
The international legal system is beset by information problems: it is
difficult to know whether a violation has occurred. This information is
important for the reasons set out in Chapter 3. In order to cooperate,
states must know what behavior counts as cooperation, and what behav-
ior constitutes defection.11 Treaty may serve, as may other devices, to
create a focal point around which cooperation may develop. Informa-
tion is necessary for retaliation, and therefore for the possibility of bind-
ing effect. Information is especially relevant to multilateral retaliation in
respect of bilateral violation, which requires third states to make a de-
termination as to whether the violation has indeed occurred. Interna-
tional law is replete with instances of false accusations of violation, often
to justify aggression.

Advance specification of detailed obligations, and available exceptions,
will allow easier identification of defection, and therefore greater likeli-
hood of punishment. Greater likelihood of punishment increases the like-
lihood of compliance.

Selection, Ejection, and Number of Players

As noted in Chapter 3, cooperation in a noncooperative game such as the
prisoner’s dilemma is dependent in part on the patience of states, denoted
by their discount factors. One of the problems in universal CIL is the fact
that the binding force of the shadow of the future is dependent on the least
patient state’s discount factor, including all states. Of course, in many legal
settings, some noncompliance is acceptable and so it may be that states
with low discount factors could participate. On the other hand, coopera-
tive outcomes may be easier to establish where states with low discount
factors may be excluded. This can be accomplished ex ante or ex post.
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Ex ante, we might expect states with high discount factors to have
more treaty relations, because their treaty obligations would be expected
to be more reliable. In order to test this empirically, we would need, as
discussed in Chapter 3, to develop direct data or proxies for states’ dis-
count rates.

So, one hypothesis that we might derive regarding treaty is that high dis-
count factor states are more likely to be admitted to treaty regimes than
low discount factor states. Another, based in part on the possibility of
cross-agreement linkages discussed in Chapter 3, is that states that already
have many treaty relationships are more likely to comply with each of their
treaty obligations, and more likely to form new treaty relationships.

Ex post, we might expect to find that treaties contain mechanisms to eject
from the treaty system states that show themselves to be defectors. Thus, Ar-
ticle 60 of the Vienna Convention on the Law of Treaties, and specific provi-
sions of multilateral treaties that allow formal or informal termination of
membership of breaching states, may be understood in game-theoretic
terms.12 On the one hand, Article 60 seems to allow a bilateral grim trigger
strategy. The rules of state responsibility, which were compared to the
penance strategy in Chapter 3, would seem to continue to apply where a
treaty relationship is not terminated under Article 60. Thus, states may have
a choice of punishments that they may apply.

Cooperative Game Theory

Assuming that treaties may be binding, we may relax the central assump-
tion of the prisoner’s dilemma: that the players are unable to enter into
binding agreements, and are therefore involved in a noncooperative
game.13 As discussed in Chapter 3, a noncooperative game is one in which
negotiation and enforcement of binding contracts are impossible.14 A co-
operative game is one in which players can communicate before each play
of the game, and the players may reach binding agreements.15 Cooperative
game theory has been used to analyze nonlegal areas of international rela-
tions, such as the formation of alliances.16

Bindingness is a matter of degree, and may be a matter of marginal ef-
fects on behavior rather than of absolutes. Furthermore, informal or for-
mal mechanisms may serve to “bind.” Although the literature does not
seem to address circumstances of uncertain or incomplete enforceability,
we know that all enforcement in the real world is incomplete. Does treaty
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satisfy this requirement of enforceability? The answer cannot be defini-
tively affirmative or negative, although this is true, to a lesser degree, of
municipal law as well, and of contract.

If binding commitments may be established through either CIL or
treaty, cooperative game theory may provide useful analytical tools. To the
extent that we have found in Chapter 3 that CIL may plausibly bind states,
it is possible that the CIL rule of pacta sunt servanda would support bind-
ing treaty commitments. That is, once we establish a CIL rule of pacta
sunt servanda as the result of a noncooperative game, that result may form
the basis for a cooperative treaty game.17 In this chapter, I will not judge
the basis for a conviction that the other partner will live up to its agree-
ment. I have described the argument for the CIL rule of pacta sunt ser-
vanda in Chapter 3.

Therefore, in this chapter, I assume that treaties are binding, and evalu-
ate the possibility that states will enter into treaties, and the structure of
remedies for violation. If we made the contrary assumption, a rationalist
analysis of treaty would merely apply the analysis of Chapter 3 to the texts
and institutions of treaty, with the modifications suggested above.

In the cooperative treaty game, any treaty must be such that, at least in
prospective terms, each adherent receives a benefit that is at least as great
as it would receive if it did not join in the treaty. We would not expect ra-
tional states to join in the formation of treaty rules that provide them with
lesser payoffs, anticipated ex ante, than they would receive by abstention.

Rational states can be expected to abandon treaties, or CIL rules, to the
extent permitted, where their payoff from departure exceeds their payoff
from adherence. However, international law may be sticky: it sometimes
does not allow individual states to abandon rules ex post at will. Much de-
pends on the withdrawal provisions of the relevant treaty.

In a multilateral cooperative game, all players or any subset of two or
more players may enter into a binding agreement, termed a “coalition.”
The “coalition function” is the sum of payoffs to members of a particular
coalition. Thus, a coalition is any subset drawn from the population of
states, and may be a single state or may be the “grand coalition,” composed
of all states.18 Other coalitions, involving two or more players, are termed
“intermediate coalitions.”

There are two types of cooperative games: those in which utility is trans-
ferable and those in which utility is nontransferable.19 In a transferable
utility game, a player within any coalition may transfer utility to another
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player in order to keep the second player in the coalition. We can assume
for the moment that in the treaty game, utility is transferable among
players—that one player in a coalition may compensate another for joining
the coalition by making a “side payment.”20 Of course, the degree of trans-
ferability of utility is an important question in the real world, given trans-
action costs, and we might consider the possibilities for package deals and
other barter-type compensation. Possibilities for compensation also raise
issues of measurement and timing. While there may be high transaction
costs in the international law setting, it is possible that transfers of utility
may take place, especially when we expand the capacity for transfer
through multitransactional and multisectoral contact.

Arce and Sandler point out that in the military alliance setting, there
have been instances of explicit cash transfers, such as transfers by Middle
East states to the United States during the 1991 Gulf War, and more subtle
forms of transfer of utility.21 Transfers, conditional transfers, and delayed
transfers raise the possibility of additional ways to enforce agreements.

The ability to form coalitions depends on whether entry into the coali-
tion is individually rational, and whether the formation of the coalition as a
whole is collectively rational. “Individual rationality” in this context is a
characteristic of a coalition such that no individual country will leave the
coalition, because its payoff within the coalition is greater than its payoff
outside. This is consistent with treaty law, in which no state is bound unless
it agrees to be bound. This doctrinal characteristic is consistent with
Pareto efficiency: we are entitled to assume (excluding for a moment the
possibility of coercion or linkage) that a state would not join a treaty unless
it is either made better off or at least not made worse off by doing so. “Col-
lective rationality” means that the coalition offers an aggregate payoff that
is at least as large as any other rule involving all participating states. Payoffs
that are both individually rational and collectively rational are called “im-
putations.”

The “core” is a solution concept: if a particular agreement is “in the
core,” it will be stable and efficient. Only imputations in the core are stable
and efficient. A coalition proposal is in the core if no subcoalition can block
the proposal by providing better payoffs to the states that participate.
There may be multiple possible agreements within the core. An agree-
ment that cannot be challenged by any subcoalition is called a “core out-
come.”22 The core is the set of outcomes that are not dominated by any
other outcome.
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Cooperative game theory is concerned with agreements within the core.
International treaty law will also be concerned with agreements within the
core. It is possible that in any given context, the core will be empty. This
means that there is no outcome that is not dominated by another outcome.
This situation is unstable, as any particular coalition can be dominated by
another potential coalition. Instability in this context results in rapid
change and arbitrary outcomes. “Quite simply, the core ensures that no co-
alition can form and do better than what it obtains in aggregate payoffs
from the agreement.”23

How can cooperative game theory be applied to treaty? In order to de-
termine the scope of membership of treaty, it will be necessary to deter-
mine whether the treaty is individually rational and collectively rational for
its parties. This can be done by examining the payoffs from entry into the
treaty for each state.

Entry into Treaty

The assumption of full compliance by treaty adherents under the rule of
pacta sunt servanda, while obviously counterfactual in a number of real-
world contexts, allows us to model a simple two-stage game in which states
are assumed capable of making binding commitments, and draw insights
from that model.24 Under this assumption, we need not be concerned with
whether the treaty is self-enforcing. Obviously, if the treaty has no en-
forcement mechanism, it may not be binding. Under these circumstances,
we would need to revert to noncooperative game theory analysis. The
same type of noncooperative analysis applied to custom in Chapter 3
would be applicable, mutatis mutandis, to treaty.

The stages that are to be analyzed include (i) adherence, and (ii) com-
pliance. Incidentally, as noted in Chapter 3, we could also develop a simi-
lar model of customary international law, in which customary international
law is understood, consistent with doctrine, to be binding generally, similar
to pacta sunt servanda, and the decision to accept a custom is analogous to
the decision to enter into a treaty.

Under this two-stage game, adapted from Barrett, the players choose in
stage 1 whether to enter into the treaty. In stage 2, adherents and nonad-
herents choose whether to comply or violate, although for an adherent I
assume that there is no choice, provided that there are other adherents
who are in a position to enforce the initial adherent’s obligations. I assume
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that an agreement is binding, that each player knows what happened at the
prior stage, and that each player examines its choices at each subsequent
stage when determining what to do at the first stage—whether to enter
into the treaty. By this process of backwards induction, we can determine
whether states would enter the treaty.

For simplicity, I begin with a two-person prisoner’s dilemma game, sim-
ilar to that analyzed in Chapter 3. I use the prisoner’s dilemma here for the
same reason it is used in Chapter 3: because it represents a context in
which cooperation is tough to achieve. Here, the parties have incentives to
defect. In other payoff structures, illustrated by games like the battle of
the sexes or stag hunt, the parties do not have similar incentives to defect
(although they may not have strong incentives to cooperate).

The following analysis is adapted from Black, Levi, and de Meza, and is
structured around a collective good, such as protection of the ozone
layer.25 However, note that this is just one type of payoff structure and by
no means exhausts the complexity of real-world types of problems. Assume
that the payoff to compliance with a particular norm (not yet part of a
treaty) is rb − c, where r is the number of states that comply, b is the bene-
fit produced by each complying state’s compliance, and c is the cost to each
complying state of compliance. Note that in this payoff structure, the ag-
gregate benefits rise in proportion to the number of states that comply.
The payoff to a noncomplying state simply equals rb. We assume that b is
less than c. Otherwise, there would be no need for a treaty, because each
state would have sufficient incentives to comply without the treaty.

For example, with two players that both comply, and assuming c = 3 and
b = 2, the net payoff to compliance to each state is 1. If neither complies,
then the payoff to each is 0. If one complies while the other violates, the
complying state player gets a payoff of −1, while the noncomplying state
gets a payoff of 2. This is indeed a prisoner’s dilemma.

Now assume that states may agree to comply through adherence to a
treaty. Assume further that this treaty is ineluctably binding, so that it al-
ways results in compliance. We know from the discussion above and from
the analysis of the prisoner’s dilemma provided in Chapter 3 that a
nonsignatory will play “violate” at stage 2—this is the dominant solution for
a nonsignatory. In this two-player game, assume that one state adheres to
the treaty in stage 1. Since it is the only adherent, (assume that) the treaty
cannot be enforced against it, and so it plays “violate” in stage 2, as it antic-
ipates that the other state will also play “violate” in stage 2: it understands
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the other state’s dominant solution, and in fact it is acting pursuant to its
own dominant solution. The outcome is that both play “violate”: the same
type of inefficient equilibrium that we expect in a prisoner’s dilemma. But
here, there is a difference. There is an institutional mechanism for binding
agreements.

Anticipating the inefficient solution to the prisoner’s dilemma game,
both parties examine their choices at stage 1. If one of the parties (A) ad-
heres to the treaty at stage 1, the other party (B) faces the following choice.
If B declines to adhere, then A will play violate in stage 2, as discussed in
the prior paragraph. B anticipates that it will receive a payoff of 0 if both
parties violate. On the other hand, if B adheres, irrevocably binding itself
to comply, A will be required to comply, securing a payoff of 1 for B (as
well as for A). So, in this setting, B will adhere. A’s adherence may be un-
derstood as an offer to contract, which B may accept by adherence. Adher-
ence is a (weakly) dominant solution for both players in stage 1.26

As suggested by Barrett, this works well for a two-person game, and the
two-person prisoner’s dilemma when transformed into a cooperative game
is easily resolved. This is intuitive and certainly correct. In part, this two-
player case is simple for two reasons. First, where only one player adheres,
it receives no benefit, but only a detriment. So it is perfectly willing to re-
vert to the Nash solution: noncompliance. Second, under international law
doctrine, Barnett and others assume that a single adherent has the right to
violate the treaty.

But we are also interested in plurilateral and multilateral treaties.
When this two-person model is extended to multiple persons, whether
states will adhere to a multilateral agreement will depend on the struc-
ture of the payoffs. In a game with n players, at least in the public good
context posited above, it may well be that a benefit is created through ad-
herence by a coalition that is less than the grand coalition. So reversion to
Nash (reversion to non-compliance) may not be attractive to that group.
Second, depending on the nature of the treaty performance, and in par-
ticular whether the benefit of compliance is a public good, it may not be
possible to either (i) fail to comply or (ii) exclude noncompliant states
from the benefit.

Using the same formula provided above, recall that the payoff to a com-
plying state is rb − c, while the payoff to a noncomplying state simply equals
rb. Assume that the payoff from noncompliance, assuming all others fail to
comply, is 0. Therefore, k states will adhere if kb − c ≥ 0. Therefore, if the
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number of states k ≥ c/b, then these states will adhere. Using the values of
c = 3 and b = 2, if the number of states is greater than or equal to 1.5, they will
adhere. So, in this example, two states result (as stated above) in a payoff of
1, and since 1 > 0, they will adhere. However, once the number of adherents
reaches this level, other states will have no incentive to adhere—they will
have an incentive to free ride. Adherence will result in costs incurred by the
marginal adherents without affecting the behavior of other states.

The matrix in Table 4.1 depicts this circumstance of a prisoner’s dilemma
involving five states.27 For every state that complies, a pure public good is
produced, giving all states a benefit of 2, with a cost to the complying state
alone of 3. Each state can play either of two strategies: compliance or non-
compliance. The dominant strategy is for each state to free ride and play
noncompliance, because each of the payoffs for noncompliance in the top
row is greater than the payoff for compliance in the bottom row. The Nash
equilibrium is an outcome where no state complies.

However, in our two-stage game with the possibility of adherence to a
binding treaty, two will be expected to adhere under these assumptions—
that is, in equilibrium, the number of adherents is two. This is because the
payoff to nonadherents is greater than the payoff to adherents once two
have signed. For example, if three states sign, the payoff is 3 to each ad-
herent but 6 to each nonadherent (nonadherents do not bear the cost).

Barrett shows that the gains from cooperation increase with b, and de-
crease with c. This is intuitive. However, the equilibrium number of state
adherents increases with c, and decreases with b. This means that the
equilibrium number of states will tend to be small when the gain from co-
operation is large, and large when the gain from cooperation is small. Fur-
thermore, in equilibrium, nonadherents can free ride and get a higher
payoff than adherents.

Of course, this assumes an isolated treaty adherence game, without the
ability to subject states to scrutiny or punishment for “unilateralism.” Much
depends on the assumed values of the costs and benefits to each state.
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0 1 2 3 4

Noncompliance 0 4 6 8 10

Compliance −1 1 3 5 7



The core challenge to cooperation under these payoffs is free riding:
some states may realize the benefit of compliance by others, without incur-
ring any costs themselves. Indeed, each incremental state would prefer to
free ride if it could ensure that enough other countries would adhere. This
assumes that there is a public goods aspect to the cooperation problem. If,
on the other hand, states that fail to comply can be excluded from sharing
the benefits, the strategic challenge becomes smaller. To be clear, if there is
no public goods aspect to the cooperation problem in the sense that players
can be excluded from benefiting from the cooperation of others, all states
should then be willing to adhere. By adhering, they achieve a greater payoff
than they would receive by failing to adhere.

Even if the cooperation problem is characterized by a public goods–type
set of payoffs, there may be a relatively easy solution given the assumption of
binding agreements. Under the public goods–type payoffs, assuming bind-
ing agreements, the decision to adhere to the (binding) agreement would
have the characteristics of a “chicken” game,28 as described in Figure 4.1.29

I provide a bilateral illustration for simplicity, but this illustration is readily
generalized to multiple-player circumstances.
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Under the payoffs shown in Figure 4.1, each state’s best outcome is to ab-
stain from agreement, while others form a stable coalition that will generate
the relevant public good. The second-best outcome is to adhere while oth-
ers adhere. The worst outcome is if no state adheres. In this “chicken”
game, neither player has a dominant strategy. In this particular case, there
is no unique efficient equilibrium. Each player has two Nash equilibria: re-
fuse to adhere when the other adheres, and adhere when the other refuses.

However, both players wish to avoid the circumstance where they each
play “refuse,” and the even split in the northwest quadrant seems intu-
itively attractive, although it is unstable. In order to achieve it, they should
each commit to adhere. They may do so through a number of mechanisms.
The simplest is a signing conference where each state signs the treaty si-
multaneously.30 Only slightly more complex is a specification of a mini-
mum number of adherents prior to entry into force. A further possible
arrangement is to specify a cost-sharing obligation.31

These settings are comparable to the chicken game, but instead of two
wild teenagers hurtling toward a cliff, we have sophisticated diplomats sit-
ting eyeball to eyeball, and thinking about the past and the future. While
there may still be incentives to try to avoid contributing, and these incen-
tives may sometimes hold sway, the diplomatic context takes place in a
broadly linked setting, where unilateralism may be criticized and subject
to punishment. Thus, an assumption of linkage may also help to resolve the
chicken game. This chicken game may be illustrated by the United States’
refusal to adhere to the Kyoto Protocol. There are many forms of pressure
on the United States to adhere—the Kyoto Protocol game is by no means
an isolated one.

On the other hand, a large number of players—of states—may make co-
operation difficult under certain payoff structures. Sandler shows this in
his description of an international public goods problem that has the na-
ture of a stag hunt game.32

The stag hunt game, described in Figure 4.2, is derived from a
Rousseauvian fable of cooperation among hunters. Unless all hunters are
committed to catching the stag, it will escape. Each individual hunter may
be tempted by a passing rabbit. Each hunter prefers a share of stag to an in-
dividual portion of rabbit, but is uncertain about whether other hunters are
sufficiently committed to capturing stag. The analogy to international co-
operation in the case of certain types of public goods is as follows: each
state prefers its share of the global public good, such as the elimination of
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terrorist safe havens (stag), but may be distracted by the opportunity to ob-
tain local protection from terrorism (rabbit), especially if it is unsure of the
commitment of other states. If the global public good is the elimination of
terrorist safe havens, nonparticipation by even a very small number of
states can eliminate the gains.33 Sandler depicts this situation using the stag
hunt game, where the cooperative gains are achieved only if a sufficient
number of states adhere.

In international legal or organizational terms, a stag hunt context re-
quires a lesser level of international legal inducements to compliance, com-
pared to the prisoner’s dilemma, because each player’s best strategy is to
cooperate. However, there is no dominant strategy because neither player
is better off playing either adhere or local protection regardless of the other
player’s strategy: for example, if state A adheres, it is only better off if state
B also adheres—it is worse off if state B chooses local protection. Note that
we are assuming symmetry of preferences: no player actually prefers rabbit.
Sandler shows that, assuming the need for self-enforcing agreements, as
the number of players increases, depending on the aggregation technology

136 The Economic Structure of International Law

Hunt Stag/
Adhere

Chase Rabbit/
Local Protection

Hunt Stag/
Adhere

4, 4

Chase Rabbit/
Local Protection

1, 3

3, 1 2, 2

State A

State B

Figure 4.2 A stag hunt game



used, coordination can become quite difficult.34 Aggregation technology is
the assumption—or the factual assessment—of the way in which individual
contributions determine the overall availability of the public good. For ex-
ample, some public goods may only be available if every state contributes,
while others may become available if just one state acts.

However, assuming enforceable agreements, the situation changes dra-
matically. This is because the act of treaty adherence, which under the as-
sumption of enforceable agreements ineluctably leads to compliance, is
easily observable and susceptible to coordination. At the treaty adherence
stage, as opposed to the compliance stage, the facts are wholly unlike the
Rousseauvian stag hunt, where hunters are uncertain of the actions of
other hunters. As to the compliance stage, once states have adhered to the
treaty, only mild incentives are required to ensure that they comply given
the stag hunt payoff structure. Reasonable clarity regarding the definition
of the cooperative behavior, monitoring to ensure compliance, and modest
penalties (formal or informal) should be sufficient.

Remedies for Breach of Treaty, Price Theory, 
and the Efficient Breach Hypothesis

In the discussion of a cooperative game theory model of treaty, above, we
assumed that adherence resulted ineluctably in compliance. Of course,
compliance cannot be assumed in the real world. Indeed, treaties may be
constructed with flexibility that can allow efficient noncompliance, and ap-
propriate flexibility can help to induce entry into the treaty.

Therefore, we must examine the way that a treaty provides incentives
for compliance. The incentives for compliance may be derived from con-
cerns for reputation; from concerns for possible retaliation, including mul-
tilateral retaliation; or from formal remedies either under the Articles on
State Responsibility or under the treaty itself.

Thus, once a state has entered a binding treaty, the structure of the
game is likely to change—the payoffs are likely to be modified. The inter-
esting question is how much. The treaty may specify remedies for viola-
tion, or may invoke, explicitly or implicitly, the remedies permitted by
CIL, as described in the Articles on State Responsibility.35 It is important
to note that a discussion of remedies only becomes important after an ac-
ceptance that treaty may exert binding force: that it may actually result in
the application of remedies and that the remedies may affect behavior.
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A Taxonomy of Remedies

Remedies for violation of law or contract serve a number of functions in
society. Remedies may be designed (i) to compel compliance, (ii) to pro-
mote compliance, (iii) to promote efficient compliance while avoiding
inefficient compliance, and (iv) to punish transgressors separately from the
effects on compliance.

At general international law, as reflected in the Articles on State Re-
sponsibility, the requirement is cessation and reparation. Reparation takes
the forms of restitution, compensation, and satisfaction. General interna-
tional law fails to distinguish sharply between restitution and compensa-
tion as obligations,36 whereas law and economics theory does so. In law
and economics theory, there is an important distinction between property
rights, which would require restitution, and liability rules, which merely
require compensation.37 Article 35 of the Articles on State Responsibility
provides for restitution only where it is possible and does not impose a
wholly disproportionate burden. Depending on how the disproportionate
burden criterion is applied, this approach may be understood as a hy-
bridized property and liability rule.

The remedies that may be applied for violation of international law are
described by Table 4.2. There are two analytical components: the measure
of damages and the period of time for which that measure is calculated.

CESSATION, LEX SPECIALIS, AND COUNTERMEASURES Under the Articles
on State Responsibility, a primary obligation of a state that violates its
international legal obligations is cessation of the violation.38 However, obli-
gations require compliance in accordance with their terms. Therefore, if a
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Table 4.2 Remedies in international law

Material Requirement Temporal Application

Cessation End violation Prospective (ex nunc)
Restitution Restore status quo Retrospective (ex tunc)
Compensation Substitute for restitution Retrospective or 

or cessation prospective
Countermeasures Sufficient to induce Prospective

compliance
Punishment Sufficient to punish Retrospective



state has an obligation that is qualified by an alternative performance (e.g.,
refrain from polluting or clean up the pollution), it cannot be said that
there is a strict obligation to refrain from polluting.

Similarly, it is possible for states to specify the remedy that will be avail-
able for violation. States are permitted to create lesser or greater remedies
than those available at general international law as described in the Ar-
ticles on State Responsibility. The Articles reflect this in Article 55, which
specifically authorizes lex specialis arrangements for responsibility. The In-
ternational Law Commission commentary suggests that certain provisions
of WTO law relating to remedies have the character of lex specialis.39

Interestingly, and in contrast to some of the arguments made regarding
strict compliance with WTO law, the International Court of Justice (ICJ) “has
generally not made orders for specific performance or for restitution in the
absence of express provision for this in an agreement between the parties.”40

RESTITUTION As articulated in the Chorzów Factory case,41 restitution is
the preferred remedy at international law. In the Articles, “restitution” is
defined as reestablishing “the situation which existed before the wrongful
act was committed.”42 This may be achieved by returning territory or
property. In many contexts, restitution is impossible. In the trade context,
restitution could apply in some areas. For example, where an illegal sub-
sidy is paid, it may be that a requirement of disgorgement may be under-
stood as restitution. On the other hand, even disgorgement may not place
injured competitors back into the position that they would have enjoyed if
the subsidy had never been paid. In many trade contexts, restitution will
not be apposite, or will be highly impractical. Thus, this chapter will focus
on cessation, compensation, and countermeasures.

COMPENSATION Under the Articles on State Responsibility, compensa-
tion is a “second-best” form of reparation for violation of international law.
As the ICJ stated in the Chorzów Factory case, “The impossibility, on
which the Parties are agreed, of restoring the Chorzów factory could
therefore have no other effect but that of substituting payment of the value
of the undertaking for restitution.” As discussed below, the calculation of
the value of the asset taken, or of the performance denied, is complex.

COUNTERMEASURES: INDUCING COMPLIANCE According to the struc-
ture of the Articles on State Responsibility, countermeasures are separate
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from remedies per se. Countermeasures are unilateral measures by the
injured state in response to failure of the injuring state to comply with its
obligations to cease the violation and make reparations for the violation.43

However, countermeasures have a dual character: they are generally
designed to induce compliance, but they may also provide some compen-
sation to the injured state.44

Under the Articles on State Responsibility, countermeasures are in-
tended to induce compliance by the target state. The Commentary to the
Articles understands WTO law to exclude the general international law on
countermeasures, by virtue of the WTO Understanding on Rules and Pro-
cedures Governing the Settlement of Disputes (DSU)45 requirement for
authorization of measures “in the nature of countermeasures.”46 There-
fore, by requiring authorization prior to the use of countermeasures, the
WTO restricts a right of states that would otherwise exist at general inter-
national law.47

PUNISHMENT International law does not sanction punitive action by
states. Article 49 of the Articles on State Responsibility requires counter-
measures to be “proportionate,” which seems to exclude punitive
countermeasures. Under Article 47 of the Articles, the purpose of counter-
measures is to induce compliance, and does not include punishment.
However, retaliation is fungible in a sense: a measure that is intended to
induce compliance may also be felt to punish.

While punishment of states in many international law settings seems un-
appealing, and inconsistent with international law doctrine, there is a ra-
tional basis for disproportionately large countermeasures in certain
contexts. This basis is the probability of enforcement. Where the probabil-
ity of enforcement is 50 percent, there is a rationalist argument for dou-
bling the damages in order to induce compliance. Such doubling might be
interpreted as punitive.

REPUTATION AND “INTERNATIONAL OBLIGATION” Reputation in this
context is best understood not as a formal remedy, but as a parameter that
may be valued by states, and may be lost by noncompliance.48 Reputation,
broadly understood, is the reason that there might be a right that has real
effects without a formal remedy. The best way to understand reputation
is as an informal remedy, and it may easily be understood in rationalist
terms. Chapter 3 develops a broad understanding of the effect of infor-
mal remedies.
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Indeed, we might understand reputation as an additional motivation by
states to comply. In this sense, reputation may add an important finger to
the scale of compliance. Reputation may help to explain why we observe
widespread compliance with WTO law despite existing prospective-only
remedies that would seem, considered alone, to provide incentives for
breach.49 Of course, states may not care about reputation per se, but are
more likely to care about their ability to induce other states to make con-
cessions in the future, and to comply with existing concessions. This role of
reputation may be understood bilaterally, as similar to linkage politics in
the political science literature, or as similar to multisector contact in the
industrial organization literature.50 Alternatively, to the extent that infor-
mation and incentive problems may be overcome, it is possible that multi-
lateral reputational effects could add a much larger finger to the scale of
compliance.

Under these circumstances, as discussed in Chapter 3, we might under-
stand dispute settlement as providing a method for discriminating between
defection and compliance, in order to provide information necessary for
multilateral reputational sanctions to operate. Milgrom, North, and Wein-
gast argue that third-party dispute settlement can assist in developing coop-
eration.51 Maggi makes this point in the trade context.52 Third-party dispute
settlement can solve the following information problem. If two parties have
a dispute, in which one accuses the other of defection, how can other mem-
bers of the community determine whether the accusation is true?

Reputation may be a powerful force in promoting compliance, and
should be factored into any analysis of remedies. As Kovenock and Thursby,
and Mitchell, conclude, formal WTO remedies that seem inadequate to in-
duce compliance on their own seem to be supplemented by reputation, or
“international obligation,” in order to induce a high level of compliance.53

While their work does not distinguish sharply among (i) generalized multi-
lateral retaliation and issue linkage, (ii) concern for general respect for in-
ternational legal rules (which may be the same as (i)), and (iii) a preference
for a good reputation, each of these factors may be at work. However, Bown
finds “only limited evidence that the costs imposed by ‘international obliga-
tion’ are sufficiently large to” credibly affect behavior.54

Article 22.8 of the WTO DSU, specifying that suspension of concessions
is a temporary remedy, provides that the WTO Dispute Settlement Body
shall continue to keep under surveillance the implementation of adopted
recommendations or rulings. This surveillance would help to effectuate
the role of reputation.
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It may be that reputation has different effects in different types of cases.
Perhaps where the violation is clear or flagrant, reputation would have a
stronger effect. On the other hand, where the violation is a matter of inter-
pretation, and there are appealing arguments on both sides, reputation
may play a weaker role.

Efficient Breach in International Law

No law or legal obligation is peremptorily binding: it does not directly
cause human action, but only creates incentives for action, mediated by in-
dividual choice. Rather, the main question is the magnitude and type of
remedy or penalty for violation. Law and economics begins to approach
contract, as it does other law, with price theory. From this perspective, the
key to predicting compliance is the price of breach: where the price of a
breach is sufficiently high, compliance will result. The price of breach
must be measured in terms of both the measure of damages and the extent
to which institutions exist mandatorily to require the payment of damages.
Among the most influential—and controversial—claims made by law and
economics scholars is the theory of efficient breach: positively, that there
are circumstances where breach of contract is more efficient than perfor-
mance, and normatively, that the law ought to facilitate breach in such cir-
cumstances.55

The idea of the efficient breach hypothesis is that if the obligee can
require specific performance of the obligor’s promise, the obligee might
require such performance even under circumstances where the harm to
the obligor from performance exceeds the benefit to the obligee. In bar-
gaining terms, the obligee may hold out for an excessive share of the sur-
plus that would be derived from breach, and this bilateral monopoly might
prevent the efficient renegotiated bargain.

Under circumstances of a complete contract, there is no such thing as
“efficient breach.” This is because under these theoretical circumstances,
the parties have already specified the desirable course of action in all
states of the world. Thus, under a complete contract, or a complete treaty,
it will be efficient to set remedies for noncompliance at coercive levels.56

Noncoercive levels of remedies are appropriate where the treaty struc-
ture is incomplete in terms of its specification of the relationship be-
tween, for example, trade and environment or trade and health, as
discussed in Chapter 7.
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The efficient breach theory presupposes incomplete contracts and effec-
tive adjudicatory and enforcement mechanisms that can determine and
compel payment of the appropriate level of damages in the event of a
breach. That is, where there are no institutions that can provide for pay-
ment of damages, a rule of damages is unworkable. But such mechanisms
are largely absent from the international context.57 The theory also presup-
poses a commensurability between the damages suffered from the breach
and a monetary payment or other form of compensation, a presupposition
that requires interpersonal (or, in this case, interstate) comparison of utility
and is problematic not only in contract but also in the context of arms con-
trol, human rights, national security, environmental, and other treaties.

These structural differences may help explain why questions of
remedies—which are central to law and economics contract scholarship—
occupy a relatively small role in treaty doctrine and scholarship.58 On the
other hand, there is a growing discussion of remedies in the trade con-
text, and in connection with the International Law Commission’s Articles
on State Responsibility. Remedies are also relevant to the discussion,
above, of the relationship between property and liability rules protecting
entitlements.

The efficient breach hypothesis would turn a contract damages rule
into, in the language of Calabresi and Melamed, a liability rule.59 But lia-
bility rules have certain drawbacks that are especially pertinent in the in-
ternational realm. First, liability rules impose on the wider community the
collective expense of determining an “objective” cost of a breach.60 While
domestic societies typically provide the “public good” of well-functioning,
compulsory dispute resolution systems (at least in developed countries),
the international community has often declined to do so. Second, liability
rules represent only an approximation of the value of the breach to the
promisee. Even assuming such monetization is objectively possible for the
types of “goods” exchanged by treaty—and it often is not—states may be
more reluctant than individuals to subordinate their subjective valuations
to the judgments of others.61

Some international lawyers will reject the concept of efficient breach on
a normative basis.62 They might argue that accepting the efficient breach
hypothesis would threaten precisely the feature that renders treaties the
“major instrument of international cooperation in international relations,”63

the belief that treaties will be obeyed, even when contrary to a state’s
immediate, short-term interest. Condoning “efficient” breaches of these
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treaties would undermine the fundamental rule of pacta sunt servanda, and
likely render more difficult the possibility of sustained cooperation in an in-
ternational community through treaty regimes.

Of course, the same objection may be raised in the domestic context.
Contract is important because of the belief that contracts will be obeyed,
but it is still efficient to allow breach under certain circumstances. In fact,
entry into contract may be facilitated by the understanding of parties that
breach may be permitted under certain circumstances.64 Sykes has made a
similar argument regarding the General Agreement on Tariffs and Trade
(GATT) escape clause.65

This analysis suggests that, where effective dispute resolution exists and
damages can be relatively easily monetized, states are more likely to adopt
an “efficient breach” rule. One context in which mandatory dispute resolu-
tion now exists, and in which something akin to efficient breach is de facto
(if not de jure) permitted, is the GATT-WTO system.66

Under the current WTO DSU, when a WTO dispute settlement panel
or the Appellate Body concludes that a measure is WTO inconsistent, “it
shall recommend” that the measure be brought into conformity with WTO
law. Once this determination is adopted by the WTO Dispute Settlement
Body, the respondent state can, and should, comply with the ruling by
amending or withdrawing the offending measure. Alternatively, the state
may retain the offending measure and, instead, provide compensatory
benefits to restore the balance of negotiated concessions disturbed by the
noncomplying measure. Finally, the state may choose not to change its law
or provide compensation, and, instead, suffer likely retaliation against its
exports authorized by the WTO for the purpose of restoring the balance of
negotiated concessions. Thus, we might usefully understand the WTO sys-
tem as authorizing a member to choose to breach an obligation, and pay
compensation to the injured party.67

Public Interest Remedies and Public Choice Remedies

As we consider remedies in the international system, among states, as
compared with remedies in the domestic system, among individuals and
firms, we must recognize that states are imperfect mediators of individual
preferences.68 Therefore, a remedy that appears on its face to be consis-
tent with public interest—with welfare economics—may not yield efficient
incentives in a world of states.
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Indeed, if the goal were simply to induce compliance through the ac-
tions of government operatives, then penalties calculated to induce ac-
tion by these operatives would be appropriate. But the goal is not
necessarily to induce compliance in all cases. Rather, the goal in a num-
ber of international legal settings, including most economic areas, seems
to be to induce compliance when compliance is efficient, and breach
when it is not.

The normative goal of public choice analysis must be to enhance the
alignment between the behavior of governmental operatives and public
welfare. So, there is no normative argument that remedies in international
disputes should be designed to maximize the welfare of government oper-
atives. Rather, the normative goal is to suggest methods in which remedies
could be redesigned in order to provide optimal incentives for welfare
maximization. Of course, without great knowledge of the problems of
alignment between governmental operative welfare and public welfare, it
is impossible to be certain that any particular pattern of incentives will re-
sult in public welfare–oriented behavior by government operatives.

For those who would argue that governments require special penalties
that are calculated to induce welfare-consistent behavior by governmental
operatives but are not themselves congruent with welfare, we might ask
why similar special penalties are not applied to corporations. Surely we un-
derstand that corporate governance may be inconsistent with welfare-
maximizing behavior by the firm, and yet we do not have special penalties
designed to induce welfare-maximizing behavior in light of our under-
standing of corporate governance.

Finally on this point, it appears clear that public choice analysis, power-
ful as it is in a descriptive vein, comes up short in the normative domain.
That is, while public choice analysis can tell us about governmental re-
sponse to incentives, it generally has avoided telling us how to match in-
centives with welfare. In the present context, public choice analysis tells us
nothing about which remedies would maximize public welfare.

And yet, public choice sheds critical light on the problem of compliance
with international law. An examination of the domestic political landscape
in the bound state is necessary in order to predict compliance or violation
of international law. Furthermore, where remedies are intended purely to
induce compliance, avoiding the complicating possibility of efficient
breach, they must be sufficient to induce the establishment of domestic
political coalitions necessary to cause compliance.
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If international law is to do any work, the domestic political coalitions
must otherwise be in favor of violation, while the addition of an international
legal rule modifies the domestic coalitions in favor of compliance. The inter-
national legal rule may do so through remedies, as discussed above, or it may
do so in addition by virtue of the domestic politics of compliance with inter-
national law. That is, where compliance with international law has political
support, as for example in the United States through the operation of the
American Society of International Law or other nongovernmental organiza-
tion activities, or through a generalized sense that it is valuable to support
the integrity of international legal rules, then this political support for com-
pliance with international law in general will add to the incentives to comply
in any particular case.

Treaty Interpretation

The contract analogy described above suggests that law and economics’
first impulse in interpretation should be for text-based interpretation of
treaties, even ahead of a purported efficiency-based interpretation. This is
because text-based interpretation preserves the bargain actually struck by
the parties to the treaty and—when the “markets” for treaty-effected
transactions are well functioning—such bargains are presumptively effi-
cient. Such a “market-based” (analogizing the interaction of states to enter
into treaties to a market) determination of preferences is likely to be more
highly respected than a court’s third-party interpretation.

Of course, Article 31 of the Vienna Convention on the Law of Treaties,
requiring interpretation in accordance with the ordinary meaning of the
terms contained in the text, seems broadly consistent with a text-based ap-
proach to interpretation, as opposed to a more teleological or natural
law–based interpretation.69

Richard Posner famously claimed (positively) that common law courts
seek economic efficiency in their decisions,70 and many law and economics
advocates claim (normatively) that this is what they should do. However,
no individual can determine “efficiency” for another, if efficiency is de-
fined as maximization of preferences, because no individual knows an-
other’s utility function. Just as Chapter 2 suggested that courts cannot
determine the “efficient” law for purposes of conflicts of law analysis,
courts cannot determine the efficient interpretation of contract or treaty.
Rather, societies structure legislatures, courts, and markets to enable con-
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stituents to maximize their subjectively determined preferences, subject to
institutional constraints. There is no reason to expect that any of these in-
stitutions could, a priori, identify and aggregate these preferences in the
abstract.

On the other hand, there is some basis for respecting private contracts
as written, given that they presumptively reflect the preferences of their
parties. This presumption is subject to a public choice qualification in con-
nection with treaty interpretation. Treaty interpretation is more like statu-
tory interpretation than like contract interpretation71 from an efficiency
standpoint. That is, there may be concerns, based on public choice analy-
sis, that certain treaties do not reflect welfare-enhancing transactions, just
as some statutes do not reflect welfare-enhancing transactions. Under
these circumstances, some may suggest that it would be useful for a court
or other interpreter or enforcer to engage in some review of the terms of
the treaty.72 On the other hand, treaties have a dual dimension: domesti-
cally they can be analogized to statute, while internationally they have the
character of a contract. Thus, it may be that an efficiency analysis is am-
bivalent: suspicious of the domestic efficiency of treaty based on the anal-
ogy to statute, and hospitable to the international efficiency of treaty based
on the analogy to contract.

In order to enhance the binding effect of treaty, the ability to refer dis-
putes regarding interpretation of the terms of the treaty to binding settle-
ment may resolve certain information problems, as discussed in Chapter 3.
In a bilateral setting, it may make it easier for a victim of defection to de-
termine not to forgive a clear breach. In a multilateral setting, it may facil-
itate multilateral punishment or other reputational consequences.

Furthermore, even if a judge could determine the efficient interpreta-
tion in a particular case, this would be a limited, static approach to effi-
ciency, rather than a broader, dynamic approach. That is, it may be broadly
efficient to allow parties to enter into, and to enforce, contracts that would
have inefficient outcomes under some circumstances, especially given
time inconsistency. Respect for text promotes additional transactions: if
authoritative interpreters respect the original texts, states will be encour-
aged to enter into treaties. This includes respect for loopholes and gaps in
enforcement left in the text. The analysis in Chapter 2 suggests that under
certain conditions, muddy allocations may be intentional and efficient.

There are difficulties with this argument. One, mentioned above, is that
interpreting texts is inevitably a creative, not mechanical, exercise. In fact,
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those charged with interpretation may be delegated a degree of flexibility,
or independent authority, in order to fill gaps or remedy “problems.” More
importantly, this argument presupposes that the bargains reached through
interstate transactions accurately reflect underlying preferences.

But law and economics also identifies many situations in which market
failure occurs and bargains do not necessarily maximize preferences. For
example, as noted above, public choice theory suggests that treaties may
advance the interests of the political elites that negotiate the treaties,
rather than the broader interests of the constituents they purportedly rep-
resent.73 Other law and economics methods identify a variety of other
factors—including transaction costs, externalities, imperfect information,
coordination difficulties, and strategic behavior—that cause states to fail to
conclude mutually beneficial bargains. Thus, much of law and economics
analysis is devoted to exploring whether, in any particular factual context,
the market for international transactions is well functioning—and there-
fore producing presumptively efficient outcomes—and proposing ways to
improve imperfect markets.

Perhaps a more important criticism of the argument for strict fidelity to
text is that it may be that the drafters of the text—the principals—would
actually prefer, either ex ante or ex post, a more teleologically based or nat-
ural law–based interpretation. The parties may specifically wish to dele-
gate to judges the task of adjusting or revising their bargain in response to
stochastic developments, or even in response to the judge’s vision of justice
or morality. Examples of implicit delegation of discretion to the judge in
the domestic context are doctrines of impossibility and impracticability in
contract, and in international law the somewhat analogous doctrine of
rebus sic stantibus. In Chapter 7, I discuss the law and economics litera-
ture of rules and standards. Broader standards may be understood as im-
plicitly delegating authority to judges to apply these standards.

Here, the judge should seek to adhere to whatever defines his or her
agency. So there can be no general statement about the role of the judge
and the scope for application of justice, morality, or the perceived intent of
the parties. Rather, the role of the judge must depend on the mandate to
the judge. Even this becomes difficult, as the mandate to the judge may be
subject to implicit change. There is no doubt that the judges of the U.S.
Supreme Court, or of the European Court of Justice, in the early years of
those tribunals, exceeded the ambit originally intended by the authors of
their mandates. But perhaps the authors of their mandates, in granting them

148 The Economic Structure of International Law



effective competenz-competenz in a variety of ways, implicitly authorized
them to determine their own mandate. This is also true of international
commercial arbitration, in which tribunals must comply with their man-
date, but are accorded competenz-competenz to determine the scope of
their mandate.

Conclusion

While there are substantial differences between treaty and contract, the
law and economics techniques that have been developed to analyze the dy-
namics of contract are useful in analyzing the dynamics of treaty. We see
that treaty is an extension—in fact, a special case—of the model developed
in Chapter 3 to deal with CIL. Treaty is analogous to explicit contract,
while CIL is analogous to implicit contract.
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C H A P T E R  F I V E

International Organization

CHAPTER 2 EXAMINED the allocation of authority in the market of inter-
national relations, noting that there would be circumstances in which it
would be useful to share authority through international organizations.
Chapter 3 examined the development of customary rules for allocation of
authority—transactions in the market, without explicit contract or
organization—but noted that these types of transactions could be facili-
tated by organizations that provided information or other relevant ser-
vices. Chapter 4 examined treaty as a formal, but one-off, form of
transaction. This chapter examines the creation of organizations to facili-
tate transactions in authority, and to serve as repositories of authority
themselves. The focus in this chapter is on the costs of transactions, and
the comparison of institutional alternatives.

Debates regarding the competences and governance of international or-
ganizations such as the United Nations, the World Trade Organization
(WTO), the European Union, and the North American Free Trade Agree-
ment (NAFTA) seem to grow more polarized. To what extent and how
shall these organizations be designed to discipline the activities of states?
What kinds of legislative authority, if any, should reside within these or-
ganizations? Should judges in these organizations be permitted to strike
down national regulatory measures? These are some of the central questions
of globalization. After developing a theoretical perspective on interna-
tional organizations, this chapter suggests how this theoretical perspective
would encompass two important examples: the move to majority voting in
the European Community (now part of the European Union) in the late
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1980s, and the move to mandatory dispute settlement in the WTO in the
mid-1990s. In Chapter 6, I examine the relationship among different func-
tional international organizations, and in Chapter 7, I examine how dispute
settlement functions as a governance mechanism within international or-
ganizations.

This chapter returns to the transaction cost economizing first intro-
duced in Chapter 2, which discussed jurisdiction in property rights terms.
Here, the focus is on the institutional response to transaction costs. The
purpose of this chapter is to examine the theory of the firm and related
transaction cost–based literatures of the new institutional economics,1 law
and economics, and industrial organization,2 and the application of their
analytical techniques to the linked problems of competence and gover-
nance of international organizations.

In addition, the multiple-person prisoner’s dilemma model developed in
Chapter 3 may help to shed light on the purpose of the international orga-
nization, as well as the business firm. By funneling transactions into a firm
or international organization, and linking transactions within a firm or in-
ternational organization, it may be possible more easily to resolve the
multiple-player prisoner’s dilemma. Furthermore, the possibility for third-
party adjudication presented by an international organization may assist in
resolving one of the most difficult information problems in the multiple-
player prisoner’s dilemma. Under multilateral punishment, how do third
states know that a breach has occurred?

“Hierarchical arrangements are being examined by economic theorists
studying the organization of firms, but for less cosmic purposes than would
be served by political and economic organization of the production of inter-
national public goods.”3 In this chapter, I ask the same initial question about
the international organization that Coase asked in 1937 about the business
firm and that Keohane asked in 19824 about the international regime: why
does it exist, and if its existence is justified, why is there not just one big one?
New institutional economics, industrial organization, and law and economics
owe great intellectual debts in the relevant areas to Coase’s two seminal pa-
pers, The Theory of the Firm and The Problem of Social Cost.5 Coase ex-
plains that these articles are related. “In order to explain why firms exist and
what activities they undertake, I found it necessary to introduce . . . the con-
cept that has come to be known as ‘transaction costs.’ ”6

“While the kind of close comparative institutional analysis which Coase
called for in The Nature of the Firm was once completely outside the
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universe of mainstream economists, and remains still a foreign, if poten-
tially productive enterprise for many, close comparative analysis of institu-
tions is home turf for law professors.”7 As we determine why the
international organization exists, and how big it should be, we must analyze
the internal governance of international organizations, including voting
rules and other rules about how decisions are made. Within U.S. federal-
ism, and within the European Union, this question includes that of “hori-
zontal federalism”: how do the different branches of government,
including for example in the United States the executive, legislature, and
judiciary, combine to exercise centralized power? This question includes
the question, addressed in Chapter 7, of the role of dispute settlement.
The structure of horizontal federalism is critically related to the question
of vertical federalism: what powers should be at the center, and what pow-
ers should remain at the periphery?

And of course the question of governance “inside the box” is inextricably
linked to the question of how big the box should be and what functions it
should have.8 In addition, the mechanism inside the box remains depen-
dent upon, and is constantly affected by, the institutional structure outside
the box. Together they constitute a system. No component of the system
operates in isolation from the rest of the system.

Beginning with Coase, the new institutional economics has developed
analytical tools to address similar questions to those raised above, within
the context of the business firm.9 This chapter is premised on the proposi-
tion that business firms and international organizations have some charac-
teristics in common, and that this admittedly limited commonality makes
comparison worthwhile.

Law and economics has drawn on, and is related to, industrial organiza-
tion and new institutional economics in this field.10 These three schools of
thought have been concerned, primarily in the context of the firm, with
the two questions discussed above: why does the firm exist, and how
should it be governed? These schools of thought have in common a recep-
tivity to, and in new institutional economics a focus on, transaction cost
economizing rather than (or, more properly, in addition to) the price the-
ory common in neoclassical economics. “The discriminating alignment
hypothesis to which transaction cost economics owes much of its predic-
tive content holds that transactions, which differ in their attributes, are
aligned with governance structures, which differ in their costs and compe-
tencies, in a discriminating (mainly, transaction cost economizing) way.”11
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This theoretical perspective has become the dominant approach to
analysis of the corporate firm;12 this chapter asks whether it may be a use-
ful approach to the analysis of international organizations. This type of
adaptation has been performed in connection with other types of nonfirm
organizations, including application of “positive political theory”13 to gov-
ernmental organizations,14 but has only been performed in a limited
sphere in connection with international organizations.15

This analytical and critical theory, and its methodology, would reject
both reflexive world federalism and reflexive autarchy. Less obviously, this
theory rejects blanket calls for “strong” international institutions. Rather, it
calls for a method that requires that each question be answered within its
particular context. It is thus a prescription for further theoretical and em-
pirical work.16

While Coase’s ideas stimulated a thick literature seeking to address the
theory of the business firm, international organizations have received much
less attention in the theoretical literatures of law, economics, and politics.

Much of the legal literature of international organizations was written
prior to the mid-1990s when legal scholars began to engage other social
sciences, and has continued in a largely descriptive positivist project, or
has embraced utopian ideals. Much of the more recent literature is analyt-
ical, realistic, and informed by the perspective of other disciplines. Mod-
ern scholarship of European Union law is also significantly analytical,
realistic, and interdisciplinary.

An economic theory of international organizations would focus on wel-
fare. Welfare may take many forms. In the trade context, from the stand-
point of neoclassical international trade economics, welfare can be increased
by free trade. Economics has made significant strides toward analyzing
data to assess some of the trade benefits of integration, and to compare re-
gional integration to multilateral integration in these terms. It has not ad-
dressed in an organized way the opportunity costs of integration: what
does a state lose when it gives up a part of its autonomy to regulate, for ex-
ample, food quality or banking services? These opportunity costs must be
analyzed in institutional “trade” terms: how much autonomy is foregone,
and what is it worth; and how much compensating influence over central-
ized decisions is obtained, and what is it worth?17 These are the central is-
sues in debates about globalization.

I argued in Chapter 1 that there are circumstances where there are
gains to be derived by exchanging autonomy for integration in particular
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areas—for transactions in authority. However, economics has spent little
time assessing the institutional constraints on the ability to make exchanges
in this field. Yet this question is analogous in important ways to a question
that economics has addressed in detail: the question of the transaction cost
motivations for organization in the form of the firm versus the market.

The international organizations literature of political science has consid-
ered the theory of the firm, industrial organization,18 the new institutional
economics,19 and public choice. However, this literature has until relatively
recently deemphasized the role of formal institutions20 in favor of greater
emphasis on power, regimes, and informal institutions.21 As recently as
1986, it was possible to make the following statement:

One pattern that can be discerned throughout the maturation of the inter-
national organization field in the postwar era has been the steady disengage-
ment of international organization scholars from the study of organizations,
to the point that one must question whether such a field even exists any
longer except in name.22

However, by 1996, Duncan Snidal was able to write that “international in-
stitutions are once again at the center of the substantive and intellectual
agendas of international politics.”23 The study of international organiza-
tions began in the early part of the twentieth century, with the kind of
technical, institutions- and law-oriented perspective that is attractive to
lawyers,24 although it was often motivated by utopianism. It was diverted
from its formal institutional focus by a consensus between the two main
competing theoretical perspectives in international relations. These per-
spectives reject the utopian perspective, and until recently seemed to neg-
lect its formal institutional concerns. These two main theoretical
perspectives are sometimes referred to as neorealism and neoliberalism,
although these labels conceal an important degree of convergence, as well
as significant internal diversity.

The neorealist perspective tends to ignore formal institutions and law as
ineffective, and to consider policy as determined by the confluence of
power and interest of states.25 Neorealism provides a positive account of
state behavior based on national interest and national power.

Neoliberalism, despite its interest in institutions, is only slightly different
for our purposes.26 Neoliberal institutionalism, led by Robert Keohane,27

looks to the institutionalization of power through regimes, sometimes led
by powerful “hegemons.”28 However, despite the fact that this body of liter-
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ature professes interest in both informal and formal institutions, its re-
search program has until recently focused largely on informal regimes, as
opposed to formal legal or institutional mechanisms.29 “Regime theory does
not recognize anything distinctively ‘lawlike’ about international rules.”30

Thus, neorealism and neoliberal institutionalism31 are united by a common
focus on national interest and national power, and by a tendency to relegate
formal institutions and legal constraints to irrelevance.32

The basic building blocks of modern political theory, “the distribution of
preferences (interests) among political actors, the distribution of resources
(powers), and the constraints imposed by the rules of the game (constitu-
tions),”33 are in fact quite comparable to the basic building blocks of insti-
tutional economics: preferences, wealth, and institutions. States transact in
power to maximize the achievement of their particular interests.34

This chapter argues that formal institutions are relevant in the interna-
tional sphere, as in the domestic sphere, although the degree of relevance
may differ, and may change over time. In both spheres, they constrain the
naked exercise of power, serve as a conduit for power from an initial time
to a later time, and result in states sacrificing later-held interests in order
to comply. The assumption of rational preference maximization is re-
tained, and accepted as the sole motivating force of individuals and states.
These sacrificed later-held interests are presumably anticipated to be
smaller than the benefits to be obtained from entry into the institution. At
the time when compliance occurs, the sacrificed later-held interests are
presumably smaller than the payoffs from compliance, including, inter
alia, the kinds of factors that support compliance with CIL or treaty, and
the value of maintaining the integrity of the specific institution. The insti-
tution itself becomes a “bond” or hostage to support compliance. The
model developed in Chapter 3 to analyze customary international law was
seen to be adaptable to treaty-based law, and is also adaptable to institutions.
The constraint is not complete in any context,35 nor would we necessarily
want it to be: the concept of efficient breach shows that strict compliance
is not always the best outcome.36

In the context of this realistic approach, it is not correct to say that the
international sphere is anarchic, while the domestic sphere is ordered.37

While the international sphere may have “weaker” institutions (in terms of
their ability to make decisions and coerce compliance), as compared to an
orderly domestic society, the difference is only one of degree, and while
some portions of international society are extremely orderly (like interbank
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correspondent relations for trade letters of credit), some segments of do-
mestic society seem anarchic.

Finally, as indicated above, “weakness” of institutions is a design charac-
teristic, and not necessarily a fault. States may be willing to take on greater
substantive obligations if there is more procedural “give” in the system.
States may be unwilling to take on “strong” obligations that are not sup-
ported by democratic legitimation. It may be optimal for other reasons for
states to take on only weaker obligations. Again, this is based on a model of
states motivated only by self-interest.

Most international organizations literature focuses more on analyzing be-
havior outside and around the box than inside the box, using “the box” to
refer to the formal international organization.38 This focus is consistent with
a neorealist39 or neoliberal40 theoretical perspective, which would agree that
the products of formal organizations are determined not by the formal me-
chanics of those organizations, but for the realist by the external power rela-
tionships that they mimic41 and for the regime theorist by the less formal
regime dynamics that they mimic.42 These perspectives may be substantially
dependent on the empirical phenomena observed: while the United Nations
has not constrained war (at least not completely), the International Postal
Union has brought a satisfactory level of order to international mail.

The focus of much recent international organizations literature outside
the box and around the box, as opposed to inside the box, is comparable to
the pre-1980s focus of neoclassical economists on markets, avoiding exam-
ination of corporate governance structures and other economic institu-
tions.43 These pre-1980s economists saw the corporation as a black box, as
a production function, and did not analyze how its internal structure might
affect the decision to organize production within the firm or the relative
efficiency of such organization.44 Similarly, with important exceptions, in-
ternational organizations literature has often seemed to regard interna-
tional organizations either as production functions or as trivial structures
that serve as vessels for the real activity based on unconstrained power and
interest. Thus, there was a remarkable parallel development between po-
litical science and economics: both have emphasized the market (the world
of spontaneous governance, in Williamson’s terms)45 at the expense of at-
tention to the firm (the world of intentional governance; again, Williamson’s
term for hierarchical organization).

Of course, informal institutions are important,46 both independently and
in synergy with formal institutions, and the boundary between informal
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and formal is unclear. In fact, Chapter 3 shows that a method of produc-
tion of “formal” law in the international system is comparable to the
method of production of social norms in domestic systems. Furthermore,
formal law often has its greatest social effect outside of formal legal fora.47

However, given the growth of formal institutions, both in numbers and in
competences, in recent years, it seems appropriate to refocus on them. In
addition, formal institutions are more susceptible to self-conscious design,
and are thus a useful focus for considering the design of institutions.

As noted above, until the 1990s, international organization scholars had
all but abandoned the field of formal structure—of formal governance—of
international organizations. The new institutional economics, industrial or-
ganization, and law and economics literatures paid little attention to inter-
national organizations.48 Although a public choice literature of international
organizations developed, applying economic theory to activities of interna-
tional organizations,49 this literature did not apply the theory of the firm to
the analysis of formal international organizations.50

Keohane has applied the theory of the firm to regimes, but instead of
responding to his question of why regimes exist, as Coase would, with
“transaction costs,” Keohane responds with a related, but less general,
concept: market failure. “In situations of market failure, economic activi-
ties uncoordinated by hierarchical authority lead to inefficient results,
rather than to the efficient outcomes expected under conditions of per-
fect competition.”51 This perspective is exactly the one Coase sought to
debunk in his attack on Pigou. “Both the concept of ‘market failure’ and
of ‘government failure’ are rejected as they correspond to a ‘Nirwana’
view. There exists in general no ideal market and no ideal government
which could remedy the shortcomings of the other decision-making
mechanisms in a perfect way.”52 A Coasean perspective would demand to
know whether regimes or institutions are affirmatively better than the
“market,” and would particularize this inquiry by examining specific is-
sues and institutions.

The Market of International Relations Revisited

As discussed above, there is no nirvana, and so neither market failure nor
government failure53 alone has policy ramifications; rather, it is necessary to
engage in comparative institutional analysis. Nor is there, in truth, a default
option: an institution that should retain power unless it is affirmatively shown

International Organization 157



that another institution is more efficient. Neither the market nor the state
can claim this advantage. Rather, they are each on an equal footing with the
firm and international organizations: candidates for allocations of authority.

Having said this, path dependence, network externalities, economies of
scale, and economies of scope may argue for concentrating certain types of au-
thority in certain institutions; this is a potential argument for sovereignty of
states as we know it.54 Recall the discussion in Chapter 1 of the source of gains
that may motivate exchange in this market and the motivations of states in
seeking such gains. This section continues by addressing the issue of the trans-
action costs occasioned by exchange and the related theory of the firm. It then
further explores the market of international relations by examining the extent
to which some of the characteristics of private goods markets and private firms
are replicated in the market of international relations.

The Costs of Exchange: Transaction Costs

Recall the discussion in Chapter 2 of the transaction cost analysis of jurisdic-
tion. The initial allocation of jurisdiction matters for efficiency purposes be-
cause international society, like any other society, is beset by transaction
costs. It is costly for states to identify appropriate counterparties, to negotiate
with them, to write complete contracts with them, and to enforce those con-
tracts. Whether these transaction costs are disproportionately great in inter-
national society, as compared to any particular domestic society, is not clear.

It is worthwhile to relate transaction costs to agency costs.55 Agency
costs may be viewed as the costs of organization within an institution,
while transaction costs are the costs of organization in the market. Alterna-
tively, agency costs may be viewed as a type of transaction cost that occurs
within an institutional setting; this is the definitional convention used in
this chapter (except where agency costs are referenced specifically), in
order to facilitate discussion of comparative transaction costs, comparing
costs within an institution to costs outside an institution.

The central insight of Coase’s two seminal papers involves the impor-
tance of transaction costs in economic organization.56 In fact, the transac-
tion cost focus of Coase’s two papers explains institutionalization in the
form of the firm as well as in the form of government regulation: it frames
the problem as one of comparative institutional analysis, considering all al-
ternative institutions. Coase posited that people use the market or the firm
to organize their productive activities, depending on which is the best
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mechanism, under the circumstances. By “best” in this context, we mean
the method that maximizes the positive sum of transaction gains, transac-
tion losses, and transaction costs.

Comparative Institutional Analysis

Thus, Coase’s theory of the firm is not exclusively about transaction costs:
in fact, the lowest transaction cost solution is not always to be preferred.57

Rather, the point is that in a zero transaction cost world, infinite exchange
would allow perfectly efficient allocation. In a positive transaction cost
world (the world as it is),58 a decision maker might accept some transaction
costs in order to enhance gains from trade, or accept reduced gains from
trade in order to reduce transaction costs even more. The actual decision
depends on the magnitude of each. Komesar 59 calls for a cost-benefit
analysis methodology that compares a number of available institutional al-
ternatives to seek the maximum gains from trade net of transaction costs.
“Comparative economic organization never examines organization forms
separately but always in relation to alternatives.”60

Using Coase’s and Williamson’s comparative institutional perspective,
and combining it with the public choice analysis of government, Komesar
develops a legal methodology of comparative institutional analysis.61 Kome-
sar expands the domain of comparative institutional analysis to compare
market organization to governmental organization. Thus, transaction cost
economizing can be used to attack the seemingly impenetrable thicket of
arguments between laissez-faire and regulation. This moves our institu-
tional choice question one step up from that addressed by Coase and
Williamson. Viewing the market (here inclusive of firms) as a discrete insti-
tution, Komesar compares this institution with the institution of domestic
government: with regulation. This move up the vertical institutional hierar-
chy provides a platform from which this chapter may take a further step, to
begin to compare national autonomy with international organization along
similar lines. Komesar also compares particular types of governmental ac-
tivity, including adjudication and regulation, using transaction cost analysis.

The Coase Theorem and the Prisoner’s Dilemma

The Coase theorem,62 which has been extensively elaborated and
critiqued, though never explicitly articulated as such by Coase himself,
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indicates that, absent transaction costs, the initial allocation of property
rights, including regulation, would not affect efficiency.63 The reason that
this initial allocation would, assuming zero transaction costs, not affect ef-
ficiency is that market participants would engage in costless reallocative
transactions that would result in an efficient outcome, and all externalities
would thus be internalized: no decision maker would fail to take into ac-
count all of the costs of his or her decision.64 Thus, in a zero transaction
cost world, an externality, standing alone, would not justify regulation. In
our context, an externality, standing alone, justifies neither international
law nor international organization.

Assume for a moment an efficient set of international law rules; that is, a
structure of laws that satisfies the aggregate preferences of all countries (or
their citizens) better than the alternatives. This set of rules maximizes the
value of all social resources available to states (it does not necessarily affect
private sector efficiency), consistent with value relativity; that is, it accepts
each actor’s preferences as given, and seeks to maximize their satisfaction.
In a zero transaction cost world (without problems of holdouts), this set of
entitlements would occur regardless of the initial set of international law
rules (if any): actors would costlessly reallocate to the efficient position.65

Coase’s insight applied to international law is that, given that transaction
costs exist and are indeed inescapable, the initial set of international law
rules specified has important consequences. It is necessary to compare
legal and institutional frameworks, including reliance on market mecha-
nisms, to determine which is best. Transaction costs in the market result-
ing in externalities are not a sufficient reason for regulation; transaction
costs in the international relations “market” is not a sufficient reason for re-
gimes or formal organizations.66 Regulation carries with it transaction costs
as well, and both the market and regulation suffer from imperfect alloca-
tion. In fact, Coase’s insight requires us to compare institutional structures
in every case.

An important critique of the Coase theorem asks whether states will
ever be able to agree on the distribution of the gains from exchange of au-
thority, or whether they will become mired in endless cycling of negotia-
tion, especially under a zero transaction cost assumption. This is the
problem of “holdouts.”67

Much of the political science literature is skeptical of the possibility for
cooperative solutions.68 Garrett argues that “in situations in which there
are numerous potential solutions to collective action problems that cannot
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easily be distinguished in terms of their consequences for aggregate
welfare—and the [EU] internal market is one—the ‘new economics of or-
ganization’ lexicon conceals the fundamental political issue of bargaining
over institutional design.”69

Brennan and Buchanan respond to this criticism by explaining that bar-
gaining over institutional design is cooperative in nature, and that the ag-
gregate increased value will provide incentives for agreement.70 They
compare such constitutional bargaining with “ordinary politics.” First,
they agree with Garrett and Krasner regarding ordinary politics: “the
Pareto-optimal set would be exceedingly large.”71 They continue as fol-
lows: “this prospect is dramatically modified, however, when the choice al-
ternatives are not those of ordinary politics but are, instead, rules or
institutions within which patterns of outcomes are generated by various
nonunanimous decision-making procedures.”72

The indirectness and broadly reciprocal nature of the distributional con-
sequences of constitutional bargaining erect a Harsanyian veil of uncer-
tainty that provides incentives for agreement on efficient institutions. This
veil of uncertainty is limited because those who negotiate constitutions can
predict some of the distributive consequences of constitutional-type bar-
gains. This argument suggests that bargaining problems can be overcome
in connection with the decision to form an international organization,
which can then make decisions in “ordinary politics” terms.

States versus People as Constituents

The central questions in considering whether the theory of the firm may
be useful in considering international organizations are twofold. First, are
the citizens of the member states the real parties in interest? Second, as-
suming that the citizens of the member states are the real parties in inter-
est, how does the intermediation of their national governments affect the
applicability of the theory of the firm? Both of these questions have to do
with the accountability of international organizations.

With respect to the question of whether the citizens of the member
states are the real parties in interest, certainly from a normative contractar-
ian, liberal, or cosmopolitan standpoint the answer is an emphatic yes.73

From a positive standpoint, and from a traditional realist or a modern pub-
lic choice standpoint, the answer may be no. Much depends on the respon-
siveness of the relevant state government. Thus, from a positive standpoint,
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states are neither billiard balls nor simple conduits but, like other institu-
tions, are complex mediating prisms that transmit the interests of individu-
als at varying speeds, with varying intensities, and with varying degrees of
distortion.

From the standpoint of individuals, in addition to their direct functions,
states serve as agents for entering into international relations. From the
standpoint of the international organization, states may be seen as units of
decentralized organization. The cosmopolitan individual-centered per-
spective, based as it is on contractarian individual choice, raises a perplex-
ing theoretical question about the structure of international organizations.
Are international organizations dependent on the consent of all individuals
who are citizens of the member states? This question is only different in
scale, however, from the question of whether the government of a particu-
lar member is dependent on the consent of each individual citizen.74 Our
working assumption is that nations do not themselves have preferences,
but simply represent individuals that do.75

Accepting the fact that states intermediate, and that state governments
generally control the exercise of states’ rights, in international organiza-
tions (subject to successful claims of a democracy deficit), then the values
maximized through transactions are not directly those of individuals, but
are the values aggregated through state governments. This chapter does
not address the extent of congruence between the values of governments
and the values of their citizens. Stated another way, this chapter seeks to
address the institutional issues in international organizations; I leave for
public choice theorists who address national governments the analysis of
institutional issues in states.

Thus, while corporations certainly have structures that differ from those
of most international organizations, the structures are at least comparable,
allocating competences and rights to make decisions in various ways.
There is an extensive corporate governance literature concerning the
problem of agency costs and conflicts of interest, attempting to ensure the
fidelity of corporate managers to shareholder welfare.76 The public choice
perspective on international organizations exhibits similar concerns re-
garding the pursuit by (i) national governments, and (ii) their delegates to
international organizations, of their own respective interests, rather than
citizen interests.

It is important to recall, however, that we are using a comparative insti-
tutional analysis. Thus, of course we would like to reduce these agency-
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type costs, but we must be mindful of the transaction costs of their reduc-
tion, and of the availability of institutional substitutes. Thus, while the cor-
poration carries with it agency costs, Coase posited that corporations exist,
where they do, because the agency costs are smaller than the alternative
transaction costs of the same allocation through the market. The same may
well be true of the state as intermediary, on the one hand, and of the inter-
national organization, on the other.

Frey and Gygi cite some examples of the types of rules that public
choice theory would suggest delegates to international organizations may
prefer, which may be inconsistent with the interests of the citizens of their
countries. These include rules that require more meetings and travel, rules
that allocate quotas of employees to member states, rules that provide the
particular international organization with a monopoly in its function, rules
that constrain exit from the international organization, and rules that pro-
vide financial autonomy to the international organization.77

On the other hand, according to Frey and Gygi, citizens want competi-
tion among international organizations, with limitations on exclusive
jurisdiction—monopoly authority—accorded particular international or-
ganizations (see Chapter 6). Similarly, citizens want to ensure ease of exit
from the international organization; exit fortifies and serves as a substitute
for voice. In order to avoid “mutual assured destruction,” citizens want to
ensure possibilities for partial exit through rules that allow the unbundling
of the public goods provided by the international organization. Citizens are
interested in obtaining “fiscal equivalence” by virtue of rules allowing vot-
ing in proportion to national contribution: this avoids problems of moral
hazard. Finally, citizens prefer election of the governing body of the inter-
national organization by a popular vote, enhancing direct accountability.

No one would argue that international organizations and business firms
exist for the same purposes. Obviously an international organization does
not have profit maximization as a goal.78 However, this chapter simply ar-
gues that they exist as organizations for the same reasons: they are pre-
sumed to be more efficient means of achieving their respective purposes
than the alternatives.79 Under Coase’s theory of the firm, the purpose of
the business firm is to establish a set of relationships more efficiently—in
terms of transaction gains net of transaction costs—than operations in the
market could. There seems little to distinguish the international organiza-
tion: this theoretical perspective predicts that international organizations
are formed to establish a set of relationships more efficiently than the
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equivalent of the market in international society. Each member state gov-
ernment maximizes its basket of preferences.

Efficiency

In organizational terms, “an organization is considered to be efficient if the
members unanimously accept the general rules under which it operates.”80

This test is comparable to, and derived from, the Pareto efficiency crite-
rion. However,

Only if individuals’ preferences are revealed in markets is the outcome ori-
ented approach consistent with the economic approach because prices and
quantities consumed reflect the individuals’ voluntary decisions. If the re-
sults of voluntary decisions fulfill the commonly accepted Pareto condi-
tions, then the situation is considered to be efficient; Pareto-efficiency thus
coincides with efficiency in the constitutional perspective . . . However, in-
ternational organizations’ activities are not valued in markets.81

We observe what seems like a critical difference between international or-
ganizations and firms: as discussed in Chapter 1, the output of interna-
tional organizations is not monetized, and the utilities sought through
international organizations cannot be aggregated. There is no monetized
market that may reveal valuation of particular goods. Thus, the only avail-
able test of the Pareto efficiency of the rules of an international organiza-
tion is whether these rules are accepted by the constituents.82 In order to
be consistent with normative individualism, in fact, the reference should
be to individual constituents, rather than states. From a policy perspective,
comparative institutional analysis may, given an articulated set of prefer-
ences and priorities, indicate the institutional structure that can satisfy
those preferences best, as among those institutional structures compared.
Thus, the comparative institutional analysis suggested here is designed to
inform political discourse, with the ultimate test of efficiency being simply
the (tautological) fact of political acceptance of a particular set of rules.

It is important to keep in mind that each institutional solution must fit
into a wider institutional structure, including the structure of states them-
selves, the general international legal system, and the structure of other in-
ternational organizations. “Although the Paretian approach is piecemeal,
over time all the laws may be modified or replaced, just as a ship’s carpen-
ter may eventually replace all the planks in the hull while it remains
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afloat.”83 Indeed, each plank must be checked, and it is likely that a change
in one will commend change in others. The magnitude and complexity of
this project must give rise to considerations of optimal processes and coor-
dination mechanisms.

Furthermore, what is efficient today depends on what was done in the
past. However, bygones are still bygones. What was done in the past is only
important for the institutional and technological infrastructure it has left
behind. Change must be evaluated in context. The costs of changing to a
new system must be worthwhile before an otherwise more efficient struc-
ture is substituted for an otherwise less efficient structure.84 However, the
larger point is that a static model of efficiency can and must incorporate
path dependency and all other context sensitivities. In this sense, history, to
the extent that its effects persist, is no more than another part of the wider
existing institutional structure that is the essential reference for determin-
ing the efficiency of any particular component institutional structure.85

Competitors and Monopoly Power

The competitive environment of international organizations is certainly
different from that of business firms. However, international organiza-
tions exist in a competitive environment. On a relatively horizontal axis,
they compete against other international organizations, against non-
governmental organizations (NGOs), and against transnational entities like
multinational corporations. On a more vertical axis, they compete against
states themselves. They compete not so much for profits, but for responsi-
bility, or authority. Just as a business firm gets more profits when it does
well (and, if it wishes, can expand its business), an international organiza-
tion may receive more authority when it does well. Of course, it may need
and demand more funding to fulfill additional responsibilities. Finally, as
noted above, the absence of a price system hinders the competitive pro-
cess and reduces the directness of its discipline. It may not be significant in
a substantive sense that an international organization is financially bank-
rupt or solvent: its mission may be nonpecuniary, and it may therefore be
designed to lose money. But it is significant whether an international orga-
nization is shirking or abusing its responsibility or carrying out its respon-
sibility inefficiently.

Interestingly, while international organizations may be thought to com-
pete with states for responsibility, they are also vehicles of collusion among
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states.86 Chapter 3 utilizes industrial organization research regarding col-
lusion among private persons to analyze the possibility of cooperation
among states. However, it is necessary to recognize that cooperation
among states—or its pejoratively named twin, collusion—may be effi-
ciency enhancing or efficiency reducing. Under circumstances of beneficial
regulatory competition, cooperation among states would reduce efficiency
in the provision of public goods.

While cooperation among accountable national executive branches
would presumably avoid inefficiency, collusion among executive branches,
to the disadvantage of the legislatures and the citizens, might increase in-
efficiency.87 This type of potential collusion is a reason for particular con-
cern regarding “democracy deficits.” Indeed, international organizations
may raise information costs for taxpayers, allowing politicians to favor in-
terest groups more easily.88 Some have argued that the control of execu-
tives over dispute resolution in the WTO, combined with the relative
opacity of the WTO dispute resolution process, permits a degree of un-
constrained control by the executive that would not be acceptable in the
domestic sphere. See Chapter 7.

There is wide scope for competition between international organiza-
tions, on the one hand, and substate entities and NGOs, on the other hand,
as well as among international organizations. I examine the issue of alloca-
tion of authority among international organizations, and competition
among international organizations, in Chapter 6. Among international
organizations, there are bilateral, regional, multilateral, and functional or-
ganizations,89 and in each of these categories there may be multiple organ-
izations competing for responsibility, or for gain.

Operationalizing the Transaction Cost Theory: 
Hierarchy in International Relations

This section seeks to examine attempts to operationalize the transaction
cost theory, as it applies to institutions. The major problem with generat-
ing testable hypotheses is that it is often difficult to measure transaction
gains,90 transaction losses, and transaction costs on a comparative basis.
Analysts have developed two basic kinds of responses. First, they have
often decided to ignore transaction gains and losses, concentrating their
study on transaction costs.91 For the reasons set out above, this raises seri-
ous questions.
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Second, they have tried to identify particular transaction profiles associ-
ated with particular transaction cost magnitudes, and to associate institu-
tional responses with those transaction cost profiles.92 For the reasons set
forth below, such simplification, too, seems problematic. Rather, this chap-
ter proposes a more particularistic approach, identifying particular institu-
tional components in particular institutional settings, hypothesizing
substitute components, and evaluating prospective comparative transac-
tion gains, losses, and costs.

Williamsonian Asset Specificity Applied to International Relations

Williamson focuses on asset specificity as a basis for problems of oppor-
tunism and, in turn, as a basis for integration within a firm. This type of
problem arises after economic relations are entered, and arises from the
fact that one party makes an investment in transaction-specific assets. The
classic and perhaps apocryphal example of Fisher Body and General Mo-
tors is used to illustrate the utility of vertical integration to safeguard the
party required to make the asset-specific investment from opportunistic
behavior on the part of the other party.93 In this example, an asset-specific
investment is one that can only realize its full value in the context of con-
tinued relations with another party.

Williamson claims that “it is the condition of asset specificity that distin-
guishes the competitive and governance contracting models. Contract as
competition works well where asset specificity is negligible. This being a
widespread condition, application of the competitive model is correspond-
ingly broad. Not all investments, however, are highly redeployable.”94

What makes a particular transaction in international relations “asset spe-
cific”? Any transaction where one state advances consideration at a partic-
ular point in time, and must rely on one or more other states to carry out
their end of the bargain at a later point in time, or experience a significant
loss in its expected value, is “asset specific.” For example, a state might re-
duce its trade barriers, including tariff and nontariff barriers. While it
might be argued that this is the kind of self-enforcing transaction in which
the consideration can be withdrawn, it is often difficult to reestablish trade
barriers, and doing so involves political and economic costs. Often the do-
mestic political costs of reducing trade barriers are incurred at the time
they are reduced, and perhaps cannot be fully recouped later by reestab-
lishment of the barriers. Second, to the extent that the barriers are
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reduced on a multilateral basis, under conditions of most favored nation
treatment,95 withdrawal may be made more difficult, as a matter of both
international law and domestic politics, not to mention customs adminis-
tration. In addition, the entry into an international organization itself may
have high political costs, again at the outset. It may not be fully possible to
be reimbursed for these costs.

Finally, recent attempts to harmonize regulation present a more com-
pelling case of asset specificity. Where a state modifies its domestic regula-
tory system in pursuit of an internationally agreed plan of harmonization,
it is difficult to reverse this course due to defection by another state. On
the other hand, it is relatively easy for another state to defect, and it may
be difficult to identify and evaluate defection.

Williamson’s model does not satisfactorily distinguish among various
types of institutionalization, from contract to hierarchy. Here, it becomes
important to recognize, as Williamson does, that between market and hier-
archy is a broad continuum of “hybrid” structures, including, for example,
long-term contracts. Williamson does not, however, establish a predictive
relationship between degree of asset specificity, on the one hand, and type
of institutionalization, on the other.

As Williamson points out, the obligor can be bound by any of three gen-
eral categories of structure.

• First, there can be a contractual obligation to make a payment upon
failure to give value later (“explicit contract”). The discussion of treaty
in Chapter 4 addresses this possibility in the international context.

• Second, where it may be difficult to write an explicit contract, or
where only an incomplete and unspecific contract can be justified to
be written, an alternative “is to create and employ a specialized
governance structure to which to refer and resolve disputes”
(“incomplete contract and hierarchy”). “Incomplete contract and
hierarchy” may include, or incorporate, firms, common law rules of
property or tort, regulation, state action, and international organiza-
tion. This chapter and Chapter 7 are concerned with this type of
governance.

• “Third is to introduce trading regularities that support and signal
continuity intentions”96 (“informal reciprocity”).97 Here, one might
add complementarity of transactions: regularities may arise even if
the specifics of the transaction differ. One might also add the concept
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that institutions may be used to support informal reciprocity, by
assisting in the dissemination of information, by defining the require-
ments of reciprocity, and by more direct action. Chapter 3 is con-
cerned with this type of governance.

These three types of binding mechanism may all be referred to as types
of governance or institutionalization: these are simply categories of institu-
tions. “Explicit contract” institutionalizes in very discrete ways, with the
presumed use of courts as gap fillers where the contract turns out to be in-
complete. “Incomplete contract and hierarchy” is more like a traditional
institution or firm, where only broad guidelines are set in advance, and a
decision-making procedure is established to complete the contract. Fi-
nally, “informal reciprocity” may be specific or diffuse, but is outside of
what is typically considered law or contract. As suggested in Chapter 3, it is
implicit agreement, and it may or may not be designed to take advantage
of the default rules and other characteristics of CIL.

Any of these structures may be used to deal with the need to bind others
over time. At least the first two, and probably often the third, depend upon
a framework of law, including property rights and contract enforcement.
The important inquiry is, assuming that surplus arises from a relationship,
what is the best mechanism to use to establish the relationship—to maxi-
mize the surplus at the lowest transaction cost? There is a rich diversity of
binding mechanisms that have been described, including the use of
hostages, collateral, hands tying, union, self-enforcing agreements, and reg-
ulation.98 The core issue, of course, is modifying the payoffs from defection.

In order to attempt to develop a predictive theory of economic organiza-
tion, Williamson identifies and explicates factors responsible for differences
among transactions, responsible for different transaction cost profiles, and
in turn, responsible for uses of different binding mechanisms.99 Williamson
suggests three main transaction dimensions that may be used to develop a
predictive theory of economic organization: asset specificity, uncertainty,
and frequency.100 It is worth noting that asset specificity does not directly
give rise to transaction costs, but to potential opportunism. The potential
opportunism, in turn, gives rise to the need for binding mechanisms or in-
stitutions, which involve transaction costs. However, the greater the asset
specificity, the greater will be the incentives for and costs of opportunism,
requiring and justifying the expenditure of greater transaction costs and
more reliable binding mechanisms. Williamson argues that market transac-
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tion is the obvious choice where asset specificity is low.101 According to this
approach, vertical integration becomes attractive where it represents a net
transaction cost savings compared to individual transactions in the market.

The choice of binding mechanism depends also on the degree of uncer-
tainty involved: the lesser the uncertainty, the greater the ability to write
specific or relatively “complete” contracts to address any uncertainty. The
level of complexity of a relationship, and the degree of uncertainty about
the future—about the relative future value of the various commitments—
combine with the “asset specificity” that characterizes the transaction ex
ante, to make it increasingly difficult to write complete contracts. Thus, it
might be said that complexity and uncertainty amplify asset specificity in
this sense. In addition, the more frequent the instances of a particular type
of transaction, the greater economies of scale there will be in creating gov-
ernance structures that address its governance needs. Complementary
transactions that have different purposes or terms may have similar effects.

Williamson adds a critical dimension to this model: change. Change in
the environment accentuates uncertainty and the incompleteness of con-
tracts. Williamson distinguishes price-based adaptability in the market
from coordination-based adaptability in the firm. He links adaptability to
asset specificity, finding that in circumstances where there is both frequent
need for modification of relationships, especially where prices are not ex-
pected to serve as sufficient coordinating statistics, and high levels of asset
specificity, hierarchy (firm) may be more responsive than market (con-
tract) forms of relationship.102

Uncertainty and complexity make it necessary to do more than simply
establish formally realizable rules to govern future situations: they give rise
to the need to establish standards to be applied by third parties to particu-
lar contexts. Further dimensions of the choice between rules and stan-
dards are addressed in Chapter 7. However, as uncertainty and complexity
increase, the need to define and delegate categories of authority to bu-
reaucratic, legislative, or dispute resolution type bodies, namely, to esta-
blish hierarchy, also increases. These institutional mechanisms are needed
in order to determine how standards established by the parties should be
applied in future when particular issues arise. In other words, greater inte-
gration in the sense of delegation of authority is necessary.

Williamson thus sees transaction cost economizing as the main purpose
of vertical integration.103 Vertical integration is seen as a governance re-
sponse to a particular set of transaction dimensions, including high asset

170 The Economic Structure of International Law



specificity as the principal factor. With high asset specificity, the value of
contracting is increased, but the type of contract—and institution—
depends on other factors.

Complete Contracts, Constitutive Documents, 
and Dispute Resolution

Williamson seeks to link the study of the institutional environment (mean-
ing the general legal context external to particular organizations) to the
study of the internal institutions of governance.104 Perhaps the most salient
difference, from a lawyer’s perspective, between firms and international
organizations is the general legal context in which they exist. Corporations
exist in a thick context of domestic law, including contract law and corpo-
rate law, but also including all of the law that gives rights to noncontractual
stakeholders, like employees, consumers, tort claimants, and statutory
claimants under environmental laws. This thick domestic legal context is
highly articulated and performs three functions that are critical for our
purposes. As described in more detail in the following three paragraphs, it
prohibits many forms of coercion, it supplies a reliable and predictable
mechanism to complete contracts, and it regulates private relations for the
purported general good. More generally, it is a source of rules that are, ei-
ther mandatorily or facultatively, incorporated in any corporation’s set of
constitutive rules.

First, this thick domestic legal context prohibits most forms of physical
coercion and certain forms of economic coercion, while permitting certain
types of economic and psychological influence, such as quantity discounts,
or advertising. Compare this with the problem of coercion in the interna-
tional system.

Second, this body of law may specify the terms of a relationship where
the parties have not done so: it may complete contracts. Take the example
of a commercial contract governed by New York or English law. In the
event of a dispute, the parties would have an extremely detailed body of
statutory and common law that has responded to an enormous history of
commercial disputes: this body of law performs the function of a set of
terms automatically incorporated by reference in the contract. The likeli-
hood that the dispute is not governed by statute or precedent is small, and
consequently, the likelihood of proceeding to full litigation is also small.
The domestic institutional setting is thick with experience and legislation;
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it reflects the choices of a complex and relatively comprehensive society.
The international institutional setting is thin by comparison. The interna-
tional setting is thin both in substance and in procedure, meaning that in
the event of a dispute, there will be many uncertainties, regarding both the
relationship among different potentially applicable norms, and the proce-
dural issues that can have an outcome-determinative effect.

The role of general law in completing contracts reminds us that no insti-
tution is an island: each exists in a broader institutional setting. The
broader institutional setting penetrates the institutions at various points, to
complete contracts and to supply broader institutional rules where appro-
priate. Thus, each particular institutional setting is really a complex of in-
teracting institutional settings.

By comparison to firms in a domestic context, international organizations
exist in a comparatively thin context of relatively laissez-faire international
law with two main types of “law.” The first is treaty, which corresponds for
our purposes to contract in domestic law. That is, we do not even think of
contracts as law emanating from a vertical government in domestic law, but
as “private” promises that government will enforce. The second is custom-
ary international law (including the customary international law of treaty),
which contains little regarding the rights and duties of parties to interna-
tional organizations and of international organizations themselves: there is
no significant body of “corporate law” of international organizations.105

Thus, international law is often subject to the problem of incompleteness
in a way that domestic contracts are not. Domestic contract disputes always
have an answer: “the common law abhors a vacuum.” Courts interpret, con-
struct, or leave the loss where it falls. In international treaties, especially
those without compromissory clauses,106 the loss more often stays where it
falls, and autointerpretation would be expected to intensify this effect.

An example of an incomplete contract in international relations is the
WTO agreement (including the General Agreement on Tariffs and Trade
[GATT]). Among other things, WTO law binds tariff levels, prohibits quo-
tas, and establishes national treatment and most favored nation rules of
nondiscrimination. However, it does not completely exclude from its oper-
ation actions that member states may take to protect the global commons.
Thus, when the United States banned Mexican tuna because Mexico did
not comply with unilaterally imposed U.S. requirements regarding dolphin-
safe fishing, the provisions of GATT that provide exceptions to GATT rules
for values like the protection of animal life required interpretation, inter
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alia, as to whether these provisions could extend to animal life outside the
regulating state. The unadopted 1991 dispute resolution panel decision107

held that they did not, while the unadopted 1994 decision108 on the same
substantive issues was more equivocal. The point is that there were no in-
ternational environmental rules available effectively to supplement the
GATT contract.109 This has been addressed, to a limited extent, in dispute
settlement and treaty writing in the WTO period.

Furthermore, as there was no mandatory dispute resolution process in
GATT prior to the 1994 establishment of the WTO, this dispute could
have been left entirely to autointerpretation, and would have been decided
in the court of power politics and reputation—in the market. Finally, the
“weakness” of GATT dispute resolution prior to the establishment of the
WTO in 1994 (including Mexico’s reluctance to press these issues during
NAFTA negotiations) left these respective panel reports unadopted, and
ultimately without legal effect.

In a domestic legal system, dispute resolution processes can be relied
upon to complete contracts, to the extent that the parties find that either lit-
igation or arbitration is a cost-effective means to implement their rights. In
the international legal system, similar reliability can be constructed, but is
generally not available. This is not simply another way of referring to the
fact that the international legal system is more horizontal than vertical.
Rather, it emphasizes the limited array of institutions available in the inter-
national legal system. Milgrom, North, and Weingast point out that the me-
dieval law merchant enforcement system “succeeds even though there is no
state with police power and authority over a wide geographic realm to en-
force contracts. Instead, the system works by making the reputation system
of enforcement work better.”110 The system uses formal institutions to sup-
plement an informal mechanism, as described in more detail in Chapter 3.

In the international legal system, public international law serves the
function that a constitution serves in the domestic legal system: it is a main
component, and governs the production of the remainder, of the institu-
tional environment for international organizations and for states. It pro-
vides a limited set of rules regarding the formation of law and its
interpretation, application, and enforcement. Thus, it serves as a set of
background norms for treaties and other less “constitutional” varieties of
customary international law.

To summarize, in international law, there are fewer institutional and legal
structures to complete contracts. First, in international law, there is not a
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very complete body of law that can be applied to supply missing terms to in-
complete treaties. Second, in international law, there is generally no dispute
resolution tribunal with mandatory jurisdiction. Thus, it is often difficult to
rely on the ability to complete contracts through dispute resolution mecha-
nisms. The alternative, of course, is to write comprehensive contracts. Even
if this were efficient to do (and presumably it would be more efficient with
large international relations issues than with smaller business issues), there is
still a problem of enforcement. These problems can be resolved in part
through relational contracting, through the multiplication of relationships ei-
ther in number or over time in order to reduce, through a portfolio tech-
nique, the risk of asset specificity in a single relationship. This type of
resolution can be expanded by linking transactions with multiple parties.

Summary: Market and Hierarchy

Assuming asset specificity, it may be useful to establish devices to constrain
opportunism in order to realize gains from trade, depending on the costs
and benefits of these devices. Institutions may be used to constrain oppor-
tunism. Institutions entail transaction costs, as do market transactions. Insti-
tutions may specify discrete rules, but are, under positive transaction costs,
always incomplete. Even the discrete rules are incomplete in their interpre-
tation, application, and enforcement, as well as their relation to one another.

In addition, it is necessary to specify bureaucratic, legislative, or dispute
resolution methods of completing incomplete contracts in order to avoid op-
portunism: to complete the contemplated transaction as “intended.” The
higher the magnitude of asset specificity, the greater the incentives for op-
portunism and the greater the need for institutional integration: for the trans-
fer of authority to bureaucratic, legislative, or dispute resolution mechanisms.

Governance in the Market and Governance 
in Hierarchy: Toward a Dynamic Model of the Relationship
between Vertical Federalism and Horizontal Federalism in

International Relations

Does it really make a difference whether human activities are organized
within a hierarchical environment? It is important to recognize that the
boundary between the inside of the box and the outside of the box is quite
porous, and the labels “market,” “transaction,” “firm,” and “hierarchy” are
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gross generalizations. Alchian and Demsetz point out that the firm “has no
power of fiat, no authority, no disciplinary action any different in the
slightest degree from ordinary market contracting.”111 Indeed, the firm is a
“nexus of contracts.”112 We may argue, similarly, that the international or-
ganization is a nexus of international legal rules.

Herbert Simon states that “the possibility of using internal division-by-
division balance sheets, and internal pricing in negotiation between compo-
nents of an organization further blurs the boundary between organizations
and markets.”113 “The wide range of organizational arrangements observ-
able in the world suggests that the equilibrium between these two alterna-
tives may often be almost neutral, with the level highly contingent on a
system’s history.”114 On the other hand, Simon recognizes that the existence
and effectiveness of large organizations depend on “some adequate set of
powerful coordinating mechanisms.”115

A lawyer can corroborate Simon’s perspective by showing that any set
of contractual relationships that can be established within a corporation
can also be established by various contractual devices, and vice versa:
any market structure can be recreated, with some difficulty, within the
firm. The Coasean theory of the firm does not address the internal gov-
ernance of the firm, but transaction cost economics does. “The coordina-
tion problem is not solved by merely putting a nonmarket form of
organization in place. . . . Instead, it is transformed into a problem of
management.”116 Similarly, the problem of international transactions in
authority is not solved merely by putting an international organization in
place.

Thus, it makes little sense to consider the market versus hierarchy deci-
sion in isolated terms; rather, within this broad and densely overlapping or-
ganizational structure, particular points must be evaluated to determine
what type of relationship fits best at that point. As noted above, there is a
theoretical fungibility between market contract relations and internal rela-
tions within a hierarchical structure. In fact, these things are theoretically
indistinct.

Furthermore, transaction costs outside the firm and “agency costs”
within the firm are indistinct, and, of course, will exist concurrently in many
circumstances. The important question is how to minimize these costs of
relationship. While no device is the presumptive winner, it is possible for
network externalities, path dependence, and economies of scope to support
some degree of uniformity of outcome.

International Organization 175



Subsidiarity: Intrafirm Centralization and Decentralization

Thus far, this chapter has been concerned largely with the delegation of
responsibilities to international organizations from the perspective of a
sovereign state that, until such delegation, retains plenary power. There
appears to be little difference in theory between this question and the
question of subsidiarity: once an international organization exists, and has
plenary power (albeit cabined within limited authorizations), what powers
should it exercise at the center, and what powers should it devolve to de-
centralized units? All other things being equal, the question remains,
where should responsibility be lodged?

Thus, the transaction cost approach described above is applicable to the
question of centralization or decentralization within an international orga-
nization. The industrial organization literature perspective on decentral-
ization is similar to the perspective associated with the principle of
subsidiarity: “Adapting well to changing local circumstances, using local
information well, saving on the costs of information transfer, and making
effective use of scarce central management time and attention all argue for
pushing decision-making power and responsibility as far down in the orga-
nization as possible.”117 The ability of an international organization to de-
centralize appropriately will be a factor in its ability to compete for
responsibility.118

Indeed, the question of centralization versus decentralization must be
answered in synergy with the question of intergovernmentalism versus in-
tegration. That is, as a state delegates responsibility to an international or-
ganization, it must consider how the international organization will carry
out that responsibility, in terms of centralization or decentralization. “In a
system with both centralized and decentralized decisions, the centralized
decisions serve to define the parameters of the decentralized ones and to
put constraints on the local decision makers.”119

Therefore, when authority is delegated to an international organization,
it is necessary to ask how that authority will be exercised: what is the
decision-making process within the international organization? International
organizations may be delegated authority, but the internal decision-making
process may recreate the “market” of international relations, for example by
requiring unanimity prior to action. Thus, there are two types of intergov-
ernmentalism: intergovernmentalism outside the walls of an institution and
intergovernmentalism within an institution. Why bring intergovernmental-
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ism within an institution? The institutional context may bring various bene-
fits in terms of facilitation, commitment, and legitimation.

In a more complex way, the possibility for various internal decision pro-
cesses makes the choice between integration and intergovernmentalism a
choice along a continuum, instead of a stark binary choice. Thus, an inter-
national organization may be accorded responsibility for a particular issue
area as a whole, while the decision-making structure preserves intergov-
ernmentalism in some respects,120 and allows greater integration in other
respects. In this sense, the structure of horizontal federalism—relations
between legislatures, executives, and judiciaries—may replicate or com-
plement vertical federalism, that is, relations between the center and the
components.121

As mentioned above, the “firm” is a gross way of referring to a number
of specific characteristics of organization. This perspective describes the
corporation as a nexus of contracts. At any given point in time, each of
these contracts is an incomplete contract. To the extent that they are in-
complete, they may be completed with respect to particular issues by four
possible means: (i) exercise of residual control (to the extent residual con-
trol has been assigned), (ii) renegotiation by consensus, (iii) decision by
majority voting, and (iv) dispute resolution. It is worthwhile here briefly to
distinguish these different means.

Exercise of residual control is the means emphasized by Hart and
Grossman for “completing” incomplete contracts. Yet in some cases and to
specified extents, residual control is shared. Thus, to the extent of retained
state sovereignty, each state holds residual control. To the extent of dele-
gated responsibility to an organization, residual control may be assigned to
the legislative organs of the organization. In the event of ambiguity or lack
of specification, residual control is either (i) back in the hands of the states,
subject to text-based arguments by other states under a rule of autointer-
pretation; or (ii) in the hands of such dispute resolution tribunal as may be
created and assigned jurisdiction.

Renegotiation by consensus is equivalent to voting under a rule of una-
nimity. Assuming two parties, they are in a position of bilateral monopoly.122

Another way of describing a rule of unanimity is that it requires Pareto-
efficient action,123 and makes it more difficult to move to potential Pareto
improvements, unless actual compensation arrangements may be made.
See the discussion in Chapter 4 of problems of formation of coalitions to
produce public goods. Rules of unanimity may still allow potential Pareto
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improvements under circumstances where multiple issues are covered, so
that there is room for creation of “basket deals.”124 This requires multiple
issues and issue linkage, which involve transaction costs. The question be-
fore us is how do these transaction costs compare with those raised by ma-
jority voting, and how do the respective deadweight losses compare?

Majority voting, including qualified majority voting,125 is associated with
a derogation of sovereignty, as it entails a willingness to accept a resolution
of a future issue without consent of each state.126 Majority voting is thus
also associated with integration, while rules of unanimity are associated
with intergovernmentalism.

In corporate law, Easterbrook and Fischel suggest that voting rights
generally flow to the constituencies that comprise the main residual
claimants: generally shareholders, but at times of financial distress, per-
haps bondholders or preferred stockholders.127 This would align residual
control with residual financial responsibility.128 In the international organi-
zation context, this is an argument for maintaining residual control in the
member states, or in their citizens. It is an argument for assigning residual
control to the member states because the member state governments are
generally viewed as having full responsibility for the welfare of their con-
stituents, and therefore experience residual responsibility.

Finally, dispute resolution entails derogation of sovereignty of a differ-
ent type. It assumes that the contract has specified some standards, explic-
itly or implicitly, for reference in determining particular issues that arise.
As discussed above, dispute resolution is a central means for completing
incomplete contracts, on an ex post basis.

Williamson points out that while integration may result in the ability to
resolve disputes by fiat, the ability to resolve disputes by fiat gives rise to
uncertainty regarding the possibilities for intervention, diminishing “high-
powered incentives.”129 While “high-powered incentives” may not translate
well from corporate affairs to international law, one possible interpretation
may be in terms of a chill over appropriate national regulation. In interna-
tional dispute settlement, the development over time of a set of jurispru-
dential principles may reduce this type of uncertainty. For example, in the
field of foreign investment law under NAFTA, the possibility of interven-
tion in domestic environmental prerogatives by a dispute settlement tribu-
nal pursuant to Chapter 11 of NAFTA may have loomed large early in
NAFTA’s life, and may in some instances have caused legislators to tread
too warily, but this risk was substantially reduced by a set of decisions over
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time that showed that these tribunals would not intervene excessively. Dis-
pute resolution may also serve to provide neutral interpretations of obliga-
tions that can feed the process of reputation-based relations.130

Methodology

Given the difficulties in operationalizing the theory of the firm described
above, this chapter must be modest in its approach to methodology. From a
positive standpoint, the theory suggested here would indicate a full method-
ology that calculates, on a comparative basis, the sum of the following factors
for particular institutional structures: (i) gains from the transaction; (ii) losses
from the transaction, including losses of flexibility or autonomy; and (iii)
transaction costs. From a normative standpoint, as suggested earlier in this
work, it would seek to maximize the present value of net gains.

The most direct methodology would choose a particular institutional
context, establish a comparative foil, and calculate each of the factors listed
above. If substituting the comparative foil for the status quo would in-
crease net gains, a normative perspective would recommend change.

This methodology requires the quantification, or at least the estimation
of magnitudes, of these difficult factors that, especially in the international
intergovernmental sector, would generally not be monetized. Further the-
oretical and empirical work will be required in order to determine
whether a simplified or truncated analysis, perhaps focusing only on trans-
action costs, would yield useful results.

Empirical work might be used to determine whether there are general
categories of high asset specificity or high transaction cost transactions,
and whether it is possible empirically to associate particular institutional
solutions with those transactions. A pattern of such association might be
instructive. In particular, it would be useful to test whether transactions
characterized by a high degree of asset specificity are associated with
higher degrees of transfer of authority to international organizations. “The
basic strategy for deriving refutable implications . . . is this: Transactions,
which differ in their attributes, are assigned to governance structures,
which differ in their organizational costs and competencies, so as to effect
a discriminating (mainly transaction cost economizing) match.”131

Of course, as a practical matter, all policy decisions should be compara-
tive, so the only real question is how formal and how precise each compari-
son shall be. Perhaps the problem of operationalization may be resolved
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through narrow definition of the institutions evaluated. Given sufficiently
narrow definition, a full transaction cost and transaction benefits analysis,
and comparison, may be performed. The next question, of course, is how
will a narrow perspective be used to make policy: how will a series of narrow
perspectives be combined to form a policy regarding a broader institution?

Thus, the method indicated by the above theory is comparative institu-
tional analysis.132 In most social science, and in law in particular, there is no
laboratory—no place in which all other factors can be held constant, and a
particular regulatory device evaluated. Rather, the laboratory most avail-
able to law is the comparative or historical method.133 This laboratory pro-
vides historical or comparative settings for evaluation of law or regulation.
Cappelletti, Seccombe, and Weiler describe the utility of the comparative
method as follows.

Comparative legal analysis will then be brought to “evaluate” laws, institu-
tions and techniques in relation to that particular problem and need. This
approach represents, in a real way, a “Third School” of legal thinking, differ-
ent both from mere positivism, for which law is a pure datum not subject to
evaluation, and from evaluation of such datum based on abstract, airy, in-
evitably subjective criteria such as “natural law” principles.134

Thus, the methodology is necessarily inductive, rather than deductive.
Of course, this does not mean that every possible institutional matrix must
be subjected to evaluation. Rather, the social scientist’s art is deductively to
choose institutional structures for evaluation that are likely to yield useful
results, to engage in a type of triage of evaluation. Such selective evalua-
tion is a type of rational ignorance, based on the presumption that it econ-
omizes on search and evaluation costs.

As we engage in selective evaluation, we must recognize that the range
of possible comparative foils is infinite. There are three types of compara-
tive foil. The first is cross-jurisdictional, as in horizontal comparative
law.135 This type of comparison could include, for example, evaluation of
particular European Union institutions for use in NAFTA, or the WTO.
The cross-jurisdictional category might also include domestic law foils for
international law evaluation. For example, is the U.S. Commerce Clause a
good model for application to regulatory nontariff barriers in the interna-
tional setting?136

A second category of comparative foil is historical, or diachronic.137 For
example, does the organization of the Roman Empire hold lessons for cur-
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rent efforts toward European economic integration?138 The historical and
cross-jurisdictional may be combined: should NAFTA use some of the in-
stitutional devices that have been successful within the European Union?
Finally, and most flexibly, the comparative foil may be constructed. While
there is little that is new under the sun, a particular device may, and often
should, be a hybrid, custom designed for a particular use.

It is worth noting that comparison may be either qualitative or quantita-
tive. It may utilize case studies and juxtapose them, or it may utilize re-
gression analysis that has the capability to juxtapose numerous cases.
There is an extensive and growing literature using regression analysis to
compare a variety of features of domestic law, and one of its signal charac-
teristics is that lawyers have not participated: it is comparative law without
the lawyers.139

The first, and perhaps most difficult, problem of measurement relates to
the assessment of transaction gains. Some types of gains will be more
amenable to measurement than others. Any cost-benefit methodology
would obviously be incomplete without considering all costs, as well as all
benefits. In connection with analysis of international institutions, it is nec-
essary to consider both the benefits of greater control over the autonomy
of other states, and the costs of giving up autonomy.

The Matrix of Choice

In the context of international relations, we might begin to categorize the
available choices of institutions, as depicted in Table 5.1.

Of course, each of the categories listed in Table 5.1 contains great diver-
sity; the true matrix for institutional choice is infinite. All sorts of combina-
tions and hybrids are possible, and adaptation from other institutional
settings is possible. “Because comparison necessarily involves a common
metric, it suggests the interchangeability of techniques that are now asso-
ciated with a specific institution.”140

There are multiple types of international action. Unilateralism amounts to
operations in the “market,” which may grow to development of customary
rules or comity, based on reciprocity. Bilateralism allows for development of
contract-type rules, but not third-party-type legitimation or supervision, ex-
cept where dispute resolution or other institutions are created in order to
fulfill this function. Regionalism allows greater commitment, and may en-
gender the development of institutions, like those of the European Union,
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with independent power. Regionalism also includes as a potential sanction
the ability to exclude. Multilateralism also allows greater commitment,
through the power of potential multilateral responses to breach.

Within each of these branches, the choice of the more integrationist ap-
proach entails additional choices of (i) the degree of centralization or de-
centralization, and (ii) rules versus standards applied by institutions.

Finally,

Williamson’s demonstration that the firm/transaction choice is highly com-
plex impacts the institutional choice between market and regulation by rais-
ing the cost of regulation. . . . The relevance of any of these insights,
however, can only be determined by integrating them into an institutional
choice different than the intra-market institutional choice upon which
Williamson focused.141

This is an argument for functionalism and against idealism. It argues that
the choice of integration is a difficult one, and that integration from above,
without the full political process endorsing integration from below (analo-
gous to regulation in this context), will require a costly analysis.

Constitutional Moments

Constitutional economics brings a positive analytical perspective to consti-
tutions, including the constitutions of international organizations. Under
this approach, constitutions are simply instruments of human interaction:
mechanisms by which to share authority in order to facilitate the establish-
ment of rules. Constitutional rules are not natural law; instead, they are
political settlements designed to maximize the achievement of individual
citizens’ preferences. In a transaction cost or strategic model, constitutions
are designed to overcome transaction costs or strategic barriers to Pareto-
superior outcomes.

Thus, from this perspective, if there were no potential value to be ob-
tained from cooperation, constitutions would be unimportant, and would
not exist. Constitutions exist to resolve transaction costs and strategic prob-
lems that would otherwise prevent the achievement of efficient exchanges of
authority. Where there is value to be obtained by agreement, constitutions
may be used to facilitate the realization of this value by reducing transaction
costs and strategic costs, such as the problem of states holding out or defect-
ing from their commitments.
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Constitutional economics recognizes the possibility of constitutional
moments. A “constitutional moment” in the Buchanan and Tullock142

sense is an historical moment at which a Harsanyian “veil of uncertainty”
allows individuals, or in our case states, to agree on constitutional change
even though they are uncertain of the possible future implications. In
fact, it is the uncertainty that facilitates agreement. Constitutional mo-
ments generally result from a shift in the concerns, or perception of con-
cerns, of constituents. This perspective explains agreement to secondary
rules: rules such as majority voting regimes, or allocations of authority,
that determine the ability to make primary rules that actually govern be-
havior. In this theoretical perspective, states would agree on new sec-
ondary rules where they are certain enough that they will be benefited in
the aggregate, but uncertain about how much of the benefit they may
capture.

Constitutional change would be expected to occur when there are shifts
in state preferences, shifts in the technological or institutional means to
achieve those preferences, or shifts in states’ perceptions of these things.
What types of shifts might result in a future constitutional moment at the
WTO? It is difficult to say, but issues such as increasing public awareness
and concern about the WTO, and pressures from other global interests in-
cluding environmental protection, human rights and health, increasing
concern regarding global poverty and the role of trade, and fear of terror-
ism, could contribute to a tectonic movement at the WTO.

To summarize, constitutional economics sees constitutions as devices to
enhance achievement of preferences. The task of framers of constitutions,
and of analysts, is to engage in comparative institutional analysis—even if the
reference is historical or hypothetical—in order to determine which institu-
tional features will maximize the net achievement of preferences. So, each of
the other components of constitutionalization is harnessed to this same task.

Constitutional Bargains I: Legislative Jurisdiction 
and Voting Rules in the Single European Act

One of the two most significant constitutional changes in European
Union history is the Single European Act (SEA) of 1986, which facili-
tated the “completion” of the single-market project.143 The major consti-
tutional change made by the SEA144 was to permit qualified majority
voting in cases that, despite language in the original Treaty of Rome to
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the contrary, had been addressed by voting according to what amounted
to a requirement for unanimity.145 I consider only voting in the Council,
and do not consider here the important collateral effects of the coopera-
tion procedure established in the SEA and the co-decision procedure en-
acted under the 1992 Treaty on European Union (TEU), or of judicial
review.146

How does the SEA fit into this chapter’s theory? In this case, at least one
goal was clearly to reduce deadweight losses due to barriers to trade at the
private level, which were viewed as deadweight losses at the public level.
The Cecchini Report attested to the potential reduction of private dead-
weight losses that creating the internal market was expected to achieve.147

Of course, the Cecchini Report only considered one dimension of dead-
weight losses: those from lost trade in goods and services because of regu-
latory and other barriers to trade and investment (“private sector
deadweight losses”). However, private sector deadweight losses flow only
indirectly into the analysis suggested in this chapter, which considers gain
and loss to the state. We may call the losses from failure to enter into oth-
erwise useful intergovernmental agreements “public sector deadweight
losses.” From the state’s standpoint, private sector deadweight losses are
partially reflected in public sector deadweight losses.

The Cecchini Report did not consider a potential countervailing source
of deadweight losses: deadweight losses in the domestic public sector aris-
ing from restrictions on the ability of member states to regulate so as to
maximize local preferences (“regulatory losses”). However, member states
were certainly wary that the move to majority voting necessary to achieve
the single market would bring about some measure of regulatory dead-
weight losses.

Thus, one formulation of a hypothesis would be the following: the vot-
ing provisions of the SEA were designed to reduce transaction costs asso-
ciated with voting for single-market measures, in order to facilitate
transactions in governmental authority in Europe, and thereby diminish
public sector deadweight losses, in an amount greater than the concomi-
tant regulatory deadweight losses. This hypothesis raises difficult issues of
quantification, especially in connection with regulatory losses. However,
we will not seek to quantify these values. In order to evaluate this hypoth-
esis in an indicative sense, we will examine the history of the SEA to
determine if it was motivated by reduction of transaction costs in order to
diminish public sector deadweight losses.
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It is worth noting that the modification we are considering—the move
to majority voting—occurred within a complex context. One reading of
the Luxembourg Compromise, which the SEA was thought to “reverse,”
would read it simply as an informal waiver of a treaty provision, at a
time when states were unlikely to comply in any event: it sometimes
makes sense to change agreements. It is an “order despite law”148 story.
The Luxembourg Compromise shows the resilience of the problem of
allocation of power, and the use of multiple temporizing and adjusting
devices to manage the problem, for the Luxembourg Compromise is
part of a package of tools with then Article 100A(4) (now Article 95(4))
of the Treaty of Rome added by the SEA, with the principle of sub-
sidiarity added in Article 3b (now Article 5) by the TEU, and with other
legal and political devices. Some commentators have pointed out that
when the SEA was implemented, facilitating legislative action, the Eu-
ropean Court of Justice backed away from its previously powerful inte-
grationist tilt.149

These tools, together or in series, as the case may be, show an exceed-
ingly complex vertical allocation of power. They also illustrate how residual
control may be divided in subtle and ambiguous terms. A picture of insti-
tutional flow and autonomous adaptation begins to emerge. This adapt-
ability makes static formal institutional analysis suspect, and requires a
subtle evaluation of the actual use of institutions in context, as well as the
process of institutional change.

Historical Background
The original 1957 Treaty of Rome was, given its monumental function, a
brief document, a traité cadre. It is an intentionally and in some cases un-
intentionally incomplete contract, with several potential completion de-
vices. First, the European Court of Justice is assigned various types of
limited jurisdiction to interpret and apply the treaty.150 Second, various
kinds of amendments and substantive legislation are authorized.151 In this
chapter, I will concentrate on legislation. The Treaty of Rome permits leg-
islation by “directives,” which emerged as the principal legislative tool of
the builders of the single market. Not only was the original Treaty of Rome
intended to grow by interpretation and legislation, but it also had provi-
sions for phased integration. The example relevant here is the several pro-
visions that provided for majority voting to commence on January 1, 1966,
on certain issues.
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This is not the place to write the history of the 1966 Luxembourg Com-
promise.152 President Charles de Gaulle of France refused to accept the
agreed transition at January 1, 1966, to majority voting under several pro-
visions, including Article 101, of the Treaty of Rome, arguing that France’s
power and interests had changed.153 The crisis over this refusal abated on
January 29, 1966, when the Luxembourg Compromise was adopted.154 As
a result, majority voting was not adopted as planned, and was not in effect
until the passage of the SEA.

The Luxembourg Compromise recorded the French view that a mem-
ber state could invoke “vital national interests” as a basis for declining to
proceed to a vote (by majority). Of course, what was accepted as available
to the French had to be available to all. Until 1982, it was also accepted
that “vital national interests” was to be defined by the dissenting state:
competenz-competenz, in this legislative sense, was in the hands of the
member states individually.155

Under a rule of unanimous voting, it is still possible to make compromises:
to persuade another not to exercise its veto, or to construct a package deal.
In order to do so, of course, it is necessary to provide a bribe of some valu-
able concession. Often in this context, the bribe would be in the form of a
countervailing agreement not to veto, in a vote of similar importance, or pos-
sibly in some combination of matters. Cobbling together such barter trans-
actions entails significant transaction costs: (i) the cost of searching for a
partner, (ii) the cost of identifying appropriate “bribe” issues, (iii) the cost of
negotiating the transaction, and (iv) the cost of enforcing the transaction.156

In addition, under a rule of unanimous voting, a national government
gets no political cover for European Union decisions, and in Abbott and
Snidal’s terms, no ability to “launder”157 national policy through European
Union decisions. The national government cannot claim to have been out-
voted. Where the national government might like to barter away an issue,
a rule of unanimity requires it to do so explicitly: it must tell its domestic
constituents that it “sold them out.” Under a rule of majority voting, on the
other hand, it can report credibly that the issue was beyond its control, and
blame its partners and the Brussels bureaucrats. “Laundering” entails the
ability to effect at the international political level what is otherwise too
costly in political terms at the national level.158

Finally, unanimous voting restricts the subject areas that may be
addressed: the fact that a particular state would veto action in that subject
area is a complete bar to action.
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The SEA as a New Constitutional Bargain
The voting reforms of the SEA were seen as an “improvement” in the
European Union’s capacity to legislate. “One way to view 1992 is as a
move to reduce costs associated with self-enforcing agreements based on
linkages and hostages by replacing bilateralism with an alternate gover-
nance structure: minilateralism.”159 Certainly history has shown a great
acceleration of legislation after the implementation of the SEA, although
this acceleration could have been caused by political factors that would
have existed without the SEA. In other words, it is at least possible to
view the SEA as simply mimicking “underlying” political realities: the
need to complete the internal market. This chapter will not show the
causal link between the voting reforms and the legislation, but will seek
to show that the causal link was expected by those who negotiated the
SEA.160

Of course, the development of the SEA itself was largely intergovern-
mental, with the power and interests of states as the determinants of its
shape and success. Moravcsik refers to the SEA as “intergovernmental in-
stitutionalism.”161 The institutionalism referred to here is the role of the
centralized institutions, including the Commission and its then president,
Jacques Delors. After “France moved into the German and Benelux camp
in arguing for more majority voting to allow the completion of the Single
Market,” Delors jumped on this bandwagon.162

Thus, states and the existing transnational mechanism militated toward
majority voting, recognizing that this would facilitate further substantive
agreement. In part as a response to economic and political “eurosclerosis,”
the member states developed a consensus toward majority voting. “At
their Milan session in mid-1985, the European Community heads of gov-
ernment agreed to a negotiating conference to amend the Treaty for this
and other purposes.”163

The revival of a supranational style of decision making and the strengthen-
ing of European institutions in the Single Act resulted most immediately
from decisions by governments to press, in their own interests, for a re-
moval of internal economic barriers and for institutional changes that would
permit such a policy to be carried out.164

As noted above, the change made by the SEA was intricate, especially in
light of then Article 100A(4) of the Treaty of Rome, which tempered the
increased integration otherwise provided by the SEA, but in a different
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institutional dynamic that constrains state discretion procedurally.165 Thus,
the agreement to Article 100A(4) in the SEA, and the persistence of the
Luxembourg Compromise, might be viewed as capping the cost to states
of regulatory deadweight losses: these institutional features were designed
to provide an escape clause in case the cost of regulatory deadweight
losses became too high. The TEU provisions on subsidiarity and the post-
Maastricht revulsion from centralized control may be viewed also as reac-
tions to the centralizing impetus of the SEA.

The Maximizing Calculus
We might begin to summarize, in a very rough and tentative way, the com-
parative gains from the SEA, as described in Table 5.2.

The point of this section is that states appear, roughly, to have made this
type of calculus in their decision to move to majority voting in the SEA.
The persistence of the Luxembourg Compromise may be understood as a
contingent limit on centralized decision making, protecting member states
from excessive intervention.
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Table 5.2 Comparative analysis of gains from SEA transaction

Pre-SEA Post-SEA

Gains from transaction Public sector deadweight losses Significant: Cecchini 
(from international due to inability to engage in Report
agreement) transactions in authority due 

to transaction costs: failure to 
achieve gains from trade

Losses from transaction n/a Regulatory deadweight losses 
(production costs or capped by Article 100A(4) 
opportunity costs) and by the persistent 

Luxembourg Compromise

Transaction costs High transaction costs of Reduced on a per-transaction 
barter and problems of  basis due to ability to bind 
enforcement of political dissenters; reduced holdout
agreements problems and increased 

ability to make exchange

Net gains from Zero—status quo Positive
transaction



Constitutional Bargains II: Defection, Dispute Resolution, 
and New Issues in the World Trade Organization

A persistent problem in the GATT-WTO system has been the fear of de-
fection.166 Fear of defection may provide disincentives for agreement ex
ante, and may provide incentives for preemptive defection ex post. Inabil-
ity to bind the other leaves trade partners in the prisoner’s dilemma, un-
able to resolve the dilemma through cooperation. Often the result has
been unilateralism, especially as exercised by the United States through
Section 301 of the Trade Act of 1974. Unilateralism is combined with au-
tointerpretation, allowing might to make right in international relations.

Enhanced dispute resolution may increase the willingness of states to
accept rules as concessions, because it reduces the costs of enforcement.167

The extension of dispute resolution also can result in greater completion of
contracts: contracts that benefit from effective dispute resolution mecha-
nisms implicitly leave less room for opportunism or holdout strategies by
virtue of incompleteness. Furthermore, as seen in the Uruguay Round,
enhanced dispute resolution provides incentives for states to renounce, at
least in part, unilateralism and autointerpretation. On the other hand, en-
hanced dispute resolution may cause states to feel that they lose control of
outcomes—so there is an agency cost associated with enhanced dispute
resolution.

How might this example of change be explained by the theoretical per-
spective advanced in this chapter? As with the SEA, at least one goal of the
Uruguay Round was to reduce deadweight losses due to barriers to trade
at the private level, which were viewed as deadweight losses at the public
level.168

Here, theory would predict that states would design institutions that are
expected to facilitate the entry into and enforcement of agreements. The
pre-WTO dispute settlement arrangement might have been expected to
deter further agreements, based on apprehension on the part of states that
the commitments of others are not reliable, and thus do not justify their
own investment in compliance. This is a problem of high asset specificity
without congruent institutions to enforce agreements. It is also a problem
of incomplete contracts, especially in regard to “new” issues, such as trade
and intellectual property rights and trade and environment. It is a problem
of transaction costs insofar as the cost of designing unilateral or bilateral
arrangements for enforcement may be more costly than the potential gains
from trade. Thus, “stronger” dispute resolution arrangements can address
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asset specificity, can complete contracts, and can reduce the transaction
costs of entry into and enforcement of commitments. On the other hand,
stronger dispute resolution might make states more cautious about the
commitments they undertake. Finally, as mentioned in Chapter 4, en-
hanced dispute resolution, combined with a requirement of exclusivity of
use, may reduce the scope of unilateralism.

Historical Background
As is now well understood and the subject of much commentary, the
Uruguay Round brought a dramatic shift in the structure of dispute set-
tlement in international trade.169 Prior to the establishment of the WTO,
and its Understanding on Rules and Procedures Governing the Settle-
ment of Disputes (DSU), GATT dispute settlement suffered from many
significant weaknesses. Chief among the perceived weaknesses was the
fact that consensus among the members of the GATT Council (the full
membership) was required in order for the report of a dispute resolution
panel to be accorded legal effect.170 Thus, the loser had the ability to
block consensus adoption of a panel report, and often did so or tempo-
rized sufficiently to undermine the effectiveness of the process. This
problem, combined with others, made GATT dispute resolution less at-
tractive, and less reliable, as a method of interpreting or completing the
incomplete contract of GATT, or simply of enforcing relatively clear obli-
gations. It encouraged members like the United States to “go unilateral”
using Section 301 of the Trade Act of 1974 and other authorization of uni-
lateral action under domestic law to “take the law into their own hands.”
After a comprehensive study of GATT dispute resolution from 1948 to
1989, Robert Hudec concludes as follows:

The record of positive results in almost nine out of ten cases has obviously
been high enough to induce governments to use the dispute settlement sys-
tem extensively, and to invest considerable political capital in trying to
strengthen it further. At the same time, however, the failure rate of 12 per-
cent has served as a vivid warning that it is a new and primitive legal order,
one that is still some distance away from being able to impose its order on
all major problems.171

The change made in the 1994 DSU was to reverse the consensus rule:
panel decisions are now adopted automatically unless rejected by consen-
sus.172 On the other side, Article 23 of the DSU forbids unilateral action in
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dispute resolution, at least where the complaint is for violation or nullifica-
tion or impairment of benefits under a WTO agreement.

During the earlier stages of the Uruguay Round negotiations, the
United States and Canada staked out a position that panel reports should
be adopted automatically.173 The European Union and Japan favored the
status quo.174 On the other hand, the United States resisted a commitment
not to take unilateral action, while the European Union, Canada, and
Japan sought such a commitment. “The issue would boil down to whether
a greatly strengthened and broadened GATT dispute settlement proce-
dure would be sufficient to induce the United States to back off or at least
greatly restrain its unilateral approach for dealing with unfair trade prac-
tices.”175 The cost of autointerpretation and unilateralism, of course, is the
possibility that unilateral action is used as a vehicle for defection, or that it
is seen as such. On the other hand, the United States and other countries
were concerned regarding the possible threat to sovereignty that effective
dispute resolution might pose. As with the SEA, the strengthened WTO
dispute resolution system required some substitute safeguards in order to
be acceptable, including a new appellate review process.176

The Maximizing Calculus
We might begin to summarize, in a very rough and tentative way, the com-
parative gains expected from the WTO DSU, as described in Table 5.3.

Again, the point of this section is that states appear to have made this
calculus in connection with the move to enhanced dispute resolution in
the WTO. This chapter lacks a substantial empirical foundation, and the
examples provided above are mere sketches of plausible accounts.

Toward a Progressive Research Program 
in International Integration

The foregoing analysis incorporates the following hypotheses regarding
transactions between states and institutional choice:

(i) Cooperation (trade in power) will occur when the gains from trade
in power exceed the sum of the losses from trade plus transaction
costs: when net gains are positive. This formula, of course, applies
to all international transactions, including those effected by custom
and treaty.
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(ii) States design international institutions to maximize net gains, sub-
ject to information and strategic constraints.

(iii) High magnitudes of asset specificity suggest high levels of institu-
tionalization.

Maximization of gains is by necessity a comparative institutional analytic
process. A progressive research program would operationalize these hy-
potheses in specific factual settings, developing falsifiable hypotheses in
those settings, and then testing them. There are significant theoretical issues
to be addressed, as well as an infinite number of institutions to be evaluated.

The transaction cost methodology has a number of limitations.177 First,
it is often by necessity crude and indeterminate. Its analytical approach re-
quires that pieces of intricately interconnected structures be hived off for
separate comparative analysis. Not only must institutional components be
separated from one another, but they also must be separated for analytical
purposes from the noninstitutional components of the phenomenon: the
preferences and production cost structure. “Observed situations represent
a combination of underlying circumstances and institutional responses.”178

Finally, there is the difficulty of measurement of transaction costs and
benefits. It may be possible to use (and to measure) transaction cost prox-
ies, such as asset specificity, uncertainty, and frequency, but only further
empirical research will tell us whether these types of proxies can be reli-
able. Is monetization useful, and should it be pursued as a policy objec-
tive? Tradeable permits in pollution or other international public goods
might begin to develop greater monetization. Greater monetization might
also reduce transaction costs by reducing the need for barter, or for com-
plex barter, and by allowing value to be stored and transported from one
time to another. Similarly, it might be useful to develop measures of inte-
gration, as in corporate analysis.179 Once measures of integration are in
place, it may be possible to evaluate the relationship between different
levels of integration and particular governance structures.

Conclusion

This chapter has added an institutional dimension to the discussion of allo-
cation of jurisdiction in Chapter 2, and has added a transaction cost di-
mension to the discussion of customary international law and treaty in
Chapters 3 and 4, respectively. It provides a framework for understanding
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when international organizations might appear, and how the internal
mechanisms of organizations might be determined. In Chapter 6, I discuss
the relationships among different international organizations, and how
these “horizontal relationships” relate to the more “vertical” analysis pro-
vided so far.

The maximization approach described in this chapter—maximizing
gains from trade in power or authority, net of losses from trade and trans-
action costs—encounters significant problems of operationalization. How-
ever, two routes appear promising. First, it appears that the selection of
institutional features for analysis should seek relatively discrete and lim-
ited institutional features, amenable to calculation of gains from trade,
losses from trade, and transaction costs. Second, it seems appropriate to
analyze further, and test empirically, the relationship between high asset
specificity and depth of integration.

This chapter has suggested that international organizations, and less artic-
ulated institutions, may, under appropriate transaction cost circumstances,
provide the means to capture greater gains from intergovernmental “trade”:
from transactions in power. From a positive standpoint, it has hypothesized
that states design institutions to maximize the results of these transactions.
From a normative standpoint, it has argued that this is indeed the measure
of an institution’s effectiveness, and the metric for designing efficient institu-
tions.

Here, for purposes of simplicity, efficiency is defined in terms of maxi-
mization of state government preferences, without regard directly to the
preferences of individual constituents. This separation must be recognized
to be artificial, but arises from the need to analyze discrete institutions.
Once discrete institutions are analyzed, perhaps analyses may be stitched
together. In this regard, it seems that the design of international organiza-
tions would have significant effects on the design of states, and vice versa.
A staged programmatic research program must be structured to perform
this work in the optimal order.

Finally, while integration may provide benefits, it is clear that integra-
tion has costs. A normative theory of integration would suggest integration
when, but only when, the maximization formula described here indicates
positive net gain.
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C H A P T E R  S I X

Interfunctional Linkage and

Fragmentation

INCREASING GLOBALIZATION links the world territorially. This is the
reason for international law. However, the world is also linked interfunc-
tionally: it is clear that trade and environment, health and security, fi-
nance and human rights, and so on are all connected concerns. Writing a
treaty or law about one inevitably engages others. This is one important
dimension in which all of our laws are incomplete. These varying topics
are substantively linked, in the sense that a decision in one area has effects
in another functional area. They can also be artificially linked in order to
provide bargaining power or enforcement power, as was discussed in
Chapter 3.

Linkage is endemic to international politics, as states seek linkages that
will allow them to obtain concessions from other states. This chapter
builds on Chapter 5 to examine the organizational aspects of linkage, fo-
cusing on the trade context. In fact, the linkage phenomenon is simply a
subcase, involving the issue of diverse values, of the analysis of the reasons
for institutionalization, and the options for governance within the organi-
zation, presented in Chapters 5 and 7. Chapter 3 showed that the possibil-
ity of linkage may actually permit international legal rules to enjoy greater
binding force. Diverse values may be integrated within an organization, or
in the market of international relations. This phenomenon is by no means
unique to the international context: domestic political institutions are con-
stantly called upon to integrate diverse values within domestic political in-
stitutions. The trade context provides a useful example, but is by no means
the exclusive forum for linkages.

j
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For example, “trade and . . .” linkages arise when nontrade issues are
linked to trade. Thus, if the United States declines to trade with Burma
until it complies with certain human rights or democracy standards, this is
a “trade and . . .” linkage. All “trade and . . .” linkages are constructed, in
the sense that the decision to link trade to other issues is always a political
decision, and is not otherwise determined by the nature of things. Govern-
ments link trade concessions to the satisfaction of other, nontrade policy
interests, either politically or legally, whenever they find such linkage use-
ful to the achievement of their goals.

Linkages may be unilateral ad hoc (or “market”) policies limited to a
particular situation or type of situation. For example, the United States
may impose a human rights–based embargo on Burma. On the other hand,
states may develop institutions, political or legal, to effect or constrain
linkage in the future: these may be bilateral or multilateral. Particular link-
ages may be, and are, articulated through international law, including
World Trade Organization (WTO) law. Particular linkages may be, and are,
constrained by international law, including WTO law. These rules of inter-
national law have been established and validated through the normal, and
presumptively legitimate, processes of international legislation. However,
they are neither complete nor immutable. Our continuing choice is insti-
tutional: what institutions, if any, will best allow states to manage linkage so
as to maximize their preferences?

The general issue raised by most linkage claims is whether trade rules
and environmental, labor, human rights, or other nontrade rules should
somehow be combined at the WTO in a different way than they now
are.1 The fundamental basis for responding to such a question is welfare,
broadly understood: does it make individuals, in the aggregate, better
off to do so? The tools of economic analysis cannot respond definitively
to the question of whether a particular response to linkage claims in-
creases or decreases welfare. Economic analysis points to the market as
the best determinant of welfare, assuming no transaction costs. In the
final analysis, individuals, and states acting for them, must address the
issue of welfare consequences for themselves, and express their prefer-
ences through the political process or through the market process.
When they express their preferences through the political process,
lawyers, economists, and other social scientists may assist by showing the
possibilities, the varying costs and benefits, and the distributive conse-
quences provided by each.
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This chapter is intended to indicate a particular way of arraying possible
institutional responses to linkage claims, and a particular way of categorizing
their costs and benefits. This chapter uses the tools of law and economics
and of the new institutional economics described in other chapters—
specifically, literatures of property rights (Chapter 2), the theory of the firm
(Chapter 5), and rules versus standards (Chapter 7)—to suggest the range of
institutional possibilities available and to suggest how states should discrimi-
nate among them. This chapter provides a theoretical structure that, like all
theories, should not be used alone as a basis for policy, but as a structure for
determining which data are relevant and for analyzing those data. Therefore,
this chapter does not take a position on particular linkage claims. However, it
is hoped that by showing how analysis should proceed, this chapter will help
decision makers to resist arguments based on incomplete analysis.

Political Linkage and Institutional Linkage

Linkage, as a political fact, is pervasive. States bargaining with one another
in the international relations market use whatever tools are at hand: secu-
rity matters are linked to trade, finance is linked to environmental protec-
tion, and membership in regional organizations is linked to human rights.
This is a natural, and a presumptively efficient, phenomenon. In these con-
texts, states find themselves in a barter economy, trying to make deals by
seeking to identify “bilateral coincidences of wants.” Until the days of
greater use of techniques such as internationally tradeable pollution per-
mits, or more direct monetization of jurisdiction, barter will continue. In
barter economies, the greater the breadth of subject matters available, the
greater the possibilities for making a deal.

As an example of linkage as a political fact, consider the linkage between
trade and intellectual property rights. This political linkage evolved into an
institutional linkage. Beginning in the mid-1980s, at the urging of U.S.
pharmaceutical and other intellectual property–dependent companies, the
United States began to link trade to intellectual property protection. The
U.S. policy was later incorporated in a number of unilateral U.S. policy in-
struments, including conditionality for application of zero-tariff treatment
for imports from developing countries under the Generalized System of
Preferences (GSP)2 and so-called Special 301 trade sanctions.

What did the United States seek? The explicit goal was to influence do-
mestic regulation of other states in terms of the level of intellectual prop-
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erty protection, an area that had traditionally been understood as largely
within domestic jurisdiction. The United States sought enhanced protec-
tion under domestic intellectual property laws of other states for its intel-
lectual property–dependent exporters. In fact, it sought to exercise,
indirectly through diplomacy, authority over intellectual property protec-
tion in other countries. Thus, it sought a transaction in authority.

This story reached an interim conclusion in 1994, with the end of the
Uruguay Round of trade negotiations and the signing of the Agreement on
Trade-Related Aspects of Intellectual Property Rights (TRIPS). This
agreement was the product of political linkage: in the famous so-called
Grand Bargain, the United States, the European Union, and others ex-
changed concessions in agriculture and textiles for concessions in intellec-
tual property protection and services trade. Political linkage was
transformed into institutional linkage in the form of TRIPS, within the
broader context of the WTO.

This agreement accorded the United States (and other parties) enforce-
able rights to require enhanced intellectual property protection in other
states: it transferred a measure of authority over domestic intellectual
property law to other WTO members, or perhaps one might say to the
WTO itself. Other WTO members may bring dispute settlement cases to
enforce these rights, and the WTO may decide whether these rights have
been breached. In fact, the WTO agreements carry forward in time and in
institutional form the political linkage that existed at the moment of con-
clusion of the Uruguay Round. They do so by providing for so-called cross-
retaliation: in the case of a breach of TRIPS, if the complaining state
cannot satisfactorily retaliate by withdrawing TRIPS concessions, it may
be permitted to withdraw concessions in other areas, such as in market ac-
cess for agricultural products.

TRIPS is an archetypical, and advanced, case history of linkage. We may
view TRIPS as an exercise in contention over the allocation of jurisdiction,
and we may view other linkage issues as also being concerned with the al-
location of jurisdiction.

This chapter begins by further explaining its basic premise: that link-
age is a problem of allocating jurisdiction. As suggested in earlier chap-
ters, there are two basic, and related, types of allocation of jurisdiction:
(i) horizontal allocation of jurisdiction among states (Chapter 2), and (ii)
vertical allocation of jurisdiction between states and international organ-
izations (Chapter 5). This chapter examines (iii) horizontal allocation of
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jurisdiction among international organizations. These three types of allo-
cation are related.

As explained in Chapter 2, vertical allocation of jurisdiction between
states and international organizations is a means of addressing contention
over horizontal allocation of jurisdiction among states. Horizontal alloca-
tion of jurisdiction among international organizations is an emerging area
of concern, in which the allocation of jurisdiction to a particular functional
organization can have substantive effects on the horizontal allocation of ju-
risdiction between states.

That is, if a particular issue of concern, such as the issue of turtle-safe
fishing for shrimp in the waters around South and Southeast Asia, is defin-
itively allocated to the WTO to determine in accordance only with WTO
law, then the states that preferred to have trade concerns dominate envi-
ronmental concerns will be more likely to see their interests vindicated.
On the other hand, to the extent that environmental organizations or law
prevails, the opposite horizontal effect will result. The reader will immedi-
ately see that this type of problem presents itself as a kind of choice of law
and choice of forum problem: an interfunctional one, rather than an inter-
national one.

As suggested in Chapter 1, horizontal allocation of authority among
states is the core issue in international law in general, and in linkage prob-
lems in particular. We may understand “trade and . . .” problems as prob-
lems about allocation of jurisdiction. As suggested by the analysis in
Chapter 5, issues of linkage, like other issues, may be addressed either
within a particular international organization or in terms of the relation-
ship among multiple international organizations. This chapter is con-
cerned with relationships among multiple international organizations.
Chapter 7, examining dispute settlement, examines how linkage issues
may be addressed within a single international organization.

The Law and Economics of Allocation 
of Jurisdiction among International Organizations

The question of linkage is, first, a question of allocation of jurisdiction hor-
izontally among states; and, second, a question of allocation of jurisdiction
vertically between states and international organizations, of subsidiarity.
Third, and of growing importance, is the question of allocation of jurisdic-
tion horizontally among international organizations. The question of link-
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age must continually be traced back to disputes regarding horizontal allo-
cation of authority between states because the outcome of a linkage dis-
pute will have distributive consequences horizontally between states. As
indicated in Chapters 2 and 5, these horizontal disputes over authority
may be resolved through the establishment of an international organiza-
tion. Hence, horizontal disputes are linked to vertical disputes. But then,
another level of dispute is added when different international organiza-
tions assert authority over the same issue. This second-level horizontal dis-
pute may indeed replicate the horizontal dispute between states.

Today, because of the relative softness of their law and the weakness of
their dispute resolution, as well as the imbalance between adjudicative
capacity and legislative capacity in the international system as a whole, the
WTO’s competitors do not seem to be contesting strongly the WTO’s au-
thority, at least in formal terms. Informally, and in the world of nongovern-
mental organizations and public opinion, of course, the WTO’s authority is
strenuously debated. And the WTO itself recognizes that it might be more
successful, or at least less vulnerable, if other organizations took on a greater
role. Other organizations could take on a greater role in legislation—in es-
tablishing treaty norms, or in adjudication, thereby raising either choice of
law or choice of forum issues between themselves and the WTO. In either
instance, they cannot do so without encountering the WTO. These encoun-
ters raise questions of institutional devices for allocation of jurisdiction
between international organizations.

The WTO dispute settlement system generally does not directly admit
other treaty norms for application as law.3 Of course, the WTO treaty sys-
tem could be amended to admit other norms directly. Whether it should
be so amended depends on the particular context, and the parameters dis-
cussed throughout this chapter. For example, if states wish to make an
arrangement permitting, permanently, compliance with the Montreal Pro-
tocol on Transboundary Movement of Hazardous Waste, even where such
compliance may violate the General Agreement on Tariffs and Trade
(GATT), the most effective way to do so is to include in GATT a specific
reference to, and exception for, compliance with the Montreal Protocol.
The effect of such an amendment would be to establish a particular kind of
response to linkage claims: one of integration of the relevant environmen-
tal norms with the relevant trade norms. Obviously, as discussed in Chap-
ter 5, this type of amendment would be facilitated by a regime of majority
voting. The North American Free Trade Agreement’s (NAFTA) provision
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stating that certain multilateral environmental agreements trump NAFTA’s
norms provides a precedent for a specific “carveout.”4

The initial comparison for states is whether this approach would be less
costly in transaction cost terms, and distributively satisfactory, compared
with other approaches. I mention two alternatives. First, the potential in-
consistency between the Montreal Protocol and GATT could be ignored
on an ex ante basis, and addressed when particular conflicts arise, through
negotiations between states. This would be something like a market mech-
anism for allocating authority. Second, and this is the actual circumstance
today under WTO law, this type of conflict could be addressed through
WTO dispute settlement, with a focus on the eligibility of the respondent
state for an exception under Article XX of GATT. This is an institutional
mechanism, applying a somewhat “muddy” standard, within one interna-
tional organization. In choice of law terms, it is a unilateral, as opposed to
a multilateral, approach.

Furthermore, it is not impossible that the Appellate Body would inter-
pret WTO law to allow bilateral or multilateral “waivers” outside of the
formal provisions therefor, which could have a similar effect. While the
positive interpretive argument for this is quite weak, the normative argu-
ment is stronger, especially considering the difficulty of achieving greater
flexibility and order through treaty amendments. I use the term “flexibil-
ity” pointedly, to refer to its use in European Union parlance, where it
means having an organization with a core of shared norms, but allowing
varying groups of members to share additional norms without requiring
other members to go along. Flexibility is the opposite of the “single under-
taking” approach that was followed in the Uruguay Round. It is also incon-
sistent with the understanding of the WTO legal system as conferring
community-wide benefits, and not just as a network of bilateral deals sub-
ject to bilateral restructuring at will.

Assuming that there exists an international organization that serves as an
interlocutor for the WTO in a particular field, such as the International
Labor Organization (ILO) in labor, the United Nations Environmental
Program (UNEP) or a possible “World Environmental Organization” in
environment, or the International Monetary Fund (IMF) in finance, we
encounter a second horizontal allocation of prescriptive jurisdiction prob-
lem: which of these organizations has jurisdiction over a particular issue?
For, while, as discussed below, there is room for creative ambiguity, at cer-
tain junctures it will be necessary for one organization’s norms to trump

202 The Economic Structure of International Law



another’s. Having said this, it is clear that there is no a priori reason why
the WTO’s norms should generally trump those derived from organiza-
tions that focus on labor, environmental, or other concerns (or vice versa).

It is appropriate to think of international organizations, whether multi-
lateral, functional, or regional, in the same way that we thought of states: as
representatives of individual constituents. Of course, international organi-
zations, like states, aggregate individual preferences imperfectly and are
subject to a host of public choice critiques. Thus, the same analytical tech-
niques as developed in Chapters 2 and 5, based on property rights theory,
the theory of the firm, and regulatory competition theory, are applicable to
the relationship among international organizations. We can understand the
degree of implication of the preferences of an international organization as
a basis for its assertion of jurisdiction. However, if other international or-
ganizations’ preferences are implicated, a conflict may arise.

Of course, there are multiple institutional options for allocating jurisdic-
tion among international organizations. The default option, of course,
which might be described as rather primitive, is simply to leave these or-
ganizations in a state of nature, or at least under the general public inter-
national law system. Under these circumstances, they would negotiate
with one another regarding particular instances of conflict, and negotia-
tions would take place among their constituent states, reaching varying de-
grees of resolution. The second option, not necessarily prior in any sense
to the third, is to use specific rules in treaties to allocate jurisdiction. The
third option is to use standards in treaties as a basis for allocation by a tri-
bunal. It may even be that the theoretical perspective provided in Chapter
5 would serve as a guide to determining whether an overarching organiza-
tional structure—superior to all other international organizations—is ap-
propriate.

We may consider the allocational options in ways analogous to those
available in the interstate setting discussed above. It is not the same for the
United States and Malaysia to dispute jurisdiction over Malaysian shrimp
trawlers as it is for the WTO and a possible World Environmental Organi-
zation to contend over the same thing, but these two types of contention
have some dynamics in common. Both sets of organizations, after all, rep-
resent people seeking to achieve certain trade and environmental goals, al-
beit at different vertical levels.

Of course, the allocational options are somewhat different from those in
the case of interstate conflict. For example, in the context of functional, as
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opposed to regional, international organizations, there is no “territoriality.”
Furthermore, an analysis of “effects” would be somewhat different from
that anticipated in the interstate setting. However, as with states, we might
evaluate effects in terms of the impairment or facilitation of the entity’s
ability to achieve the preferences sought to be achieved (by people)
through that entity: of its mission.

Recall that in connection with allocating jurisdiction to states, territori-
ality is only valid as a rough proxy for the degree to which the achievement
of state preferences is impaired. Similarly, a concept of “primary coverage”
might be useful as a basis for allocating jurisdiction among international
organizations to the extent that primary coverage is a proxy for effects on
the achievement of an organization’s mission. Thus, a concept of primary
coverage could be an analog to territoriality. By primary coverage, we
mean that the responsibilities allocated to the particular functional organi-
zation are very strongly implicated. That is, for “core” trade issues such as
tariffs, we might say that the WTO has primary coverage. While, of course,
there is no discrete “core,” we must recognize that there are varying de-
grees of implication of particular policies. This makes sense in terms of re-
spect for the intent of the states’, and their citizens’, desire to allocate
certain authority to particular international organizations.

This primary coverage or core analysis should be predicated on the abil-
ity of the relevant organization to reflect individual or state-expressed pref-
erences. Thus, we might find that an international organization that fails to
reflect preferences better than its alternatives might lose its primary cov-
erage or core role, and be supplanted by another organization. While this
seems appealing in theory, it is difficult to specify a mechanism for change.

We might also postulate that recognition could be applied in interorgan-
izational allocation: one organization may recognize a norm or status de-
veloped by another, within the other’s field of “primary coverage.” The
GATT-WTO system has informally deferred on occasion to the ILO and to
the World Health Organization,5 and has relationships of limited formal
deference to the IMF.6 The WTO Agreement on the Application of Sani-
tary and Phytosanitary Measures specifically allocates a measure of juris-
diction to Codex Alimentarius, the International Office of Epizootics, and
the International Plant Protection Convention. Also, using Article XX of
GATT as a vehicle, the Shrimp/Turtle Appellate Body Report suggested
that WTO law could take account of multilateral environmental agree-
ments. Finally, recall that NAFTA provides for formal deference to certain
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multilateral environmental agreements. These are more subtle and varie-
gated mechanisms than across-the-board deference or across-the-board
ignorance.

Assuming a progressive view of international relations, we would expect
functional integration to take on increasing subtlety and complexity. While
there would, of course, be practical difficulties of integrating the work of
varying organizations with varying expertise, epistemic communities, and
formal rules, the value of functional integration will grow with the value of
horizontal regional or multilateral economic integration. That is, horizon-
tal regional or multilateral economic integration grows in utility with the
rise of technology, transportation, and communications.

As these forms of economic integration grow in the context of trade and
finance, they seem to increase the value of functional integration in the in-
ternational context, emulating the functional integration that exists in the
domestic context. For example, we have found it useful within particular
countries to integrate our approach to the relationship between the free
market in goods and services—trade—and environmental protection: to
recognize that these are both values that we as a domestic society seek, but
that they are not always consistent with one another.

The Size of International Organizations

In Chapter 5, we asked the same initial question about the international
organization that Ronald Coase asked in 1937 about the business firm: why
does it exist, and if its existence is justified, why is there not just one big
one? In this chapter, we ask, in transaction cost and strategic terms, is it
better to include additional issues within a single organization, or to have
multiple organizations “contract” with one another in the market? Recog-
nizing the utility of making trade-offs among different issue areas,7 we ask
what institutional structure best facilitates these trade-offs.

Broader organizations may offer economies of scale and scope. On the
other hand, broader organizations could reduce the domain of interorgan-
izational competition. As noted in Chapter 5, the Herbert Simon perspec-
tive recognizes the essential fungibility between internal organizational
arrangements and contractual arrangements in a market. In the present
context, this means that it does not necessarily matter whether functions
are separated in function-specific international organizations or are inte-
grated within a single organization, such as the United Nations or perhaps
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the WTO. Within a single organization, the critical question will be how
these different concerns or functions are integrated. We live in a world of
path dependence: given that the WTO exists, and no World Environmen-
tal Organization yet exists, there may be actions, such as adding functional
responsibility to the WTO, that make sense in this given situation yet
would not make sense were the starting point different.

Negotiations in the WTO context may provide an advantage over nego-
tiations in a multilateral environmental agreement, in the UNEP, in the
ILO, or in another functional context: the greater possibility of linked
package deals. While institutional linkages may be made between discrete
functional organizations, under some circumstances doing so within a
single organization may enhance administration and legitimacy.8 The
WTO already contains much scope for package deals: for side payments.
“With all side payments prohibited, there is no assurance that collective
action will be taken in the most productive way.”9 However, it is worth not-
ing that the WTO system, with its effective requirements of unanimity for
amendment, results in greater requirements for “package deals” than a
system that relies on majority voting for new “legislative” rules.

The Role of Interorganizational Competition

Surely, it is appropriate at least in some circumstances for international or-
ganizations to be subjected to competitive pressure,10 but international or-
ganizations must also cooperate with one another in appropriate
circumstances. Moreover, international organizations exist in a context of
both horizontal and vertical competition. That is, international organiza-
tions like the European Union compete for political or regulatory author-
ity not only with organizations like the North Atlantic Treaty Organization,
the Basle Committee on Banking Regulation, or the WTO, but also with
their member states. The European Union also cooperates with these
other organizations in various ways. In aspirational theoretical terms, this
competition and cooperation constitute a search for the optimal jurisdic-
tional area: what vertical and horizontal governance satisfies the con-
stituents’ preferences most?11

As suggested above, in order to allow regulatory competition to develop
a stable and efficient equilibrium, it is, inter alia, necessary to develop a
structure that can reduce interjurisdictional externalities. In the interstate
setting, we think of a “hegemon” or a central government that can inter-
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vene as necessary to require the internalization of externalities. What
structure would play this role in interorganizational competition? Perhaps
the United Nations, or perhaps the International Court of Justice (ICJ), if
granted appropriate jurisdiction, could fulfill this role. In order to induce
states to provide the United Nations or the ICJ with this power, it would
be necessary to convince states that they would individually benefit. It
would take a “constitutional moment” to do so. It appears that such a con-
stitutional moment would require greater historical experience of the
need for this role to be fulfilled than exists today.

Conclusion

Issues of linkage exist as a factual matter, regardless of our institutional re-
sponse. If we must rely only on existing single-issue institutions, then the
scope of our institutional choice—of our available responses to interna-
tional problems—will be constrained. It is therefore useful, as an exercise
in institutional imagination, to explore the establishment of other institu-
tional devices. To the extent there is a community of interests, there will
be reasons to consider what institutional devices may improve the ability
of states to realize joint gains. The next step is to develop a matrix of insti-
tutional devices, and to evaluate those institutional devices using some of
the tools developed in this chapter and in Chapter 5.

This chapter has viewed fragmentation problems as institutional prob-
lems associated with the allocation of jurisdiction along horizontal, verti-
cal, and functional dimensions. Surely these problems exist regardless of
our perception of them, or the consensus definition of particular issue
areas. This chapter has tried to suggest a method of analysis of these prob-
lems that understands them first as issues of horizontal allocation of juris-
diction, second as issues of vertical allocation of jurisdiction, and third as
issues of horizontal allocation of jurisdiction among international organiza-
tions. Under some circumstances, it may be appropriate to consider a
fourth type of allocation of jurisdiction: vertically between inferior interna-
tional organizations and a superior international organization charged with
addressing conflicts among inferior international organizations.
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C H A P T E R  S E V E N

International Adjudication

THIS CHAPTER extends the analysis developed in previous chapters by ex-
amining the role of international adjudication in international allocation of
authority. Obviously, adjudication is a part of the internal governance of in-
ternational organizations, or at least is a feature of a treaty structure. As
suggested in earlier chapters, adjudication is a nuanced mechanism for de-
termining (i) allocation of authority between states (horizontal state to
state), (ii) allocation of authority between states and international organi-
zations (vertical), and (iii) allocation of authority among international
organizations (horizontal international organization to international organi-
zation). This chapter examines the possible effects of variations in instruc-
tions that can be given to judges—variations in legal rules that delegate
authority to judges—on these allocations.

Much international legal analysis focuses on the role of judges and adju-
dication. Much of this analysis considers the scope of a judge’s authority:
whether or not the judge is engaging in “judicial legislation,” or remaining
within the scope of his or her authority. From a law and economics stand-
point, judges can be understood as agents of multiple principals: of the
parties to the agreement, statute, or constitution that gives them authority.
From this perspective, the issue of scope of judicial authority is under-
stood as an agency question: how to authorize and monitor agents, given
the fact that they have independent preferences that may conflict with
those of the principals.

It is common, especially among those who utilize social science method-
ologies, to dismiss the idealism and imprecision of natural law theory.

j
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While these concerns have appeal, natural law–based argumentation may
also be understood in terms of the agency role of the judge, insofar as the
judge is explicitly—or, more likely, implicitly—authorized to apply a vision
of morality. Indeed, it is possible to understand arguments from natural
law or morality in a judicial setting as arguments to the quasi-legislative
discretion allocated to judges. This type of implicit or explicit agency to
apply a vision of morality may be more appealing in the international legal
setting, lacking an effective day-to-day legislative capacity, than in many
domestic systems.

Pursuant to this understanding, the extent to which judges are author-
ized to apply natural law—principles that are not contained in positive
legislation—is a question of the scope of their agency: whether they are
authorized to consider these principles external to the positive law that
comprises their explicit instructions. That judges are not explicitly author-
ized to exercise moral judgment does not mean that they are not author-
ized to do so, or that it is not useful and efficient for them to do so. Rather,
we may understand the incessant debate about “judicial legislation” as a
nuanced discipline on the scope of judicial agency.

The liberal model that forms the basis for this book can accommodate
the use of natural law as a basis for judicial moralizing. In a society in
which moral values are not universal, but are shared to variable extents, it
is still useful to moderate the application of law through morality. Legisla-
tors may plan explicitly on this, avoiding the direct political costs of a moral
stand, or the bureaucratic costs of anticipating how moral dilemmas may
arise. Alternatively, they may simply accept the possibility of moral inter-
vention as part of the general background of their legislative activity. In
any event, there is no reason to assume that all desirable moral contribu-
tion to public policy takes place in the legislature, or not at all. It is per-
fectly plausible that judges or others would be delegated some measure of
authority to exercise their own moral judgment, or even to sense and re-
flect a collective moral judgment. Of course, one person’s moral judgment
is another’s bitter constraint on freedom. So there must be nuanced limits
on the scope of judicial authority.

Moreover, the judge’s existential burden is to serve as guardian of proce-
dural justice values, and therefore to reject, at times, valid claims of substan-
tive justice. In a liberal society, it is an affirmation of each person’s humanity
to respect their views, and therefore the legislative results of democratic
process. This is what we mean by procedural justice. In particular cases, the
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results of the democratic process may be so clear that the judge’s agency will
not permit him to make a determination in accordance with his view of sub-
stantive justice. This conflict between procedural justice and substantive jus-
tice is a conflict between moral relativism and moral absolutism. It is the
genius of a legal system that it can compromise between these poles.

The Agency Role of Judges: the Judge 
as Manager under the Theory of the Firm

It is clear that dispute resolution arrangements—and, more generally, ex
post enforceability—affect the willingness of states to enter into agreements,
including those for organizations, ex ante.1 After all, what would be the pur-
pose of entering into an unenforceable agreement?2 Dispute resolution
arrangements are intended to provide some degree of formal enforceability.

Before we analyze the relationship between dispute resolution and dis-
crete treaty language, it is useful to review the role of dispute resolution in
governance. Dispute resolution plays two roles. First, as noted above, dis-
pute resolution is necessary to the application of legislation, and in this re-
gard is not important for its own sake, but as the place where legislation
becomes binding and effective.3 Legislation without adjudication at least
raises greater concerns regarding the application and effectiveness of the
legislation.4 Even if there are no formal enforcement mechanisms, adjudi-
cation can overcome information problems and assist in inducing compli-
ance, as discussed in Chapter 3. Second, dispute resolution inevitably
interprets and expands upon legislation. In a common law system, indeed,
dispute resolution amounts unabashedly to a type of legislation. Even in a
civil law system,5 or one such as the World Trade Organization (WTO) that
formally rejects stare decisis, dispute resolution may be a source of persua-
sive or helpful precedent: of less binding legislation.

The Choice between Treaty Specification 
and Delegation to Dispute Resolution

When treaty negotiators negotiate the language of a particular provision,
in addition to determining, with whatever detail they deem appropriate,
the substantive treatment of an issue, they determine the extent to which
subsequent specification is delegated to dispute resolution or other pro-
cesses. Of course, this is only a very important option under circumstances
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where dispute resolution is likely to be invoked. Most international treaties
do not provide for mandatory dispute settlement.

To the extent that dispute resolution establishes precedents that are ei-
ther formally binding or informally persuasive in order to maintain consis-
tency, the decision regarding the postlegislative role of dispute resolution
is not different, in abstract theoretical terms, from the decision by a legis-
lature to delegate rule-making or interpretative functions to an administra-
tive agency. Recognizing that dispute resolution tribunals engage in
interpretation and construction, how and why do particular provisions
operate to authorize interpretation and construction?

Not only do treaty writers delegate authority to dispute resolution tri-
bunals, they also maintain complex relationships with the dispute resolu-
tion process, both formal and informal. These relationships may be
understood in principal-agent terms.

One avenue of influence is the ability to establish new treaties or treaty pro-
visions,6 and thereby “legislatively” to reverse the outcome of a dispute resolu-
tion determination. This is obviously quite difficult under a rule of unanimity.
Another is arguably to specify the “standard of review,” which can establish a
particular level of deference to member state interpretations of international
law. Third, and relatively unusual in general international law, is a formal “po-
litical filter” device. This political filter was important in the WTO context
prior to the 1994 changes to WTO dispute resolution, and there has been
some discussion of bringing it back in attenuated form.7 Finally, informal
forms of control may be influential in constraining judges’ decisions.8

Thus, dispute resolution should be seen in context as a hybrid, or a con-
fluence of adjudicative and legislative authority. Positive political theory
would analyze the interaction of adjudicative and legislative authority in
game-theoretic and perhaps other terms, examining how the structure of
the relationship between these two bodies affects outcomes.9

In this section, I examine the mechanisms by which competences to ad-
dress important issues are assigned to dispute resolution. We may view the
indeterminacy, incompleteness, or standard-like nature of these treaty provi-
sions as a form of implicit delegation to dispute resolution. In other words,
we can increasingly view the decision to draft these provisions as they are, or
as time goes by, to leave them as they are, as legislative decisions, and as
delegations.

This and the following section develop two linked analytical tech-
niques, for application to dispute resolution. The first, the incomplete
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contracts analysis, is largely consistent with the second, rules versus stan-
dards.

Professor Hadfield applies an incomplete contracts analysis to statutes
in the domestic setting, which can be applied in turn to treaties and cus-
tomary international law (CIL) in the international setting.10 She thus ex-
tends Williamson’s approach, discussed in Chapter 5, to incomplete
contracts. Treaties may be optimally incomplete with appropriate instruc-
tions to decision makers to complete the “contract” in particular cases. The
parameters to consider include (i) the costs of advance specification, (ii)
the degree of stochasticity, (iii) the ability to customize to particular facts
in specific cases, and (iv) the potential value of diversity of compliance
techniques. This literature tends to treat the legislature as a unitary actor.
It will be exceedingly important for us to recognize that the legislature in
our case (as in Hadfield’s) is a group of actors, each subject to strategic and
social choice limitations on its ability to act.

As discussed in Chapter 5, there are fewer institutional and legal struc-
tures to complete contracts in international law than in many domestic
legal systems. First, in international law, there is not a very complete body
of customary or other general law that can be applied to supply missing
terms to incomplete treaties. Second, in general international law, there is
usually no dispute resolution tribunal with mandatory jurisdiction. Thus, it
is often difficult to rely on the ability to complete contracts through dis-
pute resolution mechanisms.

Rules versus Standards

A related literature examines the economics of rules and standards—
instead of dealing with incomplete contracts, this literature deals more di-
rectly with different types of law. This literature addresses the fact that laws
are sometimes established more specifically in advance, as rules, or less
specifically in advance, as standards. Importantly, for standards, it assumes
that there is an independent person to interpret and apply the standard.
This is not necessarily a court, but we can see the rules-versus-standards lit-
erature as an extension of the incomplete contracts literature.

Defining Rules and Standards
In the rules-versus-standards literature, a law is a “rule” to the extent that it
is specified in advance of the conduct to which it is applied. Thus, a law
against littering is a rule to the extent that “littering” is well defined. Must
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there be intent not to pick up the discarded item, are organic or readily
biodegradable substances covered, is littering on private property covered,
and is the distribution of leaflets by air covered? Any lawyer knows that
there are always questions to ask, so that every law is incompletely speci-
fied in advance, and therefore incompletely a rule.

A standard, on the other hand, is a law that is farther toward the other end
of the spectrum, in relative terms. It establishes general guidance to both the
person governed and the person charged with applying the law, but does not
specify in detail in advance the conduct required or proscribed. The relativ-
ity of these definitions is critical. It is more apparently and intentionally in-
completely specified in advance. Familiar constitutional standards in the
U.S. legal system include requirements like “due process,” prohibitions on
uncompensated “takings,” or prohibitions on barriers to interstate com-
merce. A well-known statutory standard in U.S. law is “restraint of trade”
under the Sherman Act. It is worth noting that the distinction between a rule
and a standard is not necessarily grammatical or determined by the number
of words used to express the norm; rather, the distinction relates to how
much work remains to be done to determine the applicability of the norm to
a particular circumstance. Furthermore, this distinction assumes, with
H. L. A. Hart, and contrary to certain tenets of critical legal theory, that lan-
guage may be formulated to have core meanings, penumbral influence, and
limits of application.11 If all language were equally indeterminate, there
would be no distinction between a rule and a standard.

Incompleteness of specification may not simply be a result of conserva-
tion of resources. It may be a more explicitly political decision to either
agree to disagree for the moment, to avoid the political price that may
arise from immediate hard decisions, or to cloak the hard decisions in the
false inevitability of judicial interpretation. It is important also to recognize
that the incompleteness of specification may represent a failure to decide
how the policy expressed relates to other policies. This is critical in the
trade area, where often the incompleteness of a trade rule relates to its
failure to address, or incorporate, nontrade policies.

Obviously, each law is composed of a combination of rules and stan-
dards. However, it will be useful to speak here generally of rules as sepa-
rate from standards.

The Costs and Benefits of Rules and Standards
Rules are more expensive to develop than standards, ex ante, because rules
entail specification costs, including drafting costs and negotiation costs, as
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well as the strategic costs involved in ex ante specification. In order to
reach agreement on specification—in order to legislate specifically—there
may be greater costs in public choice terms.12 This is particularly interest-
ing in the trade context, where treaty making would be subjected to in-
tense domestic scrutiny, while application of a standard by a dispute
resolution process would be subjected to reduced scrutiny. On the other
hand, nongovernmental organizations (NGOs) have sought in this connec-
tion to enhance transparency in dispute resolution. Finally, rules require
clear decision; standards may serve as an agreement to disagree or to tem-
porize, or may help to mask or mystify a decision made.13 Under standards,
both sides in the legislative process may claim victory, at least initially.

Rules are generally thought to provide greater predictability. There are
two moments at which to consider predictability. First is the ability of per-
sons subject to the law to be able to plan and conform their conduct ex
ante, sometimes known as “primary predictability.”14 The second moment
in which predictability is important is ex post, after the relevant conduct
has taken place. Where the parties can predict the outcome of dispute
resolution—where they can predict the tribunal’s determination of their
respective rights and duties—they will spend less money on litigation. This
type of predictability is “secondary predictability.” Both types of pre-
dictability can reduce costs. While rules appear to provide primary and
secondary predictability, tribunals may construct exceptions in order to do
what is, by their lights, substantial justice, and thereby reduce predictabil-
ity. It may be difficult to constrain the ability of tribunals to do this.

Furthermore, as noted in Chapter 2, game theory predicts that some
degree of uncertainty—of unpredictability—may enhance the ability of
the parties in some transaction cost contexts to bargain to a lower cost so-
lution. Thus, simple predictability is not the only measure of a legal norm;
rather, we must also be concerned with the ability of the legal norm to pro-
vide satisfactory outcomes under particular circumstances, including
strategic settings. In economic terms, we must be concerned with the al-
locative efficiency of the outcome.

As we consider the relative allocative efficiency of potential outcomes, it
is important to recognize that there is a temporal distinction between rules
and standards. Standards may be used earlier in the development of a field
of law, before sufficient experience to form a basis for more complete
specification is acquired. In many areas of law, courts develop a jurispru-
dence that forms the basis for codification—or even rejection—by legisla-
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tures. With this in mind, legislatures (or adjudicators) may set standards at
an early point in time, and determine to establish rules at a later point in
time.15 It is clear that a rule of stare decisis is not necessary to the develop-
ment by a court or dispute resolution tribunal of a body of jurisprudence.
It is also worth noting that in a common law setting, or any setting where
tribunals refer to precedents, the tribunal may announce a standard in a
particular case, and then elaborate that standard in subsequent cases until
it has built a rule for its own application.

As noted above, where instances of the relevant behavior are more fre-
quent, economies of scale will indicate that rules become relatively more
efficient. For circumstances that arise only infrequently, it is more difficult
to justify promulgation of specific rules. In addition, rules provide compli-
ance benefits: they are cheaper to obey, because the cost of determining
the required behavior is lower. Rules are also cheaper to apply by a court:
the court must only determine the facts and compare them to the rule.

The Institutional Dimension of Rules and Standards
Another distinction between rules and standards, often deemphasized in
this literature, is the institutional distinction: with rules, the legislature
often “makes” the decision, while with standards, the adjudicator deter-
mines the application of the standard, thereby “making” the decision.
Again, it is obvious that these terms are used in a relative sense (this caveat
will not be repeated). Economists and even lawyer-economists seem to as-
sume that the tribunal simply “finds” the law, and does not make it. Of
course, courts can make rules pursuant to explicit or implicit statutory or
constitutional authority: the hallmark of a rule is that it is specified ex ante,
not that it is specified by a legislature. However, at least in the interna-
tional law system, rules are largely made by treaty, and standards are
largely applied by tribunals.

But the difference between legislators and courts is an important one,
and may affect the outcome. The choice of legislators or courts to make
particular decisions should be made using cost-benefit analysis. Such a cost-
benefit analysis would include, as a critical factor, the degree of represen-
tativeness of constituents: which institution will most accurately reflect
citizens’ desires? There are good reasons why such cost-benefit analysis
does not always select legislatures. First, there is a public choice critique
of legislatures. Second, even under a public interest analysis, legislatures
may not be efficient at specifying ex ante all of the details of treatment of
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particular cases. Third, the rate of change of circumstances over time may
favor the ability of courts to adjust. Finally, we must analyze the strategic re-
lationship between legislators and courts. Thus, in order fully to understand
the relationship between rules and standards, the tools of public choice or
positive political theory16 should be brought to bear to analyze the relation-
ship between legislative and judicial decision making.17

The Strategic Dimension of Rules and Standards
It is not possible to consider the costs and benefits of rules and standards
separately from the strategic considerations that would cause states to se-
lect a rule as opposed to a standard. Johnston analyzes rules and standards
from a strategic perspective, finding that, under a standard, bargaining
may yield immediate efficient agreement, whereas under a rule, this con-
dition may not obtain.18 This understanding is an extension of the property
rights–based analysis elaborated in Chapter 2. Johnston considers a rule a
“definite, ex ante entitlement” and a standard a “contingent, ex post enti-
tlement.” Like Kaplow, he does not here consider the source of the rule,
whether legislature or tribunal.

Johnston notes the

standard supposition in the law and economics literature . . . that private
bargaining between [two parties] over the allocation of [a] legal entitlement
is most likely to be efficient if the entitlement is clearly defined and as-
signed ex ante according to a rule, rather than made contingent upon a
judge’s ex post balancing of relative value and harm.19

Johnston suggests this supposition may be incorrect:20 “when the parties
bargain over the entitlement when there is private information about value
and harm, bargaining may be more efficient under a blurry balancing test
than under a certain rule.”21 This is because under a certain rule, the
holder of the entitlement will have incentives to “hold out” and decline to
provide information about the value to him of the entitlement. Under a
standard, where presumably it cannot be known with certainty ex ante who
owns the entitlement, the person not possessing the entitlement may cred-
ibly threaten to take it, providing incentives for the other person to bar-
gain. Johnston points out that this result obtains only when the ex post
balancing test is imperfect, because if the balancing were perfect, the
threat would not be credible. This provides a counterintuitive argument,
in particular contexts, for inaccuracy of application of standards.22
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Applying Incomplete Contracts and Standards 
and Rules Analysis

The following discussion examines the problem in the WTO of relating
trade to other values as an example of the relationship between rules and
standards in international law. This discussion extends the discussion of
linkage in Chapter 6, as well as the broader discussion of international or-
ganizations in Chapter 5. It compares case-based decision making by the
WTO dispute settlement system with the possibility of decision making by
the more political processes of, for example, the WTO Committee on
Trade and Environment, or more immediate decision making or treaty
making by the WTO.

Table 7.1 summarizes the factors to be considered, as derived from the
analysis set forth above, and their general application to rules and stan-
dards, respectively.

As the WTO continues to address the problem of the intersection be-
tween international environmental law or domestic health regulation, on
the one hand, and international trade law, on the other hand, it will be in-
teresting to observe the extent to which adjudication resulting in reports
from the Appellate Body determines this intersection. For now, the Appel-
late Body has retained jurisdiction to address these relationships, and has
read WTO law to provide itself wide standard-like flexibility in responding
to these problems. In the Asbestos case,23 the Appellate Body left room to
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Table 7.1 Costs and benefits of rules and standards

Rules Standards

Administrative cost of formulation Higher cost Lower cost
Public choice costs of specification, Higher cost Lower cost

including costs of transparency
Perceived legitimacy; democracy deficit Lower cost Higher cost
Primary predictability—predictability Lower cost Higher cost

for actors ex ante
Secondary predictability—ease of application Lower cost Higher cost

by dispute resolution tribunal
Gaining experience prior to specification Decreased benefit Increased benefit
Economies of scale with greater frequency Increased benefit Decreased benefit
Minimizing strategic costs—promotion of Decreased benefit Increased benefit

bargaining toward efficient agreement



examine rather impressionistically whether the importing state conferred
“less favourable treatment” on goods from the exporting state, in violation
of the General Agreement on Tariffs and Trade (GATT), Article III. In the
Shrimp case,24 it found that the chapeau of Article XX of GATT, providing
exceptions for certain categories of domestic measure, requires it to esta-
blish a “line of equilibrium” between trade values and nontrade values.
And in Asbestos and Korea-Beef,25 in connection with the subsections of
Article XX that require the domestic measure to be “necessary” to achieve
the listed goal, the Appellate Body explicitly stated that it would engage in
a balancing test in order to determine necessity. Thus, the Appellate Body
understands its role as guardian of a set of standards, not as a mere trans-
mitter of rules.

In 1994, the trade ministers who approved the results of the Uruguay
Round also approved a Decision on Trade and Environment.26 This deci-
sion called for the formation of the WTO Committee on Trade and the En-
vironment (CTE) with a mandate to make recommendations regarding the
modifications of the multilateral trading system needed to “enhance posi-
tive interaction between trade and environmental measures.” The CTE is-
sued a report at the Singapore Ministerial in 1996.27 This report did not
constitute legislation, and its “approval” at the Singapore Ministerial28 was
not a legislative or treaty-making act. In fact, as set forth in more detail
below, the CTE has remained a “talking shop,” with no direct legislative im-
pact thus far. However, the lack of direct legislative impact does not mean
that the CTE has had no impact on the context of WTO dispute resolution.

Explaining the Relative Dominance of Dispute Resolution

What plausible explanations can we posit for the dominance thus far of
WTO dispute resolution in addressing the relationship between trade con-
cerns and environmental concerns?

Some WTO members have provided an explanation that is consistent
with a rules and standards analysis:

When account is taken of the limited number of MEAs that contain trade
provisions, and the fact that no trade dispute has arisen over the use of
those measures to date, some feel that there is no evidence of a real conflict
between the WTO and MEAs; existing WTO rules already provide suffi-
cient scope to allow trade measures to be applied pursuant to MEAs, and it
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is neither necessary nor desirable to exceed that scope. According to this
view, the proper course of action to resolve any underlying conflict which
may be felt to exist in this area is for WTO Members to avoid using trade
measures in MEAs which are inconsistent with their WTO obligations. Any
clarification in that respect can be provided, as necessary, ex post through
the WTO dispute settlement mechanism.29

This excerpt refers to the relative infrequency, indeed the speculative
nature, of possible conflict between multilateral environmental agreement
(MEA) obligations and WTO law. Of course, there has been somewhat
more frequent conflict between unilateral environmental measures and
WTO law. As additional disputes occur, the Appellate Body will have op-
portunities to articulate a jurisprudence that will be influenced by the
scope of MEAs, as well as by decisions of the CTE and the WTO generally.
In turn, the Appellate Body’s jurisprudence may stimulate a codification or
a negative codification—a legislative reversal.

If we fill in the table of costs and benefits in the trade and environment
context, the distribution described in Table 7.2 might be the result. Of
course, Table 7.2 is speculative: much more empirical and analytical work
would be required to fill it in with greater certainty. In addition, it is diffi-
cult to quantify and commensurate among the various costs and benefits.
This kind of analysis is merely meant as a guide to political discourse, which
would presumably evaluate each of the categories of costs and benefits.

Table 7.2 suggests that with more experience, and as more trade-
environment conflicts arise (perhaps due to the increase of trade law, the
increase of environmental law, or both), one might expect a shift from
standards to rules. This type of analysis can play an important role in vali-
dating the decision of the international community not to develop rules in
this area as yet.

Disciplining Domestic Regulation

As shown in the prior section, states may delegate to tribunals the task of
applying general disciplines to domestic measures. Perhaps the most ac-
tive multilateral context in which states have done this is in the field of reg-
ulatory trade barriers. These regulatory barriers have a real or purported
regulatory goal, and often the task of the tribunal is implicitly to determine
whether to accept or reject the ostensible regulatory justification. This type
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Table 7.2 Costs and benefits in trade/environment context

Rules Standards

Administrative cost of Higher cost Lower cost—status quo
formulation

Public choice costs of Very high cost, given Lower cost—status quo
specification, including extreme diversity 
costs of transparency of perspectives

Perceived legitimacy; Lower cost Higher cost
democracy deficit

Primary predictability— Lower cost, but depends Higher cost
predictability for actors on avoiding development
ex ante of substantial exceptions

through dispute 
resolution

Secondary predictability— Lower cost, but depends Higher cost
ease of application by  on avoiding development 
dispute resolution of substantial exceptions
tribunal through dispute 

resolution

Gaining experience prior Reduced benefit, although Increased benefit,
to specification the magnitude of especially as dispute

reduction declines resolution decisions 
as experience is raise opportunities for 
already gained dialog

Economies of scale with Increased benefit—and Decreased benefit, but 
greater frequency likely to grow as more may serve as casuist

intersections between legislature over time,
trade and environment reaping similar 
arise economies of scale

Minimizing strategic Reduced benefit, although Increased benefit given
costs—promotion of the magnitude of uncertainty of outcome
bargaining toward reductionmay decline as 
efficient agreement uncertainty of result of 

rules rises with 
development of 
exceptions



of linkage or “trade and . . .” problem manifests itself in particular circum-
stances, and each circumstance must be addressed separately, except to the
extent that benefits arise from analyzing similar problems together. This
problem is one of synthesizing and maximizing complex preferences in the
context of multiple overlapping communities. A similar task could be as-
signed to a human rights tribunal, or to a tribunal charged with determin-
ing the legality of military action: to what extent is national autonomy to
violate a particular rule permitted under exceptional circumstances?

As described in Chapter 6, the “trade and . . .” problem is a problem of
intersecting jurisdictions, on both horizontal and vertical axes, each with
varying interests. If the conflict between the market and regulation is a
chess game, then the conflict between trade values, or more generally, in-
ternational values, and other social values is a three-dimensional chess
game, with geometrically increased complexity. In addition to choosing
between laissez-faire and intervention, the level of intervention must also
be chosen. Importantly, as suggested in Chapters 2 and 5, the upward ver-
tical move to empower an organization must also be understood as a
method of horizontal accommodation, and as a structure for allocating au-
thority horizontally.

Thus, institutional choice has multiple parameters. The first parameter
to be addressed is the vertical level of society at which choice takes place.
Second is the type of institution—for example, legislative versus
adjudicative—to be assigned the task of choice. Third is the standard that
the selected institution will follow. The following section focuses on this
last parameter as a device, applied at a central adjudicative level, to select
between the assignment of power to local legislatures and the denial of
power to local legislatures. However, the rule or standard applied at the
central adjudicative level may also determine the choice between central
adjudication and legislation as the institutional setting for decision.

A Taxonomy of Trade-Off Devices

This section examines the trade-off devices used by the European Court
of Justice (ECJ), WTO dispute resolution panels or the WTO Appellate
Body, and the U.S. Supreme Court, in connection with “trade and . . .”
problems within the European Union, WTO, and U.S. systems, respec-
tively. The major categories of trade-off devices are listed and briefly
defined below. In each of the jurisdictions studied, these trade-off
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devices appear in combination, rather than alone, and each category of
trade-off device conceals considerable latitude for heterogeneity. Thus,
despite the list of only six categories, far more combinations and varia-
tions are possible.

(i) National treatment rules. A national treatment rule is a type of anti-
discrimination rule that examines whether different legal standards
are applied to comparable cases, as between the domestic and the
foreign. National treatment rules entail surprising complexity. In
order to deal with more difficult cases, they sometimes incorporate
some of the tests set forth below in this list.

(ii) Simple means-ends rationality tests. These tests consider whether
the means chosen is indeed a rational means to a purported end.
Simple means-ends rationality testing is often combined with limita-
tions on ends. Analytically, simple means-ends rationality testing is
included in all of the tests described below in this list, and is some-
times used as a proxy to detect discrimination. As it imposes little
real discipline, and is often included in other tests, we do not ana-
lyze the use of simple means-ends rationality testing in detail below.

(iii) Necessity or least trade-restrictive alternative tests. This type of
test goes a significant step beyond simple means-ends rationality
testing. It inquires whether there is a less trade-restrictive means
to accomplish the same end. The definition of the end is often out-
come determinative. In some cases, necessity testing is qualified
by requiring that the means be the least trade-restrictive alterna-
tive that is reasonably available. In addition, necessity testing is
sometimes combined with limitations on the categories of ends
permitted.

(iv) Proportionality. Proportionality sensu stricto30 inquires whether
the means are “proportionate” to the ends: whether the costs are
excessive in relation to the benefits. It might be viewed as cost-
benefit analysis with a margin of appreciation, as it does not require
that the costs be less than the benefits. Proportionality may be ei-
ther static or comparative, in the same way as cost-benefit analysis.
A comparative approach to proportionality testing would include in
its calculus the costs and benefits of alternative rules.

(v) Balancing tests. Balancing tests purport to decide whether a mea-
sure that impedes trade is acceptable, balancing all of the factors.
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Balancing may be viewed as a kind of amorphous or imprecise cost-
benefit analysis.31 More charitably, and perhaps more correctly, it
may be viewed as a kind of cost-benefit analysis that recognizes the
difficulty of formalizing the analysis, and seeks to achieve similar
results informally.32

(vi) Cost-benefit analysis. Static cost-benefit analysis in the context at
hand33 juxtaposes the regulatory benefits of regulation with the
trade costs of regulation, as well as other costs of regulation, and
would strike down regulation where the costs exceed the benefits.
Cost-benefit analysis in this context may be viewed as stricter
scrutiny than the domestic cost-benefit analysis that has recently
become popular, as it adds a cost dimension not normally included:
detriments to trade. Adding trade detriments to the calculation
would presumably have the marginal effect of causing some regula-
tion to fail a cost-benefit analysis test. It is worth comparing static
cost-benefit analysis, simply juxtaposing the costs and benefits of a
single rule, with a more dynamic comparative cost-benefit analysis,
comparing the net benefits of multiple rules, and recommending
the rule with the greatest net benefits.

Toward Comparative Institutional Analysis

This section examines strategies for judicial management of the
relationship—the trade-off—between trade and other values. These
strategies have been established pursuant to constitutional or treaty lan-
guage, and used in dispute resolution fora in the European Union’s com-
mon market, in the multilateral trade system under the WTO, and in the
United States’ internal common market. While these strategies for man-
agement are based on legislative or constitutional texts, the texts are con-
sistently indeterminate—perhaps more than most laws—and thus the task
of constructing strategies for management has often fallen on dispute res-
olution bodies.

Within this comparative analysis, it is important to keep in mind the
two leading alternatives to the trade-off exercise as a means to moderate
between trade values and other social values: (i) laissez-régler (used
here to denote a permissive attitude taken by the international system,
allowing local governments freedom to regulate in the domestic sphere)
and (ii) international regulation (a decision to moderate between these
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values in a more specific, and in a positive,34 international legislative
manner).

The first alternative—laissez-régler—may allow the erosion of interna-
tional commitments in ways that may be unacceptable in at least some in-
ternational law settings, but may be acceptable in other settings where few
externalities exist, or where states may make ad hoc bargains at low trans-
action costs. In fact, mechanisms for managing the conflict between trade
values and other social values have the effect of constraining state inter-
vention, either in favor of laissez-faire or, where combined with interna-
tional legislative devices, in favor of international regulation. “The modern
regulatory state inevitably produces burdens on trade, if only because of
the unavoidable lack of regulatory uniformity.”35 Petersmann argues in
favor of international disciplines on national regulation—against laissez-
régler—in order to protect laissez-faire.36

A laissez-régler approach to local regulation is a decision to decentralize
decisions about regulation. Kitch explains why decentralization is not nec-
essarily the enemy of free trade: that centralized supervision or control is
only one way that local units can cooperate to achieve their goals.

The fact that there is decentralized authority over the laws and government
practices affecting commerce does not mean that there will not be free
trade. Free trade among decentralized authorities will result from volun-
tary cooperation, motivated by the fact that free trade will produce greater
wealth for all to share. In the short run, this approach to free trade may
cause significant bargaining instability, as each jurisdiction tries to establish
a bargaining position through bluff, threat, and implemented threat. But in
the long run, this system may provide more free trade than centralized au-
thority because it places stronger incentives on each jurisdiction to promul-
gate efficient rules for both its internal and external commerce.37

Kitch is implicitly comparing two different centralizing structures: one
mandatory, and the other voluntary; one based on treaty or organiza-
tion, and the other based on autonomous cooperation. As North has
pointed out, Kitch’s perspective seems to be based on an assumption
that it is cheaper in transaction cost terms for states within the U.S. fed-
eral system to get together on an informal basis to cooperate, than it is
for this cooperation to be imposed by the federal government: Kitch is
making an assumption as to which is the more efficient instrument of
cooperation.38 North responds that we do not “know that decentralized
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authority would promote more efficient rules than would centralized
authority.”39

Furthermore, as suggested in Chapters 2 and 5, there are a number of
rationales for centralization, as well as a number of potential rules for al-
locating authority among states under decentralization. The variety of
rationales makes it difficult to choose between centralization and decen-
tralization. The trade-off devices examined herein may be viewed as
heuristics for determining, in particular settings, whether decentralized
authority or centralized authority is more satisfactory. They may be viewed
as instruments for effecting a dynamic and variable type of subsidiarity
analysis. In the sense discussed in Chapter 2, these trade-off devices may
be viewed as heuristics for contingent intervention by a centralized hege-
mon, ensuring stable and efficient regulatory competition.

As instruments of negative integration, the trade-off devices discussed
in this section may serve another dynamic purpose, by providing incen-
tives for positive international regulation where they strike down domestic
regulation. Furthermore, these trade-off devices clarify and cull the ap-
propriate topics of and scope for international regulation, by indicating
what domestic regulation is acceptable. Once domestic regulation is iden-
tified as acceptable pursuant to the rules applied by courts, it is for the leg-
islative process to determine whether the international values are great
enough to justify superseding domestic law by international regulation. In
this respect, these trade-off devices may serve to allocate work between
adjudicative and legislative decision-making processes.40

From a horizontal, as opposed to vertical, perspective, these trade-off
devices may be viewed as intended not to limit local autonomy, but to re-
strain “state interference in the affairs of other states.”41 Thus, local auton-
omy is on both sides of the equation, although in some instances it is
represented by international institutions. “Interference arises from two
basic causes, state protection of local commerce against external competi-
tion, and extra costs that result when more than one sovereign regulates or
taxes the same person or transaction. The latter costs are of two kinds—
multiple burdens, and conflict costs caused by inconsistent regulation.”42

In current or static terms, trade-off devices serve as heuristics for deter-
mining when domestic regulation should be suppressed: they moderate
between the domestic (laissez-régler) and the international on a case-by-
case basis. In intertemporal terms, perhaps they serve in some cases as
bridges through time from laissez-régler to international regulation.
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This section pursues a roughly comparative methodology,43 finding sig-
nificant similarities in the texts and approaches applied in the three juris-
dictions examined. Beginning with comparative cost-benefit analysis as a
presumptively best alternative, this section seeks to comprehend moves to
other approaches based on problems with cost-benefit analysis, and thereby
also seeks to explain variations among these other approaches. These rela-
tionships cannot be drawn precisely, as there are many variables and only a
small number of cases to compare, but it is hoped to suggest lines of further
inquiry.

The following discussion evaluates comparative cost-benefit analysis.
Subsequently, this chapter examines the European Union, WTO, and U.S.
approaches to national treatment, proportionality, least trade-restrictive al-
ternative tests, balancing tests, and cost-benefit analysis in comparative
perspective.

Comparative Cost-Benefit Analysis

This subsection will develop and critique comparative cost-benefit analy-
sis.44 This artificial, but ideal, trade-off device serves as a benchmark for
evaluation of the actual trade-off devices to be considered and compared
below. It has the advantage, by definition, of maximizing the net regulatory
costs and trade benefits. This subsection begins to compare trade-off de-
vices in terms of a wider institutional cost-benefit analysis that, in addition
to taking account of the ability of a trade-off device to maximize the net
sum of regulatory costs and trade benefits, examines administrability, dis-
tributive concerns, moral concerns, and theoretical concerns (avoidance of
interpersonal comparison of utilities). These considerations may give im-
petus to a retreat from comparative cost-benefit analysis to simplified or
truncated, or simply different, trade-off devices, including national treat-
ment, simple means-ends rationality testing, proportionality testing, ne-
cessity testing, and balancing: the tests actually in use. “The difficulties of
balancing or ‘optimization’ have . . . led scholars [and, we might add,
courts] to define forms of ‘bounded rationality’ in which various rules of
thumb substitute for fully comparative weighing of alternatives.”45

Comparative Cost-Benefit Analysis Defined
As Farber and Hudec,46 Pearce,47 Runge,48 and Wils49 have noted, it is not
difficult to begin to imagine a first-best trade-off device from an economic
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standpoint. The simplest cost-benefit analysis, and the one most conven-
tionally used in the regulatory context, is static cost-benefit analysis: in the
context considered here it asks, is the regulatory benefit greater than the
trade detriment?50 However, this static, single-institutional analysis is, at
least in theory, insufficient, and would in theory be replaced by a more dy-
namic comparative approach.51 It does not even aspire to maximize net
benefits (or minimize net costs), but simply examines whether benefits ex-
ceed costs.

Domestic cost-benefit analysis has been formally implemented at least
since 1981 in the United States, with varying formulations in a number of
contexts in legislation52 and regulation and through executive order,53 in
order to discipline and inform the regulatory process. The 1993 formula-
tion modified the original 1981 formulation by recognizing that benefits
and costs cannot be limited to those that may be monetized. This provision
would only consider effects outside the United States indirectly, at best. A
“global” cost-benefit analysis would simply add international concerns to
the domestic evaluation.54

A further important question is which types of domestic benefits may be
considered: can the benefits of protection of local industry and jobs be in-
cluded on the benefit side of the equation? We ordinarily would not in-
clude such pecuniary externalities in the equation, but it is important to
recognize that these considerations are critical in political contexts, and
that any model that did not reflect them would have little predictive
power. Furthermore, can the benefits of reelection or other benefits to
politicians and bureaucrats derived from protectionism be included? A full
theory would respond to these questions. These concerns might include
trade concerns, but might also include, inter alia, issues of externalization
and the desire for explicit or implicit cooperation with other states.55 Of
course, once global cost-benefit analysis begins to include in its calculation
adverse effects of regulation on foreign persons, in the form of either non-
pecuniary externalities or pecuniary externalities, some kinds of regulation
will appear more costly. On the other hand, regulation that protects for-
eign persons or removes externalities will appear more beneficial. Envi-
ronmentalists and deregulators alike would be required to accept the
consequences of thinking globally and acting locally.

A comparative global perspective would compare the cost-benefit pro-
files of various combinations of national regulation and international disci-
pline of national regulation in a dynamic evaluative setting. Comparative
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cost-benefit analysis maximizes the sum of (i) benefits of free trade plus (ii)
loss of benefits of regulation. Comparative cost-benefit analysis has some
unique and substantial benefits, but many faults. Of course, merely recog-
nizing its faults is an insufficient basis for determining not to use it: assum-
ing acceptance of the proposition that trade-off is necessary, we must find
a trade-off device that is superior.

In this section, I evaluate some of the parameters by which comparative
cost-benefit analysis might be compared with other trade-off devices: (i)
maximization of net gains of trade and regulation, (ii) administrability, (iii)
distributive concerns, (iv) moral concerns, and (v) theoretical concerns.
These factors are not themselves commensurable, and so we cannot place
them on a simple tote board to determine when comparative cost-benefit
analysis should or should not be used. Rather, these factors must be exam-
ined and subjected to political or deliberative analysis in order to deter-
mine which trade-off device should be used in particular circumstances.

Maximization of Net Gains of Trade and Regulation
By definition, comparative cost-benefit analysis is a relentless search for
the solution that results in maximum net gains of trade and regulation. As
noted above, one element of such maximization involves the inclusion of
global effects. The inclusion of global effects may be examined using ei-
ther the rhetoric of efficiency and externalization, or the rhetoric of politi-
cal legitimation. These two rhetorics are two sides of the same coin.

One of the main arguments in favor of the use of the dormant Com-
merce Clause in the United States has been the problem of exclusion of af-
fected foreign parties from the political process:

Underlying the stated rule has been the thought, often expressed in judicial
opinion, that when the regulation is of such a character that its burden falls
principally upon those without the state, legislative action is not likely to be
subjected to those political restraints which are normally exerted on legisla-
tion where it affects adversely some interests within the state.56

This statement by Justice Harlan Fiske Stone reflects economic theory re-
lating to externalities: states may be expected to seek, where possible, to
impose costs on outsiders. Such externalization is often presumed ineffi-
cient because the decision makers do not take all of the costs of action
into account. It is also seen as illegitimate insofar as the persons making
the decisions are not the ones who will bear the full consequences of
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those decisions. Thus, in the Commerce Clause context, Tushnet has ar-
gued that “a national viewpoint must be inserted in the process if the real
costs are to be fully considered. In a sense, national supervision is de-
signed to guarantee that the external costs of regulation are considered by
local legislatures.”57

Externalization and Prescriptive Jurisdiction
Thus, an initial issue for any trade-off device to address is the degree of ex-
ternalization: how much of the effects of a local measure are felt externally,
measured in either relative (percentage of total effects) or absolute (mag-
nitude of external effects) terms?58 In other words, how much jurisdic-
tional overlap exists? It is important to note that the amount of overlap
depends on horizontal allocation of prescriptive jurisdiction: on how pre-
scriptive jurisdiction is allocated among states—the subject of our discus-
sion in Chapter 2. As shown there, it is possible in theory, but not in
practice, to devise rules of prescriptive jurisdiction that would be ideal in
fiscal federalism terms: that would exclude overlap. This would eliminate
the externality problem discussed above and substitute a significant ac-
counting or jurisdiction allocation problem.59

Levmore argues that in a specific type of externalization—cases of ex-
ploitation by one state of monopoly power to the disadvantage of
outsiders—a per se rule of invalidity should apply.60 In the case of mere
“interferences” with interstate commerce, on the other hand, Levmore ar-
gues for cost-benefit analysis. He thus limits the scope of applicability of
cost-benefit analysis. Levmore generalizes his exploitation-interference di-
chotomy by arguing that in circumstances in which externalization is
greater, judicial scrutiny should be greater.61 This is justified as a proxy for
a balancing test: where externalization is greater, there is less likely to be a
countervailing local benefit. However, this is not a per se rule: in some
cases, cost-benefit analysis may indicate that a local regulation is justified
even if most of the cost side falls on nonresidents.62

Implicit in Levmore’s distinction is a comparative institutional analysis
that prefers to leave decisions to local political processes where they are
likely fully to evaluate costs as well as benefits.63 Where the local political
processes cannot be expected to reach a globally efficient position, due to
the accentuated capacity to externalize, he would truncate the analysis and
simply hold the state legislation invalid. To the extent, on the other hand,
that costs are borne internally, by domestic consumers or others, there is
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less reason to expect the state political process to act inefficiently, and so a
per se rule of invalidity is not appropriate.

Representation and Legitimation
As noted above, externalization and political legitimation through repre-
sentation are two sides of the same coin: one in economic terms, and the
other in political terms. The exclusion of foreigners argument includes—
or, translated from economic into political terms, is—a claim regarding le-
gitimacy: that the internal political process is insufficient to legitimate the
application of domestic law to the disadvantage of foreigners, who, by defi-
nition, have not participated in the formal political process that led to the
legislation.64 However, the suggested remedies for this alleged illegitimacy
raise other issues of legitimacy: (i) is it appropriate for central decision
makers to override local decisions, and (ii) are central courts the appropri-
ate forum to do so? These questions, which combined ask whether central
courts should supervise local legislatures, raising the “government close to
the people” concern of subsidiarity, recall at least part of the legitimacy
problem with Lochner-era substantive due process.65

In a sense, the rejection of Lochner66 is a recognition that efficiency can-
not be determined in the abstract, but only by political processes.67 This
point is central to the discussion of the respective roles of courts versus
legislatures. One difference between substantive due process and Com-
merce Clause balancing is that, as noted above, Commerce Clause balanc-
ing always includes an additional set of values that are not normally
expected to be incorporated in local legislatures’ deliberations.68 The argu-
ment from representational legitimacy, like the argument from external-
ization, seems to have a reciprocal nature.

Administrability is an important parameter by which to critique compar-
ative cost-benefit analysis, as comparative cost-benefit analysis entails sub-
stantial costs of administration: the costs of evaluating regulatory costs and
benefits and trade costs and benefits. One way of evaluating administrabil-
ity is by reference to the distinction between a standard and a rule, dis-
cussed earlier in this chapter. In this sense, comparative cost-benefit
analysis is a standard, while a trade-off device like national treatment or
simple means-ends rationality testing may be considered more rule-like
(although in practice it too allows substantial discretion). Furthermore, na-
tional treatment and simple means-ends rationality testing are less likely to
invalidate local regulation, leaving it to the political process to address
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inefficiencies remaining when local legislation is left standing. Therefore,
administrability also implicates the choice of courts versus legislatures as
institutional devices for doing trade-offs.

Proportionality, balancing, and cost-benefit analysis rebel against legal
formalism, holding that mere categories are insufficient to determine
rights, but that evaluative measures must be applied. Legal formalism is
thus hostile to these trade-off devices. However, Sullivan counters that
“standards make visible and accountable the inevitable weighing process
that rules obscure.”69

In terms of administrability, it seems that rules would be preferred to
standards as a general matter. They facilitate planning by private actors,
and reduce the costs of adjudication after activity has occurred. However,
as discussed above, there are many detailed and situation-specific factors
to consider in comparing rules with standards.

Of course, even formal rules have potentially significant costs: the ex-
ceptions, and their determination, may devour the administrability of the
rule. In practice, courts may develop distinctions, exceptions, and strained
interpretations in order to allow the court’s vision of substantive justice to
triumph over predictability and administrability.

As part of the decision whether, and what extent of, central supervision
of local regulation is efficient, it is necessary to determine whether the
central supervision should be effected by adjudicative or legislative institu-
tions. While this chapter does not address the way that legislatures make
trade-offs, legislation represents the default option, preferred by many, for
making trade-offs. Choice of a less intrusive judicial trade-off device is
consonant with an emphasis on central legislative action to make trade-
offs. There are several issues that affect the choice between legislation and
adjudication in this context. The first that I will address is institutional
competence. Second is the dichotomy, examined above, between rules
(which purport to give more control to the legislator) and standards (which
purport to confer a measure of discretion to the adjudicator). Third, and
most important, is the question of which institution best reflects con-
stituent interests—best serves as a forum for the revelation of preferences.
Fourth, and most sophisticated, is the question of how central adjudicative
and legislative institutions work together, and how they work with local
legislators.

It is a commonplace that legislatures, the consummate political branches,
are best able to engage in subtle balancing and weighing of competing
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social interests.70 Like other common knowledge, the origins and bases of
this commonplace are often forgotten. “The competing considerations in
cases involving state proprietary action often will be subtle, complex, po-
litically charged, and difficult to assess under traditional Commerce Clause
analysis. . . . The adjustment of interests in this context is better suited for
Congress than this Court.”71 However, given the realist and critical insight
that judicial decisions inevitably are also politically charged, and given the
fact that all good adjudication of difficult cases is subtle and complex, this
commonplace may be usefully subjected to further analysis. While this
commonplace is suspect as a matter of bureaucratic institutional compe-
tence, it may be revalidated by virtue of the fact that legislatures provide a
more direct forum for revelation of individual preferences than do courts.

Justice Antonin Scalia wondered, “I do not know what qualifies us to
make . . . the ultimate (and most ineffable) judgment as to whether, given
importance-level x, and effectiveness-level y, the worth of the statute is ‘out-
weighed’ by impact-on-commerce z.”72 This statement adds to our discourse
in two ways. First, it frames cost-benefit analysis in something akin to Hand
Formula terms. By doing so, it implicitly raises the question, if courts can
balance this way in negligence cases, why can they not balance this way in in-
terstate or international commerce cases? Second, in this statement, Scalia
asks the question that this chapter must begin to address: what qualifies
courts to engage in cost-benefit analysis? Academic commentators often beg
the question of judicial competence to engage in balancing or cost-benefit
analysis. Consider the following statement by Donald Regan:

The [federal] court has no warrant for second-guessing the [state] legisla-
ture either about what counts as a good effect (providing the legislature is
not aiming at something forbidden, which gets us back to the purpose in-
quiry), or about the valuation of the good effect . . . or about just how much
of the good effect is actually achieved. For that matter, the court has no
basis for deciding how bad is what would have to be regarded as the bad ef-
fect in a balancing analysis, namely the diversion of business.73

First, Regan appears to be referring to state (not federal) legislatures as
the appropriate evaluators of costs and benefits. Accepting this assumption,
we may consider that the state may also enter into agreements with other
states in order to maximize good effects. Similarly, each individual is pre-
sumptively the best observer of his own values. However, when an individ-
ual enters society, he accepts that the things he values may be evaluated
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differently, and traded off differently, by others, and that it may be useful
collectively to refer these questions to a court. Thus, it is plausible that a state,
entering international society, would agree to accept similar institutions.

Thus, when a state enters a federation or economic integration organiza-
tion, it may choose to accept that the things it values may be evaluated dif-
ferently by that organization’s organs. If it does not, it would not allocate
power over those issues to that organization. While within the United
States, this contractarian perspective may be stale, in the sense that it was
more or less true in 1787, but may no longer be true today, the WTO and
European Union social contracts comprise fresh examples of states giving
up autonomy in exchange for reciprocal action by other states. The ques-
tion Regan begs is whether or not the states have done so.

While Regan argues that “provided they do not single out foreigners,
the states need not attend positively to the foreign effects of laws they
adopt nor to the distribution between locals and foreigners of the benefits
and burdens of those laws,”74 there is no theoretical or empirical basis for
this position. Federal governments like the United States, regional integra-
tion organizations like the European Union, and international organiza-
tions like the WTO exist not simply to police discrimination,75 and have
seen fit through both legislative and adjudicative action to enhance regula-
tory cooperation in more intrusive respects. Why would these entities sim-
ply leave the gains from this type of cooperation on the table? Implicit in
Regan’s argument, but not analytically supported, is the assumption that
this cooperation should be effected by legislative bodies but not through
the use of adjudicative bodies.

Certainly, individual courts seem to have fewer analytical resources at
their disposal than, for example, the U.S. Congress.76 However, if magni-
tude of analytical resources were the only determinant of whether courts
should decide cases, there might never be any adjudication. Is the trade-off
question special in a way that indicates that it should be answered legisla-
tively rather than judicially? One important respect in which the trade-off
question is special is that it is a constitutional, or meta-legislative, question:
like other secondary rules, it deals with the allocation of power to legislate.
Of course, in the horizontal, as opposed to vertical, federal context, courts
deal with this problem frequently, under the label of “conflict of laws” or
“prescriptive jurisdiction.”77 In addition, courts are frequently called upon
to apply constitutional rules to invalidate legislative acts: this is what consti-
tutional rules are for, and this is what judicial review is for.78 Courts are
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required to balance and integrate multiple social values in most types of
cases, including, as mentioned above, tort cases (applying the Hand For-
mula), choice of law decisions (applying the “modern” approach that re-
quires balancing of multiple factors), and various types of constitutional
judicial review. In each of these types of cases, courts implicitly balance or
decide who balances, with or without the benefit of a legislated rule.

Courts have the ability to engage in context-specific analysis, whereas
statutes are usually for general application. To the extent that rules differ
from standards, the establishment of standards delegates substantial work
to courts. In the U.S. dormant Commerce Clause context, “courts created
the doctrine early, and undertook to monitor it, because Congress could
not anticipate and provide for every conceivable impingement on inter-
state commerce, and the Union might not have survived if the courts had
not intervened.”79 Courts have the ability to accept from legislatures a gen-
eral bargain and to implement that bargain in particular cases.

Institutional Synergies: Central and Local, Legislative and Adjudicative
In the common law, property rights and liability rules developed initially
through the elaboration of rules by iterative adjudication. Especially in the
area of nuisance, a hybrid of property rights and liability, judicial balancing
is the rule, at least in the United States. It is open to legislatures to over-
ride or supplement common law rules, and this happens often, given the
fact that in domestic society we have well-developed legislative capacity.
The same is true in the U.S. federal system, and in the European Union’s
common market: adjudication works together with legislation, and legisla-
tion intercedes where adjudication is determined by the legislature to pro-
duce an inadequate outcome. The European Union provides a vivid
example of this type of interaction.80 There are also interactions and syner-
gies between adjudicative decision making and legislative decision making
in the U.S. system.81

Redish and Nugent argue that state statutes within the United States
should be excluded from judicial review under the dormant Commerce
Clause because Congress can legislatively “review” and invalidate state
statutes under the Supremacy Clause, and the states “have a special ability
to protect their interests through resort to the national political process.”82

This is an argument against the doctrine of implicit preemption, which al-
lows local regulatory barriers to trade to be addressed by courts prior to
the legislation of specific (and supreme) central law. The argument in favor
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of dormant Commerce Clause preemption is bureaucratic and political,
relying on the assertion that central legislatures are constrained by time
and politics so that they cannot address all of the trade barriers local legis-
latures might create, and need preemptive assistance from courts.

Furthermore, it is worth noting that preemption simply reverses the bu-
reaucratic burden of seeking central legislation, as, in the dormant Com-
merce Clause and European Union (former) Article 30 context, judicial
invalidations may generally be “reversed” legislatively.83 Thus, Congress may
eliminate any Commerce Clause problem with state legislation, and may re-
verse a judicial determination of invalidity of state legislation under the
Commerce Clause. On the other hand, the possibility of legislative reversal
may help to legitimate and embolden judicial action invalidating local laws.84

The European Union system lacks the broad legislative capacity of the U.S.
Congress, and the WTO lacks any conventional legislative capacity at all.

In each of the circumstances studied in this section—the European
Union, the WTO, and the United States—the need to establish free trade
has challenged local prerogatives. In fact, the expansive definition of trade
or commerce in the European Union and United States has significantly
eroded the notion that there is a hard core of sovereignty reserved to their
components.85 Of course, many worry both about these challenges to state
sovereignty and about challenges posed by the WTO system, as it expands
and deepens its coverage of issues traditionally considered part of the do-
maine reservé.86 However, the larger threat to sovereignty seems to come
from the legislative capacity of the federal government in the United States,
and of the European Union institutions. This is a critical institutional differ-
ence between the United States and European Union, on the one hand, and
the WTO, on the other. The dormant Commerce Clause and former Ar-
ticles 30 and 36 of the Treaty of Rome provide negative integration, but
there is ample legislative capacity for positive integration, assuming political
will. In the WTO system, there is little realized legislative capacity, and thus
it is impossible to produce the kind of pro-integration judicial-legislative dy-
namic that has proven so powerful in the European Union.87

Distributive Concerns

It is impossible to separate issues of externalization and representational
legitimation from issues of distribution. I examine externalization and
legitimation above from the standpoint of whether the interests of
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foreigners are taken into account in the decision process; here, I consider
whether those who lose due to the decision finally taken are compensated
for their loss. Interestingly, none of the trade-off devices considered here
provide for any direct compensation.

The U.S. Commerce Clause is often justified by reference to the politi-
cal utility of economic union, and to the value of avoiding the jealousies,
resentment, and retaliation that might arise from state actions that harm
outsiders. The European Union’s goal of economic union also has political
motivations, and the WTO system also seeks, perhaps less explicitly and
more indirectly, to promote political harmony. These political goals may be
recharacterized as problems of distributive effects: the distributive effects
of local law should not be, and should not be seen to be, too adverse for a
particular outside group, or for the group of outsiders as a whole.88 Thus,
even where the global costs of a local law are less than its global benefits, it
is worth considering the distribution of those costs and benefits. There are
several ways of rationalizing the inclusion of distributive concerns in our
analysis. First, in the standard analysis, economic efficiency is compro-
mised for the political stability that arises from a certain distribution of
incomes. Second, economic efficiency is defined broadly enough to encom-
pass non-“economic” values, such as political stability. In both cases, it is
recognized that a trade-off between efficiency (in the form of maximiza-
tion of net gains) and distribution is rational; the only question is whether
the trade-off is one that economics can address.

Considering economic efficiency and distribution in the first sense, it is
clear that one of the central issues in analysis of “trade and . . .” problems
is the distributive consequences of any determination: “trade and . . .”
problems arise where increased freedom of trade comes at the expense of
local regulatory benefits, and conversely, local regulatory benefits give rise
to costs in trade terms. The trade costs fall on outsiders, as well as local
consumers, and standard public choice theory indicates that local produc-
ers will often prevail. From a practical and from a strategic standpoint, dis-
tributive consequences may stand in the way of change: state A may
request that state B revise its regulation in order to ameliorate adverse
trade consequences to state B, and state A may refuse because the re-
quested revision would confer a detriment on its residents, without con-
sideration of the relative magnitude of the detriment conferred on state
B residents. This is simply one of the types of externality discussed in
Chapter 1.
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A state of affairs like that described above is Pareto efficient if it is im-
possible to improve the welfare of state B without diminishing the welfare
of state A (and vice versa). Thus, assuming for a moment that it is impossi-
ble to bribe state B, the Pareto efficiency criterion will not examine the
relative size of the detriments, and will accept this state of affairs, even if it
could be shown that the regulatory benefit to state B is only worth $1 mil-
lion while the trade detriment to state A is worth $10 million However, if
representatives of state A can communicate, negotiate, and contract with
state B to divide the $9 million surplus, they would be expected to do so.
Thus, if transaction costs are less than the surplus, this state of affairs is not
Pareto efficient, and such procurement of consent is an acceptable means
of reaching Pareto efficiency.

Potential Pareto efficiency merely requires that enough surplus be gen-
erated to compensate the injured outsiders, without concerning itself
with whether compensation is actually paid, or whether the transaction
costs of such payment exceed the surplus generated, in which case it
would not be expected that compensation would be paid. Another way of
understanding potential Pareto efficiency is that it would be equivalent to
Pareto efficiency, assuming a condition of zero transaction costs. In other
words, a particular move is potentially Pareto superior to the status quo if
its net benefits exceed those of the status quo, and is potentially Pareto ef-
ficient if its net benefits exceed those generated by any other conceivable
structure.89

Potential Pareto efficiency assumes away transaction costs and the prob-
lem of distribution, but reaches a potentially higher aggregate net benefit,
and assumes that transactions will occur to reach that higher aggregate net
benefit. For this reason, potential Pareto efficiency is often an unsatisfactory
policy tool: it cannot be assumed that a potential Pareto-efficient state of af-
fairs will be reached, due to the actual existence of transaction costs. Thus, a
tribunal applying cost-benefit analysis would be well advised to consider the
potential for redistributive transactions between the principals, and the dis-
tributive consequences of its decision. Potential Pareto efficiency is often es-
chewed by liberal economists because it allows policy changes to be justified
without regard to their distributive consequences: a regulatory change that
benefits the rich more than it harms the poor would be validated under po-
tential Pareto efficiency, but invalidated under Pareto efficiency analysis.

In the real world, redistributive payoffs may be direct and in cash, but
more frequently, especially in the international context, they will take the
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form of formal or informal, diffuse or narrow, reciprocity. Often, redistribu-
tive payoffs are agreed on and then required pursuant to law or other insti-
tutional arrangements. For example, agreement to legislate by majority
vote, as in the European Union, may be viewed as an institutional structure
for an unspecified, and only partially anticipated, series of transactions.90

Agreement to a particular trade-off device to be applied by an adjudicative
tribunal may be viewed similarly. Sometimes you will be disciplined, and
sometimes I will be disciplined: we will receive roughly equivalent payoffs,
and even if in the fullness of time yours turns out to be larger, the present
value of mine is larger than what I would have received without such agree-
ment. This is the type of Harsanyian stochastic symmetry discussed in
Chapter 3 in connection with CIL, and in Chapter 5 in connection with the
formation of organizations.

Potential Pareto efficiency is an armchair mechanism for striking hypo-
thetical bargains. The armchair analyst speculates as to what people want
and calculates a bargain that they might enter into to maximize the aggre-
gate preferences of the participants. Therefore, potential Pareto efficiency
has two problems. First, we have little basis for confidence that its specu-
lated preferences are correct. Second, its phantom compensation raises
the specter of adverse distributive effects.

Moral Concerns; Commensurability

Coincident with the rise of cost-benefit analysis in environmental and
other regulatory areas, and its use and misuse91 to restrain such regula-
tion, has developed a critical literature, suggesting problems with cost-
benefit analysis.92 This literature has criticized cost-benefit analysis both
in theory and in practice. Some of the practical critiques of cost-benefit
analysis as used are clearly correct. For example, cost-benefit analysis
that considers only regulatory costs, or only monetary costs and benefits,
is simply ignorant. The more serious theoretical critiques, of the more
thoughtful form of cost-benefit analysis, argue that this cost-benefit
analysis relies on commensuration, which is (i) morally deficient and (ii)
theoretically objectionable as it involves interpersonal comparisons of
utility.93

Most of us seem to engage in this type of cost-benefit analysis in our indi-
vidual decisions, trading off one moral principle against another, or morality
against the achievement of other goals. Where we might otherwise consider
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a moral tenet to be a side constraint, a more parsimonious theory, with
greater explanatory power, might consider a moral tenet a preference.94

The evaluation of costs and benefits of collective decisions is a political
act, but is also probably a useful analytical step in understanding the con-
sequences of the proposed decision. What role does monetization serve?
Different endowments and different preferences make it impossible in the
real world to use money to engage in interpersonal comparison of utilities.
However, in a zero transaction costs world, one in which potential Pareto
efficiency is the same as ordinary Pareto efficiency, an infinite series of
costless transactions would result in each of us maximizing his or her own
utilities, and the prices at which these transactions took place (if we used
money) would be good indicators of our utility functions. This is why the
fundamental theorem of welfare economics chooses market transactions
as the best engine of welfare: the zero transaction cost market results in
perfect revelation of utility. Thus there may be low transaction cost cir-
cumstances, perhaps where there are highly liquid markets, in which mar-
ket valuation in money terms is a (relatively) good indicator of utility.
Furthermore, to be selected as a tool of analysis, monetary evaluation
need not be a perfect indicator of utility or method of arraying informa-
tion. It need only be a better indicator than the alternatives. And so, we
turn to comparative institutional analysis: what structure allows us to make
social decisions that best reflect our collective individual preferences?

Conventional cost-benefit analysis seeks to reduce all costs and benefits
to monetary terms, so that they will be comparable mathematically. It does
so using a “willingness to pay” criterion for benefits.95 For example, it is
thought possible to deduce the willingness of individuals to pay for cleaner
air by analyzing the price differentials for housing in locations with high air
quality versus locations with low air quality.96

Cost-benefit analysis in the context discussed here necessarily involves
the comparison of differently denominated values, such as free trade ver-
sus environmental protection.97 None of these values, including the market-
type values of free trade and competition, are easily monetized.98

However, this only means that they cannot easily be compared in formal
mathematical terms along a single dimension; it does not mean that they
cannot be compared at all: apples are red, oranges contain more acid, both
are somewhat spherical but with different distinctive shapes, and so on.
Each of these qualities may be quantified, but their quantification cannot
be combined, except arbitrarily. Perhaps the integration of multiple policies,
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and less formal analysis that compares without mathematics, is the domain
of law and politics, rather than of mathematical economics. If it is, law still
has much to learn from economics.

Moreover, the act of choice is an act of either explicit or implicit com-
mensuration. That is, our trade-off decisions may be analyzed as circum-
stances of revelation of preferences, and combined with the trade-off
decisions of others to provide information about relative “prices.” This does
not mean, however, that it is incumbent on courts or legislatures to com-
mensurate in particular circumstances: whether they should do so is a sepa-
rate question. It is a question of comparative institutional analysis. Nor does
it mean that we must monetize: it may not assist clarity of analysis to do so.

The application of the potential Pareto superiority criterion requires
some metric of comparison to make sense of the requirement of full com-
pensation, but neither that criterion nor the commitment to subjective
criteria for the evaluation of personal welfare entail selecting money (or
wealth) as the metric. Money is an appealing metric (or unit of account)
for economists because it is the medium of exchange and therefore is the
convenient denominator for comparing interpersonal exchange values of
events or options.99

It is impossible directly to translate the values of local regulatory auton-
omy into monetary terms. Indirect market methods,100 contingent valua-
tion methods,101 “real options” methods, and the development of a liquid
market for barter of regulatory jurisdiction102 may provide rough guides to
conversion. Where there is no monetized market that may reveal valuation
of particular regulatory or trade measures, the only available test of the
Pareto efficiency or potential Pareto efficiency of a particular outcome is
whether it is accepted by the parties involved.103

Theoretical Concerns: Avoidance of Interpersonal 
Comparison of Utility

Even if it were possible to monetize all values, interpersonal comparison of
utility, using money as a reference or not, would still raise difficult theoreti-
cal problems. Despite its widespread use in law and economics, the con-
cept of potential Pareto efficiency is criticized by some economists, because
it entails the theoretical problem of interpersonal comparison of utility.104

In our context, it does so by juxtaposing the costs (and benefits) incurred by
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state A with those incurred by state B, and purporting to compare them.
This requires not only that the costs be measured in comparable terms
(here, money), but also that a monetary unit be a valid reflection of utility
for each individual involved.

Finally, it would seem useful to imagine the problem of comparative
cost-benefit analysis as a problem of institutions. When an individual en-
gages in decision making, she may commensurate between her own values
on a relatively consistent and rational basis, and engage only in intraper-
sonal comparison of utility. When and to the extent that she enters society
and shares decision-making authority, she agrees on structures that will
allow her input into the relevant social unit’s decisions, presumably reflect-
ing to a satisfactory extent her values. While Arrow showed that prefer-
ences cannot be aggregated in this sense, again,105 people seem to form
institutions to do so. They can mandate those institutions to make deci-
sions based on a gestalt or on “deliberative judgment,” or they can man-
date those institutions to monetize. Either way, the institutions will
commensurate; either way they will engage in interpersonal comparison of
utility. The choice of method will depend on an evaluation of which
method provides the best decisions at the lowest cost.

Comparison of Actual Trade-Off Devices

I continue the evaluation of comparative cost-benefit analysis by examin-
ing the alternatives extant in the same terms by which I evaluated compar-
ative cost-benefit analysis, albeit more briefly. The trade-off devices
examined here, other than comparative cost-benefit analysis, are in use, to
varying extents, in varying combinations, and with varying effect, in the
three jurisdictions considered here.

Each of the tests mentioned above has been judicially cultivated on rel-
atively stark textual bases, at least at first. They have met with political ac-
quiescence and in some cases political approval, but have suffered attacks
alleging illegitimacy on varying grounds, including the lack of a textual
basis.106

Thus, even if legislatures or framers of constitutions and treaties did not
intend to mandate these trade-off analyses, judges invented them. They
did so not necessarily to increase their bureaucratic power, but in order to
fill a gap that required filling in order to decide cases: the gap in clarity of
allocation of competences between the center and the periphery. Only in a
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limited number of areas are all local impediments to free trade invalidated;
only in a limited number of areas are local actions invulnerable to central
judicial review. In these clear areas, allocation of authority along the verti-
cal axis requires little judicial analysis, but only cursory categorization.
However, in other areas, notably the field where the majority of problems
involving local initiatives that impede free trade are located, the local ini-
tiatives are neither always prohibited nor always permitted. The devices
described below are judicially created devices to discriminate between
those to be prohibited and those to be permitted.

Of course, saying that these devices lack strong textual foundation and
are judicially created is not to say that the language of the texts on which
they are based is unimportant, or that their judicial creation was somehow
illegitimate. However, it is fair to say that these texts serve only as a start-
ing point of analysis. In the case of the U.S. Constitution and the Treaty of
Rome, it was recognized by the relevant judicial bodies that in order to
create a common market, local laws would need to be disciplined. In the
United States, federal legislation was from an early point available to disci-
pline local laws, but the preemption doctrine significantly enhanced pro-
tection from localism:

I do not think the United States would come to an end if we lost our power
to declare an Act of Congress void. I do think the Union would be imperiled
if we could not make that declaration as to the laws of the several States.
For one in my place sees how often a local policy prevails with those who
are not trained to national views and how often action is taken that embod-
ies what the Commerce Clause was to end.107

In the European Union, central legislation by majority vote was not and is
not always possible, putting more pressure on judicial supervision of local
law. The ECJ “did not receive the power to declare the law of a Member
State void. . . . but went as far as it could to reach the same practical out-
come.”108 Nor did the WTO receive the power to declare the law of a
member state void, or even perhaps to require a member state to change
its law, but it does have the power in effect to declare a member state law
in violation of WTO law.

The Move from Comparative Cost-Benefit Analysis
I began with the proposition that comparative cost-benefit analysis un-
qualifiedly maximizes the net sum of gains from trade and gains from reg-
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ulation. However, at least as a trade-off device, comparative cost-benefit
analysis experiences real problems of administrability, and raises distribu-
tive, moral, and theoretical concerns. A comparison of other trade-off de-
vices with comparative cost-benefit analysis in these terms might suggest
that comparative cost-benefit analysis is not used because of these prob-
lems, which may be reduced, at a cost in terms of maximization of net
gains, by the use of other trade-off devices. If these trade-off devices are
chosen accurately with social welfare in mind, we may presume that the
cost in terms of maximization is less than the gains in terms of addressing
distributive, moral, and theoretical concerns.

However, it may be that our capacity to optimize social welfare is limited
by institutional constraints, including transaction costs and strategic be-
havior. It may be that we as a global society have not yet developed institu-
tional solutions that facilitate greater use of comparative cost-benefit
analysis—that we have not extended the Pareto frontier as far as we might
by institutional innovation. With greater evaluation and institutional inno-
vation, it may be that comparative cost-benefit analysis will play a greater
role in international decision making.

For many commentators and judges, simple national treatment is the
appropriate fallback position. However, national treatment, in the absence
of explicit discrimination or evidence of intentional unjustified discrimina-
tion, may suffer from some of the same problems as comparative cost-
benefit analysis. Furthermore, there seem to be significant instances
where discipline is worthwhile in the absence of explicit discrimination or
evidence of intentional discrimination. Simple means-ends rationality test-
ing adds little to the depth of scrutiny provided by national treatment. Pro-
portionality testing is quite similar to cost-benefit analysis, with a greater
margin of deference, and consequently provides some of the same benefits
and is susceptible to some of the same problems as cost-benefit analysis.

Necessity testing (defined as a search for the least trade restrictive al-
ternative reasonably available) seems overbroad and underinclusive, but
nevertheless is frequently used. Necessity testing subject to the “reason-
ably available” qualification applied in WTO law operates on two parame-
ters: trade cost and regulatory cost. However, it declines to include
regulatory benefit in its analysis. It accepts a degree of inaccuracy in ex-
change for the benefits of avoiding the greatest moral and theoretical con-
cerns that may come of evaluating and comparing the benefits of
domestic regulation.
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Balancing, as a fuzzy or less formal cost-benefit analysis or comparative
cost-benefit analysis, seems to have some real benefits, including the
avoidance of attempts to commensurate in mathematical terms. Where
balancing includes considerations of whether a less restrictive alternative
exists, it incorporates some of the benefits of necessity testing with a “rea-
sonably available” qualification: a requirement that the less restrictive al-
ternative be reasonably available.

All of the trade-off devices considered here have distributive problems:
they all make binary decisions that may leave costs on outsiders. This can
be rationalized on a broad stochastic symmetry basis: in a community,
sometimes I lose and sometimes you lose. On the other hand, this problem
of distribution—of compensation to losers—may be reduced by referring
the decision to the political process.

In this connection, the political process—the legislature in particular—
may be viewed as a specialized institution for the transfer of value, espe-
cially under conditions of incommensurability. Courts may transfer more
difficult problems to the legislature simply by declining to settle them, or
by settling them in an unsatisfactory way (particularly where not to decide
is to decide). In this way, use of a device such as national treatment that
declines to discipline a range of local legislation that seems inefficient may
be justified as a referral of the linked tasks of interpersonal comparison of
utility and distribution to the legislature. It is in this sense that those who
argue for national treatment as the main trade-off device can be correct.
Of course, this argument for national treatment is admissible only where
the legislature is available to act; this is not widely the case in the pre–Single
European Act history of the European Union, and is not the case at all in the
present days of the WTO.

However, necessity testing subject to a “reasonably available” qualifica-
tion seems to provide some of the same benefits as national treatment, with
greater ability to maximize net gains from trade and regulation, while avoid-
ing the greatest problems of administrability, moral concerns, and theoreti-
cal concerns. Moreover, necessity testing subject to a “reasonably available”
qualification accepts more responsibility for the adjudicator than does na-
tional treatment, standing ready to fill gaps in legislative capability. This fact
may support the use of necessity testing subject to a “reasonably available”
qualification in the WTO context.

One might then argue that national treatment is appropriate for circum-
stances where a well-developed legislative capacity exists. And indeed, in
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the United States, the basic rule seems to be national treatment, with
other tests serving as mere proxies for or adjuncts to national treatment.
Conversely, a basic rule of necessity testing subject to a “reasonably avail-
able” qualification seems more appropriate where central legislative ca-
pacity is more limited, such as in the WTO.

Table 7.3 summarizes the comparison of the trade-off devices described
above.

Trade-Offs, Institutional Choice, and Subsidiarity

We can consider the trade-off devices reviewed in this section as dynamic
devices or heuristics for allocation of jurisdiction: as dynamic components
of constitutions. In this sense, they respond to the horizontal and vertical
allocation of authority problems described in Chapters 2 and 5. First, to
which level of governance should responsibility be assigned? Second, is
there a way in which this power can be fragmented, so that the portion that
is more valuable at the local level is enjoyed there, while the portion that is
more valuable at the central level is assigned to the central level? These
questions are critical to the economics of federalism, which addresses the
utility of congruence between effects and governance, and would seek to
establish governmental units based on such congruence, subject to the
costs of fragmentation of authority. It is essential to recognize that each
trade-off device serves as a heuristic to allocate authority in particularistic,
fact-specific ways over time, and thus may provide a more complex solu-
tion to the level of authority problem than a simple static and/or broad al-
location, such as is expected to be found in constitutions.109

This section has argued that while comparative cost-benefit analysis can
help us to choose institutions and, as applied by courts, may provide solu-
tions to “trade and . . .” problems that maximize the net benefits of trade
and regulation, comparative cost-benefit analysis has limitations. These
limitations are intrinsic to comparative cost-benefit analysis, but also are
dependent on the particular institutional structure in which the decisions
are made. Various simplified or truncated devices, and various institutional
fora, for making these trade-offs may be indicated in different factual con-
texts. “Social scientists have concluded from their studies that decision-
making shortcuts are appropriate for relatively unimportant decisions, and
fuller optimization is worth the time for major ones.”110 In addition, it is
clear that courts or dispute resolution tribunals may not be the best place
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to engage in comparative cost-benefit analysis; rather, the redistributive
question always raised by potential Pareto efficiency is seen as the natural
province of legislatures. Finally, legislatures overcome the problems of in-
terpersonal comparison of utility insofar as they are places where prefer-
ences are revealed and collated directly.

The question of which preferences to express at a lower level and which
to express at a higher level is the question at the core of subsidiarity analy-
sis.111 Just as each of our decisions is made through cost-benefit analysis,
this section has argued that the choice of level would be made most accu-
rately by cost-benefit analysis. However, this point is only one input in the
choice of trade-off device, which includes as other real-world inputs costs
of administration and error and distributive legitimacy, as well as problems
of commensuration and interpersonal comparison of utility.

It is well to repeat that comparative cost-benefit analysis is inevitably
political, and is never neutral. How could it be different, given that it seeks
to bring together diverse preferences? Thus, it is important to approach
comparative cost-benefit analysis with modesty, and to recognize that com-
parative cost-benefit analysis when performed by courts must be justified
by the costs of using other preference revelation mechanisms like politics
or markets, and will often be subject to being second-guessed by such
mechanisms.

Finally, it may be worthwhile to suggest some testable hypotheses for
further research. A new institutional economics theoretical perspective
might yield a hypothesis that where political transaction costs are low for
the production of central legislation, the political system would be used to
make trade-offs of the kind discussed here. Thus, in circumstances of low
political transaction costs, a narrow national treatment rule would be suffi-
cient, referring the more difficult decisions to political decision making.
On the other hand, in circumstances of high political transaction costs, it
may become more attractive to accept trade-off decisions made by courts,
suggesting a necessity test, balancing test, cost-benefit analysis, or compar-
ative cost-benefit analysis. It is incumbent upon society to make trade-offs:
the only question is which institutional mechanism should be used.

In order to test this hypothesis, it would be necessary to examine partic-
ular circumstances to understand the move from national treatment to
proportionality testing or balancing and, sometimes, back again. For
instance, can we explain the 1993 Keck and Mithouard decision of the
ECJ, retrenching its supervision over national measures, in these terms?
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The line of argument might point out that prior to the legislation of the
Single European Act, sclerotic legislative capacity gave impetus to the
ECJ’s development of the Cassis de Dijon line of jurisprudence, in order
judicially to make the trade-off decisions that could not be made legisla-
tively except at high transaction costs. The Single European Act facilitated
central legislation, diminishing this motivation for ECJ action. On the other
hand, the growth of judicial discretion to balance in the WTO system may
be interpreted as a reaction to the inability to legislate easily in that context.
Again, decisions must be made, and national treatment alone seems to
leave too much on the table. Anecdotes such as these could be reviewed
with precision and grouped together, to determine whether this hypothesis
may be used to guide the drafting and use of trade-off devices in particular
circumstances.

Private Rights of Action

A debate has developed regarding the role of private parties in interna-
tional law dispute resolution. At stake in this debate is control over the dis-
pute resolution mechanism: whether it is controlled by states or whether it
should be controlled by private persons. The focus of this debate is the
WTO, and also international investment treaties like NAFTA. This debate
has centered on issues of transparency and the right of private parties to
submit amicus briefs. Some commentators have argued for the application
of private rights of action to international trade law rules. While this sec-
tion focuses on private rights of action in connection with WTO law, its
methodology is applicable in other areas.

This section elaborates some considerations for use in evaluating the
role of private parties in international law dispute settlement. Of course,
there are a number of different ways that private persons might participate
in international law dispute settlement, including rights to observe, rights
to submit amicus briefs, and direct rights to bring lawsuits. In this section,
I focus on private rights to bring lawsuits, although the considerations I
adduce may be applied to other modes of private participation. There are
also many different types of private persons, with varying interests, rang-
ing from corporations whose interests are injured, to NGOs that are suing
to protect a perceived public interest. Given these variations, and the vary-
ing preferences of states in terms of level of enforcement and other values,
it is not surprising that negotiators would reach varying conclusions
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regarding the appropriate types of private participation in varying areas of
international law.

Thus, this section suggests that the scope and character of private par-
ticipation in different fields of international law–based dispute settlement
(either in domestic courts or in international tribunals) would be expected
to vary depending on how the more specific normative considerations dis-
cussed in this section are implicated in particular fields, and in connection
with particular legal rules. It is therefore necessary to engage in case-
specific analysis of the utility of private rights to participate in the context
of particular legal rules, rather than a wholesale approach to private partic-
ipation. Indeed, in certain areas, such as TRIPS, the WTO Agreement on
Government Procurement, and NAFTA Chapter 11, private parties are re-
quired to be accorded varying rights to commence lawsuits, either within
the domestic legal system or in an international legal system. In other
areas, such as anti-dumping and anti-subsidies law, private parties are per-
mitted under international law to be accorded private rights of action.

Natural law, human rights, democracy, or conventional claims regarding
legitimacy are ultimately unsatisfying as bases for supporting individual
participation in international law dispute settlement. In this section, we
develop a set of normative considerations by which to evaluate private
party participation and particular structures of private party participation.
These normative considerations are adapted from two literatures that have
developed in other contexts: (i) the political science literature analyzing
the role of the ECJ in European integration,112 and (ii) the law and eco-
nomics literature analyzing private rights of action and public enforcement
within U.S. domestic law.113

As with any comparative institutional analysis, the normative considera-
tions I adduce cannot be applied directly to any particular body of law, but
may form the basis for a research program to consider the effects of in-
creased private party participation in a particular field of dispute settlement.

Litigation has two critical roles in governance.114 As we examine the nor-
mative implications of varying modes of private participation, it is important
to distinguish these modes. First, litigation is a locus where enforcement oc-
curs (“litigation as enforcement”), and law is made formally binding. In con-
nection with litigation as enforcement, our central question is whether
states should relinquish to private actors the decision to make law binding.
Here, we have a conflict between law and diplomacy. It is also a conflict be-
tween an exchange or contractual model of international law in which the
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maintenance of the balance of concessions between states is central,115 and a
public interest model of international law in which compliance with rules is
important, even if there is a more attractive solution between the complain-
ing state and the responding state.

Second, especially where legislation or new treaty making is difficult, liti-
gation produces new law (“litigation as legislation”), where the incomplete
instructions of treaty writers or legislators are filled in by judges, as discussed
earlier in this chapter. Control over litigation entails a degree of control over
the types of law that is made. WTO litigants like the U.S. Trade Representa-
tive (USTR) or the European Commission carefully and strategically select
their arguments based on a long-term view of their overall perspective on
what the rules should be. Each individual case has jurisprudential externali-
ties that a private litigant may not take into account. Thus, the allocation of
this legislative facility—whether to states or to private persons—is an impor-
tant parameter in determining the scope of private rights of participation.

Furthermore, we must recognize that states accept treaty commitments
as a package, including the applicable institutional arrangements, such as
private access to dispute settlement. Thus, the choice of level and type of
private access will have an effect on the type of commitments states will seek
and make. Very simply, if international law becomes more inexorably bind-
ing due to private rights of action, states may determine to make fewer com-
mitments, or less onerous commitments, or may determine to revisit the
commitments they have made.116 They may also determine to accord less
legislative authority to the dispute settlement process, and provide more
specific treaty rules, rather than general standards for further elaboration
through dispute settlement. Furthermore, at this particular historical mo-
ment in the WTO context, with a recently “hardened” WTO legal regime by
virtue of the 1994 change from consensus adoption to reverse consensus for
panel and Appellate Body reports, some may question whether the interna-
tional community is ready to digest increased “legalization” of the WTO.

It is best to avoid conclusory assertions of the rightness, fairness, de-
mocracy, or legitimacy of private participation in WTO dispute settlement.
Private participation in dispute settlement should not be determined by
natural law assertions, for the market is constructed, and the property, con-
tract, and trading rights allocated to individuals are determined, not by
natural law but by politics, hopefully informed by comparative institutional
analysis. The right to litigate should be understood as a component of indi-
vidual rights in the same way.

250 The Economic Structure of International Law



This analysis proceeds from a particular positivist concept of law. This
concept is contractarian and does not accept the a priori goodness—the
natural law credentials—of any particular law,117 especially in the WTO
legal system (as opposed to certain areas of human rights, criminal law,
etc.). It is this concept that allows a detached, laissez-faire view of binding-
ness and enforcement. Private participation in dispute settlement would, as
an increment to public participation, increase the bindingness and enforce-
ment of law.

Just as there is nothing natural about the market, there is nothing natu-
ral about private rights of action: they are not the natural state of the
law.118 Once we reject the assumption that there are identifiable and
agreed-on natural law rights in international trade, which require particu-
lar (positive law!) remedies,119 and once we understand each right and its
quality as a function of the type of remedies available to realize the right, it
is easy to conclude that these rights have no necessarily entailed remedies
or rights of action.

As will be explained in more detail below, one might expect increased
private rights to result in increased bindingness of a particular legal rule:
increased effects on state behavior. However, in order to know from a nat-
ural law standpoint that this would be a good thing, it would be necessary
to take a position on the consistency with natural law of the positive inter-
national law expected to be buttressed by private participation. To provide
a brief example, the European Union’s regulations concerning hormones
in beef were definitively found illegal under WTO law, but the lack of do-
mestic legal effect of WTO law permitted the European Union the flexibil-
ity to avoid compliance. Some would argue that this is a good thing. Within
the trade context, Hudec has suggested that where the substantive law is
suspect, “there is no reason to believe that the substantive function per-
formed by courts is likely to move the content of policy in a more liberal
direction.”120

Nor are private rights of action necessarily consistent with the free mar-
ket, human rights, or other nongovernmental spheres. Rather, and not
purely as an imaginary exercise, we could describe private rights of action
that would suppress market activity, or that would suppress political rights
such as free speech. The law and economics literature of standing, a com-
ponent of private rights of action, suggests that private rights, if too greatly
dispersed, may impede market transactions. It is well understood that pri-
vate rights to sue for libel may, depending on their formulation, excessively
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suppress free speech. Because of these problems with the natural law
perspective, I take an agnostic view of private rights to participate and
seek to understand their benefits and costs in particular circumstances. 
I conclude by recommending context-specific analysis of the utility of pri-
vate rights to participate in the context of particular legal rules, rather than
a wholesale approach to private participation.

Indeed, proponents of private participation of environmental or human
rights NGOs in international trade dispute settlement must find a way to
distinguish their proposals from, for example, support for corporate claims
under Chapter 11 of NAFTA.121 After all, Chapter 11 protects private
property from certain kinds of state action, and thus is arguably consistent
with natural rights. One response may be that it is not the private rights of
action under Chapter 11 that raise problems, but the substantive rules and
the way they have been interpreted.122 This may be so, but it illustrates the
point made above: that it is fallacious to argue on a natural law basis for
broad application of private rights of action, because we lack confidence
that all substantive rules will turn out to be beneficial.123

This section provides an instrumentalist way of evaluating the costs and
benefits of these design choices. The argument that private participation
in litigation enhances the “democracy” of the litigation proves too much, as
private participants may be either the Friends of the Earth or Exxon, and
neither has the democratic credentials per se of a democratic state, al-
though each may be understood to perform an important social function
within a liberal state. While there are different types of contribution to de-
mocracy, and NGOs and business firms can contribute their voices to a
civic dialog that legitimates government in important ways,124 neither they
nor their arguments have further claims to democratic legitimacy.125

In other words, for example, it takes a particular view of the qualities of na-
tional democracy to place the views of an NGO on a par with those of elected
governments. Perhaps the greatest reason is that (we assume that) national
elected governments integrate a number of values, including those of free
trade as well as those of the environment, while an NGO would be expected
to be more unidimensional in its perspective. Even a public choice critic of
national governments, concerned about interest group domination, must
admit that an NGO is itself an interest group. Thus, giving environmental
NGOs, for example, unimpeded access would also give environmental con-
cerns an unmoderated voice, in which they are not required to compete and
compromise with other concerns, at least at the national level.126
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The argument that it is not (or not just) democracy that these rights con-
tribute, but legitimacy, also proves too much. While transparency is often
aligned with legitimacy, disproportionate influence by private persons op-
erating outside the state may also be aligned with illegitimacy. Indeed, ref-
erences to “democracy” and “legitimacy” often lack analytical content, and
are red herrings,127 because all of these types of decisions have claims to
democratic and legitimacy-producing credentials—the real question is
how well do the institutions we have do, compared to alternatives, in satis-
fying individual concerns.

New Legal Orders and Old

As we consider private participation in international dispute settlement, it
must be recognized that this question is but a component of a larger ques-
tion about the quality (or substantive rules) and quantity (or relative bind-
ingness) of international law. Law, like any other social institution, must be
understood as an institution that constrains the free play of politics or the
market. This is the insight of John Jackson’s dichotomy between legalism
and pragmatism, or law and politics, in international trade.128 One need
not accept, descriptively or normatively, a modernist progression from pol-
itics to law in order to accept that private participation will tend to make
the relevant international law more, rather than less, binding.

Let us consider the question of whether there should be private rights
of action for individuals under WTO law. WTO law has a contractual char-
acter among states—it is therefore up to states to decide, as a design pa-
rameter, the degree of private participation in its enforcement, as part of
the parties’ decision, inter alia, about how binding they wish their obliga-
tions to be.129 If one begins with a Lockean, natural rights–based view of
WTO law, one arrives at different conclusions.130 Petersmann sees private
rights to sue as constituting a bulwark against government excess, and in-
fringement of rights.131

Some may look to the European Union as a model for the international
legal system more generally, or for the WTO. Certainly, private rights to
sue have been central to the legal development of the European internal
market. Van Gend en Loos, the landmark ECJ case finding certain Euro-
pean Community laws to have direct effect, announced that the European
Community constituted “a new legal order . . . for the benefit of which
states have limited their sovereign rights . . . and the subjects of which
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comprise not only Member States but their nationals.”132 In the WTO
panel decision concerning Section 301 of the U.S. Trade Act of 1974, the
panel took an intermediate approach, stating that the WTO is not such a
new legal order, but enunciating the concept of “indirect effect,” whereby
international legal obligations are interpreted in a teleological way to sup-
port individual trading rights.133

Many of the benefits to Members which are meant to flow as a result of the
acceptance of various disciplines under the GATT/WTO depend on the ac-
tivity of individual economic operators in the national and global market
places. The purpose of many of these disciplines, indeed one of the primary
objects of the GATT/WTO as a whole, is to produce certain market condi-
tions which would allow this individual activity to flourish.134

While this type of indirect effect,135 if it is more widely adopted, may give
states broadened rights, in respect of measures that may “chill” the activi-
ties of private persons, it gives private persons no particular rights to sue
on their own behalf, or to participate in litigation. Thus, this interpretive
approach is interstitial.

Furthermore, insofar as the teleological approach embodied in this con-
cept of “indirect effect” assumes a purpose to provide enhanced pre-
dictability to private persons, it may inappropriately ignore other goals,
such as predictability or flexibility for states. As the panel report concedes,
every state’s legal system provides the capacity for threat; the panel’s ap-
proach places a burden on states, when they legislate, to avoid not just vio-
lations but also threats.136

From the broadest perspective, of course, law is law, and it is intended
to bind at some level. However, the structure of adjudication and remedies
can have dramatic effects on the binding nature of law. The degree of
binding effect is a design feature, with potential instrumental value, but
not with intrinsic value.

The New Institutional Economics of Private 
Rights of Action: Factors for Use in Cost-Benefit Analysis

In the prior section, I rejected a normative perspective on private rights of
action at the WTO, and in international law generally, based on natural law
or “stakeholder” arguments. In this section, I construct an alternative set
of normative considerations for use as a basis for determining the utility of
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private rights of action in international law. I focus on the WTO, as the
WTO has a substantial mandatory dispute settlement mechanism, unlike
most other areas of international law. The normative perspective summa-
rized in this section draws from prior work in this field, as well as from lit-
erature regarding the law and economics of private participation in dispute
settlement. I also refer to the political science literature of the role of pri-
vate persons in litigation under European Union law.137 These literatures
can only be examined briefly here. Furthermore, the analysis presented in
this section suggests that specific rules or areas might be treated differ-
ently from others: that wholesale grants of private rights may not be the
best approach. I have not engaged in extensive analysis of the way that
these factors apply to the question of private rights of action in any specific
area of WTO dispute settlement.

Much of the law and economics literature is concerned with the relation-
ship between, or comparative effectiveness of, private litigation and public
enforcement in the domestic sphere. A private right of action—belonging
to individuals or groups—before the WTO would be analogous to domestic
private litigation. The most direct parallel to public enforcement in the in-
ternational trade system would be an “attorney-general” capacity assigned
to the WTO secretariat, similar to that assigned to the European Commis-
sion under former Article 169 (now 226) of the Treaty of Rome.138 A com-
plete comparative institutional analysis would assess not only the costs and
benefits of private litigation and state-to-state litigation, but also those occa-
sioned by public enforcement versus private enforcement.139 I will focus on
a comparison between truly private litigation and state-to-state litigation.

Although many of the insights of the domestic law and economics litera-
ture apply to the international context, there are some relevant differences
between the domestic and international arenas. Much of the law and eco-
nomics literature begins from the reverse perspective of our concern: it
asks when private litigation should be supplemented by public enforce-
ment, rather than why public enforcement should be supplemented by
private rights. In addition, there is a “levels” difference between our con-
cern and that of this domestically oriented literature. That is, in an “inter-
national” system, private enforcement is state enforcement: if the rights
are for states, then enforcement by states is “private” in that sense.

Perhaps the closer analogy for our purposes relates to the possibility of
derivative causes of action for shareholders of corporations. Under what
circumstances should corporations have an exclusive right to represent the
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firm’s interests, and under what circumstances should individual share-
holders be permitted to bring derivative lawsuits in the “right” of the cor-
poration? If we think of international trade law rights as the rights of the
state, our question is when and to what extent individuals should have “de-
rivative” rights.

During the past fifteen years, political scientists, and some lawyers, have
developed a fascinating cross-disciplinary social scientific debate regarding
the role of the ECJ in European integration.140 The ECJ has played a lead-
ing role in developing negative integration—legal interpretations of the
Treaty of Rome that discipline member state regulation that impedes
trade—as well as in “constitutionalizing” the Treaty of Rome.141 These
scholars have included, for example, Karen Alter,142 James Caporaso,143

Geoffrey Garrett,144 Walter Mattli, Anne-Marie Slaughter, and Alec Stone
Sweet. One facet of this research examines the role of litigation by private
individuals in economic integration in the European Union. Again, while
the WTO is by no means the European Union, it may be interesting to see
what lines of inquiry may be drawn from this literature to shed light on the
problem of private parties in WTO dispute settlement.

The next part of this section reviews the central question in determining
the utility of private rights of action, which is not made explicit in the prior
literature. This question asks whether the right to sue, if allocated to a par-
ticular individual or government, would exclude affected parties from de-
cision making in significant ways that are not justified by transaction cost or
other countervailing concerns. The remainder of this section examines and
compares the various more specific costs and benefits of private rights of
action before the WTO, as opposed to the present state-to-state dispute
resolution system. While this discussion is WTO specific, similar consider-
ations would apply in evaluating private rights of action in other contexts.

Normative Individualism, Subsidiarity, Public Choice, and Externalities
Of course, a humanist or normative individualist perspective asserts that
the only purpose of law is to benefit individuals: private parties. But this
perspective cannot prejudge the institutional design question as to how
best to benefit individuals. Representative government exists precisely be-
cause we (a collective of individuals) do not always wish individuals to have
a direct role in decision making, for a variety of reasons.

On the other hand, a perspective of subsidiarity, based on normative in-
dividualism, holds that the state should act only where it can provide
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greater benefit to individuals than their individual action. Although we
must recognize that the principle of subsidiarity has been applied more to
decisions regarding the vertical locus of substantive rules than those re-
garding the vertical locus of authority to litigate, it seems equally applica-
ble to the latter. Authority to litigate is valuable in public policy terms
because of its legislative character, either with respect to a particular case
or with respect to a group of cases.

When and in what ways should the state act as an intermediary, or filter,
for its citizens in bringing international litigation at the WTO, or in inter-
state dispute resolution more generally?145 When is individual action in the
form of transnational dispute resolution superior? What kind of individual
action, or participation in state action, is optimal? It is important to relate
this question to the broader question of allocation of authority in the inter-
national legal system. The scope of private rights of action is itself sub-
sidiary but complementary to the primary questions of the scope of state
legislative authority and the scope of WTO legislative or treaty authority,
as well as to the question of the scope of state authority to litigate. How-
ever, especially at the WTO, dispute settlement is a very important sub-
sidiary governance device. Between rounds, and arguably at other times as
well, dispute settlement is the primary governance device.

As we consider the value of state intermediation, we must address the pub-
lic choice perspective. The interests of states are not perfectly aligned with
those of individual citizens. When we speak of states here, we are simply re-
ferring to the actions of governments, and are not assuming that the ex-
pressed interests of any government are aligned with the public interest.
Even from a public interest perspective, states may decline to bring cases that
individuals wish to be brought, and states may bring cases that some individ-
uals regret.146 Would private party participation in dispute settlement accen-
tuate or ameliorate this problem? The potential lack of alignment between
the public interest and state interests brings added force to, and actually is a
basis for, the subsidiarity perspective: given the inaccuracies of governmental
representation of individuals, it may be better to allow individuals to repre-
sent themselves, all other things being equal. The public choice perspective
must operate at an additional level: that of the international organization.147

Would private party participation in dispute settlement ameliorate the prob-
lem of representativeness—the democratic deficit—of the WTO?

Conversely, the interests of individuals are not perfectly aligned with
those of other individuals, and we often use the state where the state can
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deal with these externalities better than private arrangements. Thus, we
might also ask whether individuals, operating individually, will act in the
interest of society as a whole, at either the national or international level.148

Therefore, one of the parameters that we must pay careful attention to is
the extent to which a claim in litigation is one in which individuals repre-
sent and affect only themselves, or whether, on the other hand, the claim
involves externalities.149 A claim will involve externalities in the sense that
a successful claim will have effects on others beyond the specific concerns
of the plaintiff and defendant.150 Litigation may have both negative exter-
nalities and positive externalities. In turn, this parameter will depend on
how the particular rights are constructed and their purpose.

Indeed, the central normative question associated with private rights to
participate in WTO litigation is one of governmental accountability and re-
sponsiveness.151 How can individual access to litigation be structured to
maximize the ability of government (including executive, legislative, and
judicial components) to respond to individual preferences? Or will the rel-
evant individual preferences be maximized through individual action?
Where there are no externalities,152 it is more likely, depending on transac-
tion costs, that we would find that individuals should be in charge of en-
forcing their own rights before courts. However, where there are
externalities, it may be that these can best be addressed by collective deci-
sions about litigation through a governmental or other bureaucratic pro-
cess.153 It is necessary to engage in comparative institutional analysis.

This normative concern would suggest that where substantial externali-
ties exist, a regime of espousal would serve best to allow states to determine
whether the social benefits exceed social costs. However, much depends on
the magnitude of the externalities, and the social costs of internalizing
them. Transparency would not seem to raise substantial problems in the
case of externalities, assuming that the externalities are understood domes-
tically and seen as meriting a regulatory response. Furthermore, where the
right seems to belong to private persons, truly private rights would seem to
raise fewer concerns here than NGO standing and private rights, assuming
that the truly private rights are carefully tailored to minimize externalities.

Efficient Breach
Some political science literature and legal scholarship assume that law en-
forcement is like being thin and rich: you can never have too much. How-
ever, as suggested in Chapter 4, this perspective is derived from a
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particular type of, and concept of, law. Other law and economics literature
recognizes that optimal enforcement does not equal maximum enforce-
ment, but enforcement balanced to reflect social costs and benefits.

If we consider trade law to be more like contract than like an array of jus
cogens norms, we might accept a theory of “efficient breach,”154 to the ef-
fect that there may be circumstances where compliance with the law is too
costly. This concept may be anticipated by the parties and incorporated in
their treaty or contract, as in GATT’s escape clause, or it may be supplied
by courts as an implicit term. Where the gain from breach exceeds the
harm from breach, it is in society’s interest to encourage breach, which in
economic terms is a “first-best” outcome.

Diplomatic Transactions
A state-to-state dispute resolution system has the advantage of discretion
in allowing greater room for persuasion and negotiation. Private rights of
action would take control away from states in a number of areas.155 Ac-
cordingly, informal accommodation between states through persuasion
and negotiation would be constrained.

If multiple persons have rights to litigate regarding the same matter,
then settlement or diplomatic compromise will be impeded.156 If states
share access to dispute settlement with private parties, states lose control
over the enforcement of the right, and therefore lose the ability to negoti-
ate a settlement with another state.

When standing is granted to an open or amorphous class, by definition it
will be impossible to contract with all class members. Because exchange is
infeasible, the right will be inalienable. An open class frustrates contracting,
and a frustration of contracting is the underlying cause of all common ac-
cess resources and the resulting dissipation of value.157

The dissipation in value comes from a failure to allocate resources to
their highest valued uses—in our case, it comes from an inability of
states to effect transactions in authority. Holderness explains that rules
that limit standing under the common law of contracts and nuisance have
the benefit of promoting exchange. Potential third-party beneficiaries, or
persons who are harmed by nuisance but are not landowners, or whose
property was not physically invaded, did not have standing to sue at com-
mon law. “Therefore, if it is more valuable to create the physical interfer-
ence than to enjoy quiet, the person wishing to produce the nuisance can
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purchase the right from the owners of the land that has been physically
invaded.”158

Thus, if we understand international diplomacy as negotiation over the
allocation of authority, it may be impeded under certain transaction cost
profiles by cloudy allocations of authority, including expansive private
rights of litigation.159 It would be possible for states to overcome this con-
cern, simply by changing the law to foreclose private rights of action, or to
effect the desired diplomatic transaction through a change in the law.
However, given the difficulty of changing international law, such formal
means of effecting transactions have substantial transaction costs. In-
creased private rights of action would effectively prevent informal accom-
modation.

Flexibility of commitments, allowing easier negotiation, may be useful
where circumstances may change. While treaties may be difficult to
amend, diplomatic deference, combined with unhindered domestic legis-
lation, may allow states to exercise flexibility.160 Flexibility of this type may
play a role in promoting negotiation of stronger commitments. On the
other hand, of course, flexibility of this type may reduce the value of com-
mitments, as states would have reduced incentives to comply. These re-
duced incentives to comply would arise from the fact that, as compared to
a circumstance of direct effect, the domestic legal system would not be
held “hostage” to compliance with international legal obligations.

Choice of Disputes for Litigation
While governments may validly or inappropriately select disputes for
diplomatic reasons,161 they may also select disputes for litigation for rea-
sons of avoidance of “wrong” cases, or to avoid the possible development
of undesirable (to them) legal rules. They may choose disputes in a way de-
signed to develop a particular type of jurisprudence. Private parties may
not have these incentives, and may not forbear in the same way.

One of the reasons that especially NGO private plaintiffs have been
eager to bring public interest litigation in other contexts is to force issues
onto the agenda where legislatures declined to act. However, granting this
power to NGO private plaintiffs, or to any private plaintiffs, might be seen
as a usurpation of the legislative right of inertia,162 raising issues of the
proper relative roles of dispute settlement and diplomacy.163

This problem is accentuated in the international sphere, as compared
to the domestic arena. In the domestic arena, legislation is an everyday
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occurrence. However, in the international legal system, “legislation”—
whether treaty revision or custom—is an unusual and difficult activity.
This imbalance between adjudication and dispute resolution means that
control of the adjudication agenda is even more important, as “legislative
reversal” is less available. On the other hand, it might be argued that
given the difficulty of legislation, greater possibility for adjudication is
needed. This might be considered an imbalance similar to that experi-
enced during the “eurosclerosis” years of the European Union, prior to
the enhancement of legislative capacity in 1987 pursuant to the Single
European Act.164

A complex of political and economic circumstances led to the Single Eu-
ropean Act, and we cannot expect the advent of effective majority voting in
the WTO165 or elsewhere in international law anytime soon. However, it is
worth noting the effects of weak legislative capacity on dispute resolution.
To the extent there is strong social demand for “new” law, dispute resolu-
tion may be subjected to pressure to respond. Stone Sweet and Caporaso
find a relationship between increasing trade and increasing preliminary
references under former Article 177 of the Treaty of Rome, as well as in-
creasing European Union regulation.166 Thus, increased standing, like the
capacity for preliminary references in the Treaty of Rome, might be one
way to satisfy this demand.

Governmental Control of Arguments versus Private Control 
of Arguments
We may separate the right to commence a lawsuit, allowing control of the
agenda of litigation, with the right to make and have considered argu-
ments, allowing control of the intellectual agenda of litigation (except to
the extent that a panel or the Appellate Body may adopt reasoning that the
parties have not argued). Both the European Commission and the USTR
have exercised care to assert certain types of arguments, and avoid certain
other types of arguments, in an effort to foster a desirable set of prece-
dents. Private persons, whether as litigants or as amici, might not have the
same types of cross-sectoral or society-wide concerns, and might not have
similar longer-term time horizons, and therefore might make different de-
cisions about the arguments they would make. Governments that expect to
be both complainants and respondents from time to time have a different
perspective. There may be trade-offs between the current case and future
cases.167 This is another category of externality.
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Agency Capture
One important, and broad, area of potential bias is agency capture: the
concept in political science that administrative agencies tend to develop
biases toward their regulatory clients.168 Capture is predicated on the ap-
plication of the rational choice assumption of economic analysis to politics,
resulting in the theoretical proposition that agency personnel seek to max-
imize their own utility. Rational regulators will maximize a combination of
their own authority and position, and their career opportunities outside
government service. These forces are argued to cause regulators to favor
more organized interests, often business interests,169 over other interests,
including environmental or consumer interests. In particular, regulatory
enforcement may be subject to capture.

Judicial review of agency action has been suggested as an antidote to
agency capture.170 In our context, this concept would have two possible
implications. At a more domestic level, it suggests that judicial review of
USTR171 or European Commission172 decisions to litigate cases at the
WTO would be useful to ameliorate any effects of capture. At the interna-
tional level, where the WTO has little by way of “administrative” capacity
(although this appears to be a growing phenomenon), there seems little
need for judicial review of agency action.

Capture is the potential result of the discretion that is essential to a co-
operative approach to enforcement, which characterizes state-to-state dis-
pute resolution in general, and WTO dispute resolution in particular. We
might think of discretionary nonenforcement by states as a form of capture
of the enforcement process: states, as regulators in the WTO state-to-state
system, fail to bring claims, to enforce the law fully. We might also think of
the influence exerted by domestic producers on the choice by states of
WTO cases as a type of capture.

Preventing Global Capture: Collusion by States against Citizens

There is a further negative perspective on this type of diplomatic flexibility.
States may collude with one another to decline to enforce their rights, in a
tit-for-tat relaxation of international trade rules, to the detriment of private
parties and the world trading system.173 There are two ways of considering
this. From a public interest standpoint, assuming that the rules the states
are evading are beneficial, this is detrimental. However, from a public
choice standpoint, presumably the states are acting to maximize their joint
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value at any point in time. As discussed above, much depends on whether
it is the rights of states that are sought to be maximized or the rights of in-
dividuals. Assuming that states exist for valid reasons, some rights will “be-
long” to states and some will “belong” to individuals.

Thus, private rights of action may be especially useful where one be-
lieves that states—or, more particularly, governments of states—are
making sweetheart deals to get around the rules in disregard of the pub-
lic interest.

Dispersed Standing as a Commitment Device: “It’s beyond My Control”
Conversely, the inability to engage in future transactions may be accepted
as a commitment device, in order to assure compliance with a particular
norm. Here, of course, the discretion being transferred is prosecutorial
discretion. And it applies in cases where the bound state would act as
plaintiff, rather than defendant. This kind of commitment might result in
greater levels of deterrence, promoting compliance by the potential re-
spondent: if I precommit myself to punish you for violation, without any
hope of forbearance, you are less likely to breach. This kind of commit-
ment might alternatively provide reassurances to domestic constituencies,
as an inducement to them to ratify a trade agreement.

Collective Commitment
By analogy to contract theory, we might suppose that freedom of states to
modify their bilateral commitments without the impediments of private
access to dispute settlement would be beneficial (at least to states): based
on changes in the world or in their preferences, states could change their
agreements. However, “contrary to traditional wisdom, the parties to a
contract may be better off if the law enables them to tie their hands, or ties
their hands for them, in a way that prevents them from taking advantage of
certain ex post profitable modification opportunities.”174

Thus, private rights of action could serve as a kind of collective commit-
ment, in the sense of a commitment not to seek, or give, diplomatic for-
bearance.175 In addition to reasons for excluding modification based on
moral hazard, Jolls suggests that the parties’ preferences may change over
time, and that they may, through contract, desire to hold themselves to
their initial preferences. This concept is even less problematic in the con-
text of the state, with clearly varying preferences, than in the case of indi-
viduals, where at least theoretically we assume static preferences. Thus, by
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providing greater rights to private litigants, it is possible for a state to bind
itself to maintain the preferences, or at least the rights and obligations, it
had when it executed a trade agreement.176 This approach dovetails with
the “constitutional” perspective on trade agreements, in the sense that, like
a constitution, the trade agreement, buttressed by private rights of action,
may bind the state despite later changes in its preferences.177 Like humans,
states may place a greater priority on present consumption, or present po-
litical gain, at any particular point in time, than on future benefits.

Commitment in Two-Level Games
In our circumstance, if we think of international agreements as two-level
games,178 we have two “contracts”: one among states and the other be-
tween the citizens and/or parliaments of those states and their executives.
With respect to the latter contract, moral hazard may exist, and we may
think of the potential settlement of trade disputes as a method for modifi-
cation of international agreements. By providing greater rights to private
litigants, the possibility of these modifications, which may be ex ante sub-
optimal, may be excluded. It is in this sense that we might find that private
rights of action are related to domestic ratification of international agree-
ments. That is, where an international agreement requires ratification
(here, let us say by a legislature), how does the legislature bind the execu-
tive to enforce its rights under that agreement? The executive may not
have desired to have those rights in the first place. Private rights of action
act as commitment devices binding the executive not to act itself, but to
accept strong enforcement by others.

This is similar to the explanation some have suggested for Section 301 of
the U.S. Trade Act of 1974, and especially for Super 301: Congress predi-
cates acceptance of trade agreements on some access for individuals, and
some requirements for the executive to self-initiate enforcement activity.
Within the United States, the more protectionist Congress has more gener-
ally used its power to create private rights of action to constrain the often
more free trade–oriented executive. Under the Commerce Clause of the
Constitution, Congress has broad and, in theory, exclusive authority over
commerce “with foreign nations,” but it is the president who negotiates and
signs agreements, and executes statutes. Therefore, Congress finds it must
delegate authority to the president, but uses private individuals with appro-
priate interests, and the courts, to ensure that the president carries out
Congress’ wishes in accordance with the statutory delegation.179
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Incentives and the Optimal Quantity of Litigation
In international litigation, relating to international legal rights, where the
rights exist “for” states, states could be expected to have the level of incen-
tives to litigate most close to optimal180 in order to enforce the rights for
which they bargained. Under a law and economics analysis, the incentives
for individuals and groups in a private litigation system to sue may be mis-
aligned with the socially optimal incentive.181 That is, in particular circum-
stances, private parties may have a socially inadequate motive to prosecute
liable parties, resulting in underenforcement, or they may have too much
of an incentive, resulting in overenforcement. Of course, as discussed fur-
ther below, defining the optimal level of enforcement not only would be
difficult but also depends on the perspective of the assessor.

Landes and Posner have argued that private parties have an incentive to
overlitigate.182 “Laws are written in an over-inclusive way and private party
enforcement would lead to fuller enforcement of those laws, without a
check on enforcer discretion. There may be an efficient level of violation,
such that we do not want overly vigorous enforcement of the law.”183 Thus,
Posner states that “discretionary nonenforcement is a technique by which
the costs of overinclusion can be reduced without a corresponding in-
crease in underinclusion (loopholes).”184 Of course, this perspective as-
sumes the ability of the prosecutor to discriminate accurately.

In general, a role for advocacy groups motivated by ideology could exag-
gerate any tendency for an existing private system toward overenforce-
ment. The ideological motivation will raise the incentive to ideological
plaintiffs to increase enforcement activity. Although advocacy groups are
motivated primarily by ideology, monetary incentives and costs also will
shape their actions, and may do so in ways that are not socially optimal. For
example, groups may choose the cases that are easiest to win, or that will
generate the most publicity. In addition, increases or decreases in cost
could affect the willingness and ability of NGOs to bring suit, because of
the limited resources available to them. This cost sensitivity may not only
determine the volume of suits, but also lead groups to file under certain
laws and not others, or to file against certain defendants and not others.185

Regardless of whether or not private party enforcement would lead to
overenforcement, there are three major implications of the analysis of pri-
vate party incentives. First, the successful operation of a private litigation
system depends on the nature and precision of the incentives for private
action, and these incentives may simply not result in the desired level of

International Adjudication 265



enforcement and may be subject to various, unanticipated misincentives.
Second, even more than private enforcement motivated by monetary re-
ward, there is no mechanism to control the level of the incentive for ideo-
logical plaintiffs to bring suit, so there is no control over the aggregate
level of enforcement activity. Finally, coordination between actors in this
system will be limited, resulting in duplicated effort and in lack of a strate-
gic approach to enforcement.

Of course, in the trade context, the foregoing analysis of the adequacy of
private incentives depends on an assumption that the government enforce-
ment of WTO law is, on its own, approximately equal to an optimum level.
Increased private rights to commence suit at the WTO would obviously re-
sult in greatly increased litigation at the WTO. Similarly, it is obvious that
private rights of action to bring claims based on WTO law in domestic
courts would result in increased WTO-law litigation. Once it is determined
whether there is currently more than or less than the socially optimal level
of litigation at the WTO, it would be a rather simple matter to construct im-
pediments or incentives to reach the optimal level. The problem is in iden-
tifying the optimal level of litigation. In order to calculate the socially
optimal level of litigation, it would be necessary to know the following:

(i) The level of net damage caused by breach of the law. In trade, as
opposed to certain domestic law areas, such as tort, it is extremely
difficult to calculate the cost of breach. The cost is not simply the
lost trade volume, but also, in our public choice model, the politi-
cal costs associated with adverse publicity, lost jobs, reduced cam-
paign contributions, and so on. Moreover, in this type of model it
would be appropriate to subtract from the costs to the complainant
the benefits to the respondent.

(ii) The potential value in establishing a legal precedent.
(iii) The costs of litigation.

Because of the difficulty of operationalizing this model, it is not likely to
be particularly informative as to whether to increase access to WTO litiga-
tion. However, it might be that policy makers would at some point in time
determine that there is insufficient WTO litigation, and would thereupon
seek to increase access.

To the extent that policy makers find that greater enforcement and/or
integration would be desirable, this vector would argue for an increase in
rights of commencement in order to increase litigation.
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Informational Advantages of Private Litigants
Some literature divides surveillance between centralized (government-
effected) “police patrols” and decentralized (private person–effected) “fire
alarms.”186 A “fire alarm” system allows the concrete concerns of private
parties to be the basis for action. “Fire alarm oversight tends to be particu-
laristic . . . it arguably emphasizes the interests of individuals and interest
groups more than the public at large.”187 Sevilla finds that most GATT-
WTO complaints from 1948 to 1996 were particularistic in nature—they
arose from private parties’ concerns, rather than from systemic issues.188

This could suggest that private parties are best situated to pursue these
claims. But it also suggests that they already do so through a system that
excludes formal private rights of action. The real question here is the
counterfactual: what claims are not being brought?

Economic analysis of the role of private parties in dispute resolution
may support the conclusion that a fire alarm system is superior to police
patrols: private parties possess more information about the harm caused to
them.189 This does not necessarily translate into a factor in favor of private
access to dispute settlement, as there are various institutional alternatives
for use in harvesting this information. The United States Section 301 or
European Union Trade Barriers Regulation process may be understood
this way. The analytical question is: Which structure provides this informa-
tion most efficiently? Private party incentives would lead them to bring
their harm to the attention of their state, as readily as they would bring
their harm directly to a court, all other things being equal. However, where
private party harm is sufficiently dispersed, no single private party may
have sufficient incentives to act. Thus, there may well be circumstances
where state or other intermediary action is needed, including the possibil-
ity for class actions or other claim-aggregating devices.

But are there circumstances where this factor leads to a conclusion that
private rights to commence litigation are needed? Sevilla finds in GATT-
WTO disputes that “private producers are expected to target most often
those countries where the greatest amount of trade is at stake in terms of
value and volume.”190 Within the European Union context, Stone Sweet and
Caporaso have developed data suggesting that private persons, if permitted
to select cases to bring, will disproportionately target barriers to large mar-
kets compared to smaller markets.191 They find that in the free movement of
goods area, “accusations of German non-compliance dominate EC litiga-
tion.”192 Thus, private party choice of litigation may be aligned more closely
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with public interest goals—the reduction of larger trade barriers—instead of
public choice goals. As noted above, of course, much depends on the align-
ment of the relevant law with the public interest.

Protectionist and Other Bias
It may be that the public choice–based bias of trade policy in favor of do-
mestic producer interests would be accentuated by increased private ac-
cess. That is, if it is expected that producer interests would be able to
organize for litigation more effectively than consumer interests, we would
expect a litigation bias in favor of producer interests. On the other hand, it
might be argued that the executive has already been captured by producer
interests, and any reduction of the monopoly enjoyed by the executive
would diminish the producer bias. Within the U.S. public law litigation
system, as well as within the European Union, it has been suggested that
formal access to dispute resolution is disproportionately useful to wealth-
ier interests.193 This may help to explain developing country resistance to
private party access.

It is worthy of note that domestic producers already have substantial pri-
vate rights in important areas of “administered protectionism”: dumping
and subsidies law. These private rights are not required by WTO law, but
are permitted under WTO law. These private rights may be juxtaposed with
the relative paucity of private rights for lawsuits to protect consumer inter-
ests, or foreign producer interests. Perhaps this is evidence that there is ca-
pacity for selection of areas in which to accord individuals private rights.

Most proponents of private rights envision vertical (citizen suing his
own state) or upwardly sloping diagonal (citizen suing other state) suits.
Vertical suits would ordinarily enfranchise domestic consumer interests
(assuming, for a moment, that producer interests are already enfranchised
by anti-dumping and countervailing duties law), and therefore would be
biased toward liberalism. Upwardly sloping diagonal suits would ordinarily
attack foreign import barriers, and would therefore also be biased toward
liberalism. Thus, these types of private rights would increase exports.

Of course, much of the discussion of private rights in WTO litigation has
been prompted by the efforts of environmental and other advocates of
“nontrade” concerns to participate in WTO litigation. Presumably these
advocates feel that their participation would enhance the position of these
“nontrade” concerns in WTO litigation. It is possible that they are in error:
that they would be more effective if they used their resources to lobby do-
mestic governments instead of litigating at the WTO.
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If the reason these advocates seek greater access in WTO litigation is that
they have lost the lobbying game in domestic governments, they need a rea-
son to believe they will be more successful in the WTO litigation context.
That is, if business interests have overwhelmed them in domestic politics,
why would they not overwhelm them in WTO litigation? Thus, it is not
clear that greater access would have a bias in favor of nonbusiness interests.
NGOs may even have bureaucratic reasons, in terms of their fundraising or
other motivations, to focus on the WTO instead of national governments.

It is worth noting that greater access would be expected to create a bias
in favor of complainants, and against respondents, simply because of the
greater resources available for complaints. This bias might be counter-
vailed, to a limited extent, by assistance provided to respondents by amicus
briefs taking their side.

Legitimacy
Earlier in this section, I rejected “legitimacy” as a broader basis for more
conclusory assertions of private rights to participate in dispute settlement.
However, legitimacy may play a more limited, but important, role in deter-
minations to provide these rights. At the core of the civic republican in-
sight is individual participation in the processes of government, for the
purpose of satisfying individuals with the outcome, whether it is their de-
sired outcome or not. Legitimacy, if not a conclusory assertion, must relate
to satisfaction of individual preferences, or acceptance by individuals of
the governmental process that satisfied or denied their preferences. In this
sense, private rights to participate could enhance legitimacy and thus
would be desirable. It is important to stress, however, that this factor
seems appropriate as one of a number of factors.

Obviously, transparency is an important component of legitimacy. The
capacity to be heard through amicus briefs would also contribute. The de-
gree to which legitimacy is contributed by the ability to commence litiga-
tion depends to some extent on the extent of externalities: on the extent to
which private plaintiffs are not viewed as imposing adverse externalities on
the rest of society.

Conclusion

It is obvious that the normative considerations listed above cannot com-
prise anything approaching a formal model. However, it is hoped that they
will provide a checklist of considerations, with some degree of analytical
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detail, for use in considering proposals for expanding private rights in in-
ternational dispute settlement. These normative considerations exist at the
level of cost-benefit analysis, rather than at the level of natural rights or
natural law.

According to institutional economics theory, and subsidiarity, states
have rights in international society because they may achieve more of
what individuals desire than the individual constituents may achieve act-
ing separately. While this may not always be true in practice, and while it
may not be operational as a positive theory, it seems attractive as a nor-
mative approach. It suggests that before transferring rights from states to
individuals, we investigate the benefits that might flow from each institu-
tional structure, and the costs, including transaction costs. The opera-
tional problem with this theory has important practical consequences:
our best preference revelation device for determining whether individu-
als are getting more or less of what they want, imperfect as it is, is the
state.

So, arguments to the state about the types of private participation it
should authorize are useful, but it is difficult for analysts to know when the
state has it wrong and when it has it right. Analysts can help most by illu-
minating the different costs and benefits and ensuring their consideration.

Nonetheless, given this case-by-case cost-benefit analysis approach, it
appears that negotiated rules of intermediated domestic effect, whereby
specific treaty provisions are used in particular cases to require domestic
rights of action, provide a good basis for beginning to approach private
rights of action. In many cases, the costs, in terms of diminished political
flexibility and other systemic factors, will outweigh the benefits of private
rights of action. These systemic factors include the need for relatively co-
operative enforcement and flexible adjustment and response on the part of
states. Normative concerns for participation and voice could be met
through more indirect participation, such as submission of amicus briefs or
rights to observe, which we have not addressed directly here.

When states desire to provide private parties with rights in connection
with litigation, they know how to do so. We have many instances of inter-
mediated domestic effect. Why is it that private parties have substantial
rights in connection with anti-dumping and anti-subsidies actions—with
foreign mercantilist action—and such modest rights against domestic pro-
tectionist actions? Both in the United States and in the European Union,
the question of domestic effect seems increasingly to be taken over by leg-
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islatures, as opposed to courts. This phenomenon is consistent with in-
creasing intermediated domestic effect.

We also know that states seem to have developed acceptable, if not ap-
propriate, ways to approve trade treaty commitments. Trade law litigation
would seem to have similar, although perhaps attenuated, importance.
After all, its role is the interpretation and application of treaty commit-
ments. Therefore, it is worth comparing the role of private persons in for-
mulating and approving the treaty commitments themselves, with their
role in litigation.

It is worth recognizing the strategic perspective. NGO private plaintiffs
and truly private plaintiffs are, first of all, strategic litigants. They seek the
best forum for the outcome they desire. When the NGO loses in the do-
mestic legislative forum, and in the domestic judicial forum, it naturally
seeks an international forum. It will continue to seek fora until it wins.
From the institutional design standpoint, the question is whether it is a
failure of subsidiarity to provide an external forum when the matter is ad-
equately addressed, procedurally, in domestic fora. Whether the matter is
adequately addressed depends on consideration of the degree to which ap-
propriate opportunities for voice are provided. This voice should exist at
the appropriate decision-making level. If decisions about the U.S. ap-
proach to a particular trade matter are best made at the U.S. domestic
level, it would seem inappropriate to provide an opportunity to negate
those decisions at the international level. If the U.S. voice is but one voice
in the international trade community, it may be unfair to others to give
those who participated in the formulation of the U.S. voice an opportunity
to speak in the international trade community.

Finally, if allocation of authority in litigation is concerned with allocation
of authority in society more generally, then the institutional economics and
subsidiarity perspective expressed at the beginning of this chapter is im-
portant. It suggests that the real question is not about who or which values
are to be empowered, but about who will decide. Litigation is a form of
governance, related to legislation. Control over litigation is a form of gov-
ernance, and should be informed by these analytical perspectives.
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Afterword

IS INTERNATIONAL LEGAL ANALYSIS so different from domestic legal
analysis? This book suggests that they are similar enough to make the tools
of law and economics, developed for use largely in the domestic context, and
largely in the United States, valuable for the study of international law. Some
characterize the international legal system as not law at all, or as so different
as to frustrate any analogical reasoning due to its “horizontal” nature, which
refers to the fact that there is no overarching sovereign in international soci-
ety. Yet, as suggested at the beginning of this book, the international legal
context can assist us in casting aside our unexamined assumptions about
domestic law. For we might argue that domestic law, like international law,
begins in a horizontal Hobbesian context. The difference is one of degree,
not of category, as domestic law has developed institutions of greater ca-
pacity, and concentrated authority.

Indeed, considering the argument for the potential binding nature of
customary international law expressed in Chapter 3, based, inter alia, on
frequency and linkage of transactions, we might understand the domestic
legal system as simply providing greater frequency and more highly articu-
lated linkage than that developed in the international legal system. So, is
contract really so different from treaty? If I violate a contract that is en-
forceable in a Massachusetts court, a court can order me to pay damages or
perhaps to perform what I promised to perform. This may be understood
as a linkage structure. If I do not pay or perform, as ordered, I will be sub-
jected to additional penalties that may be separate from the promised per-
formance. In effect, the community authorizes and enforces reciprocity.
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No, it does not have to be eye-for-eye or tooth-for-tooth reciprocity—it is
the reciprocity that was provided as a default term of the relationship I en-
tered into. In the international legal setting, the community also may au-
thorize and enforce reciprocity, but may do so more or less formally.1 Is the
degree of formality really the basis for distinction?

Can the dense institutional infrastructure of developed states be com-
pared with the diaphanous institutional infrastructure of international law?
Chapters 3 and 4 have suggested that linkage and repetition may support a
rule of binding customary international law, as well as pacta sunt servanda.
Once we establish the binding character of international law, in a social sci-
ence sense, then there really are few limits on the possible utility of inter-
national law. From that institutional capability, we may derive a supposition
that the reason we see few international legal institutions and rules is either
because (i) they are not desirable, or (ii) there are still strategic or transac-
tion cost obstacles to their formation. This work is intended to map the in-
ternational legal system of secondary rules, in order to begin to evaluate the
strategic and transaction cost obstacles to formation. The obvious practical
implication is that where these obstacles may be overcome through institu-
tional change, states may establish all the international legal rules that are
desirable.

Of course, we say that the state has a monopoly on the use of force.
However, this argument is neither completely true nor necessarily a signif-
icant distinction. Certainly, when the United Nations Security Council au-
thorizes the use of force, the monopoly character of its use of force is
unimportant. At that moment, the Security Council and the states acting
under its authorization become like police, and the target state becomes
like a criminal. The criminal can still use force—there is no real monopoly
on the use of force. Rather, there is a monopoly on the legitimate use of
force. Furthermore, law can and does have extensive effects without the
use of force, both in the municipal and in the international setting.

This work has arbitraged and adapted from law and economics theory
applied to municipal law issues a set of plausible understandings of in-
ternational prescriptive jurisdiction, customary international law, treaty,
international organization, and international adjudication. These under-
standings are linked, forming a coherent (albeit incomplete) whole. The
coherence is derived from a coherent rationalist methodology that posits a
theory of state behavior relating to international law. This theory is mar-
ginalist insofar as it does not idealistically assume that all states comply
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with all international law all the time. Rather, it accepts, descriptively and
normatively, that violation of law is a part of social life.

This theory serves as a call to empiricism. While this theoretical struc-
ture seems plausible, as it is a theory of rational behavior under constraint,
it simplifies. Theory serves as a simplification, and as a source of hypothe-
ses to see if this simplification retains predictive value. Only through em-
pirical work can we know whether a theory is useful.
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