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Abstract

ThisArticle developsanew approach to choice of law. Founded on economic principles
rather than the notions of sovereignty that aretypically used by choiceof law scholars, it
seeksto build new foundationsfor choice of law scholarship. TheanalysisintheArticle
makesit possibleto discussalternative choice of law rulesinterms of their impact onthe
well-being of individuals. Inother words, it makesit possibleto consider questions of
efficiency within a choice of law discussion.

The Article traces how the self-interested behavior of nationsis at odds with globally
efficient rules, and shows how choice of law rules can impact theincentives of countries.
Theanalysisyieldseight “ choiceof law lessons’ that hel p explain theimpact of choice of
law rules. From these lessons emerge several policies that provide countries with an
incentive to regulate more efficiently.

The Article then applies its analysis to several specific substantive law topics —
bankruptcy, securities, and antitrust —demonstrating how the framework of the Article
can be appliedin particular cases. Theroleof international institutionsisalso examined.
Itisshown that they represent an effectivetool to facilitate negotiations over choice of
law issuesin certain cases, but not in others. Thisdiscussioninformsavariety of current
issues. For example, it explainswhy negotiations over international competition policy
and environmental policy should be carried out within the WTO rather than in aseparate
forum.
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I. INTRODUCTION

This Article seeksto restructure the way in which we think about choice of law.* To
do so, it abandonsthetraditional and almost universal reliance on notionsof sovereignty asa
normativejustification for choice of law rulesand focusesinstead on thewelfare of the parties
affected by those rules. By focusing on the welfare of individuals, the analysisidentifies
policiesthat can lead to amore efficient regulation of cross-border activity and, therefore, the
maximization of human welfare.

Although the notions of sovereignty that form the basis of traditional choice of law
scholarship may represent values worth considering, it is striking that choice of law
scholarship has paid virtually no attention to how individual s and their behavior are affected
by the chosen rules.? The most accurate characterization of the sovereignty-based approach
may be that it is the product of the long history of choice of law scholarship rather than a
deliberately chosen framework within which to address the regulation of international
activity. Thisapproach is difficult to defend from an economic point of view, and suffers
from thefact that our notions of sovereignty changerapidly. For example, intheearly part of
the century virtually any form of extraterritorial jurisdiction was considered an infringement

on the sovereignty of other nations, a principle enunciated by the Supreme Court in the

! Despite the many attempts to improve on this existing approach to choice of law, the field is widely
considered to be unsatisfactory. See LeaBrilmayer, Methods and Objectives in the Conflict of Laws, 35 MERCER
L. Rev. 555, 555 (1984); Jod P. Trachtman, Conflict of Laws and Accuracy in the Allocation of Government
Responsibility, 26 VAND. J. TRANSN'L L. 975, 978 (1994); William L. Prosser, Interstate Publication, 51 MICH.
L. REv. 959, 971 (1952-53); Kermit Roosevelt |11, The Myth of Choice of Law Rethinking Conflicts, 97 MICH. L.
REV. 2448, 2448 (1999); Larry Lessig, The Zones of Cyberspace, 48 STAN. L. REv. 1403, 1407 (1996); William
L. Reynolds, Legal Process and Choice of Law,56 MD. L. REV. 1371, 1371 (1997).

2 One arguable exception is surveyed in Lea BRILMAYER, CONFLICT OF LAWS 219-263 (2d ed. 1995)
(discussing arights based approach).
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famous American Banana case® Today, however, the extraterritorial application of lawsis
widely accepted and sovereignty issues arise only with the most aggressive attemptsto extend
jurisdiction, afact most dramatically evidenced by the adoption of the* effectstest” inU.S.v.
Aluminum Co. of America("Alcoa").* Theshifting definition of sovereignty is, therefore, an
unstable foundation upon which to build a body of choice of law scholarship. When a
particular conception of national sovereignty underlies choice of law, the choice of law

edifice is sure to crumble when different notions of sovereignty are adopted.

Inthe place of thetraditional approach, this Article adoptsan economic perspectiveon
choice of law questions. It beginswith theview that the objective of achoice of law regime
should beto be provide alegal ordering that goesasfar as possible toward maximizing global
welfare.® This objective may seem unremarkable to readers familiar with the economic
analysisof law, but those familiar with traditional choice of law scholarship will recognize
that efficiency analysisin general and law and economicsin particular has, to date, had only a
minor impact on choice of law.® Thefact that global welfare representsthe objective of the

policy analysis, however, does not imply that individual countrieswill or should pursue that

3 American Banana Co. v. United Fruit Co See 213 U.S. 347 (1909).

4 148 F.2d 416 (2d Cir. 1945).

® The maximization of global welfare should be a non-controversial assumption because the manner in
which global welfare is calculated is not specified. The only restriction on the global welfare function is that it
must involve some form of aggregation of national welfare functions (which are, themselves, not specified).
Thus, for example, if the protection of the environment is an important concern, it can be included as part of the
globa welfare function simply by including it in appropriate individual welfare functions. See Kaplow &
Shavell, Any Non-Welfarist Method of Policy Assessment Violated the Pareto Principle, mimeo.

® Existing choice of law literature that could be characterized as being in the law and economics
tradition includes Joel P. Trachtman, Externalities and Extraterritoriality: The Law and Economics of
Prescriptive Jurisdiction, in ECONOMIC DIMENSIONS IN INTERNATIONAL LAW 642-683 (1997); Erin A. O'Hara&
Larry E. Ribstein, From Politics to Efficiency in Choice of Law, forthcoming U. CHI. L. REV. (2000)
(recommending that courts adopt a default rule in favor of contractual choice of law provisions); RICHARD A.
POSNER, ECONOMIC ANALYSIS OF LAW 645-46 (5th ed. 1998) (arguing that choice of law decisions should be
based on each state's comparative regulatory advantage); Michael E. Solimine, An Economic and Empirical
Analysis of Choice of Law, 24 GA. L. Rev. 49 (1989) (comparing the First Restatement to more modern
approaches); William F. Baxter, Choice of Law and the Federal System, 16 STAN. L. REv. 1 (1963); Erin A.
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same objective. Indeed, the challengefor choice of law isthe fact that nations-- theactorsin
theinternational arena—typically do not sharethisor any other common objective. Rather,
each country determinesits policiesbased onitsown objectives. In contrast to the domestic
context, thereisno institution authorized to create acomprehensive set of binding rulesat the
international level. If the globally efficient result isto be achieved, therefore, it isnecessary
to find away to align national interests with those of the global community. Thisalignment
of incentivesis at the heart of the theory developed herein.

In the course of devel oping anew foundation f or choice of law scholarship the Article
produces a number of useful conclusions. First, it calls into question many of the most
fundamental views of choice of law scholars and courts, contradicting many widely held
views and confirming others. For example, the analysis shows that the Supreme Court
decision in Hartford Fire Ins. Co. v. California,” holding that forum law should always be
appliedif itispossibleto comply with both local and foreign law, underminesthe efficiency
of the choice of law regime.

Second, the Article develops a set of “choice of law lessons” that provide guidance
regarding the optimal way inwhichto construct achoice of law regime. Theselessonsdo not
purport to resolve all choice of law issues—indeed thefirst lessoni sthat it isimpossibleto
achieve an efficient resolution of all choice of law questionswithout substantive international
cooperation. Instead, thelessonsoffer guidelinesfor the construction of an efficient choice of
law regime. Thelessonsare helpful tojudges, legislatures, and international negotiatorswho

shape choice of law rules.

O'Hara, Optimg Out of Regulation: A Public Choice Analysis of Contractual Choice of Law, mimeo (1999).
7500 U.S. 764 (1993).
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Third, the general model can be applied to specific subject areas, whereit yieldsmore
precise prescriptionsfor policymakers. The Article sketchesthe analysisthat emergesfrom
the framework in three areas — bankruptcy, securities, and antitrust. The framework,
however, also could be applied usefully to anumber of other legal issues, including but not
limited to contract, torts, environmental law, labor law, intellectual property, tax, banking law,
and commercial law.

Fourth, several policy implications emerge from the analysis. The first such
implication is supportive of the presumption against extraterritoriality. Though it is a
longstanding canon of statutory construction, courts have not followed the presumption
against extraterritoriality with any regularity. It is shown that applying the presumption
would improve the international regulatory system. The second recommended policy is
national treatment for foreign plaintiffs, which would reduce the incentive of countriesto
adopt rules that externalize the costs of regulation. Finally, itisrecommended that private
rights of action be encouraged in order to reducetherisk of discrimination betweenlocal and
foreign parties.

Finally, the Article seeks to bring together two previously independent lines of
research. Choice of law scholars have long debated the question of how to allocate
jurisdiction when activities cross borders. Thisline of scholarship, however, hasrespedlittle
benefit from the insights of law and economicsin general and the lessons of the regulatory
competition literature in particular. The regulatory competition literature addresses
essentially the same question as the choice of law literature —how should jurisdiction be
allocated? Although the former tends to address the question as a statutory or regulatory

matter whilethelatter focuses more on judicial decisions, the substance of thetwoinquiriesis

col-8-9-00.doc 4
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the same. The regulatory competition literature has produced useful analyses of several
topics, most notably corporate law, ® securities regulation,® antitrust,'® and bankruptcy.** The
results that emerge from the regulatory competition literature as well as the economic
approach used therein have the potential to revolutionize the way in which we think about
choiceof law. Despiteitssuccessinthose areasof law onwhichit hasfocused, however, the
regulatory competition literature hasfailed to provide ageneral treatment of thejurisdictiona
guestion. Thechoiceof law literature, on the other hand, has sought to frame a set of general
principles according to which such questions can be answered. Scholars interested in
regulatory competition can benefit from abroader understanding of the questionsthat arisein
international transactions — questions that have long been present in the choice of law
literature.

Although this Article dealswith choice of law problems, itisdifferent in stylefrom
most of the existing choice of law literature becauseit doesnot focusexclusively ontherole

of courts. In addition to courts, legislatures, administrative agencies, and international

8 See e.g., Lucian A. Bebchuk, Federalism and the Corporation, The Desirable Limits on State
Competition in Corporate Law. 105 HARV. L. REV. 1435 (1992); Raph K. Winter Jr., State Law, Shareholder
Protection, and the Theory of the Corporation, 6J. LEG. STUD., 251 (1977); ROBERTA ROMANO, THE GENIUS OF
AMERICAN CORPORATE LAW (1993).

® Roberta Romano, Empowering Investors: A Market Approach to Securities Regulation, 107 YALE L.
J. 2359 (1998); Merritt B. Fox, Securities Disclosure in a Globalizing Market: Who Should Regulate Whom, 95
MICH. L. Rev. 2498 (1997); Merritt B. FOX, Retaining Mandatory Securities Disclosure: Why Issuer Choice Is
Not Investor Empowerment, 85 VA. L. Rev. 1335 (1999); Stephen J. Choi & Andrew T. Guzman, Portable
Reciproci(tjy: Rethinking the Reach of Securities Regulation, 71 S, CAL. L. REV. 903 (1998).

10 See Andrew T. Guzman, Is International Antitrust Possible?, 73N.Y.U. L. REV. 1501 (1998).

1 See Lucian A. Bebchuk & Andrew T. Guzman, An Economic Analysis of Transnational
Bankruptcies, 42 J. L. & ECON. 775 (1999); Jay L. Westbrook, Theory and Pragmatism in Global Insolvencies:
Choice of Law and Choice of Forum 65 AM. BANKR. L.J. 457 (1991); Jay L. Westbrook, Choice of Avoidance
Law in Global Insolvencies, 17 BROOKLYN J. INT’L L. 499 (1991); Robert K. Rasmussen, 4 New Approach to
Transnational Insolvencies, 19 MICH. J. NT'L L. 1 (1997); Lynn M. LoPucki, Cooperation in International
Bankruptcy: A Post-Universalist Approach, 84 CORNELL L. REV. 696 (1999); Andrew T. Guzman, In Defense
of Universalism in Cross-Border Insolvencies, MICH. L. ReV. (forthcoming 2000); Robert K. Rasmussen,
Resolving Transnational Insolvencies Through Private Ordering, MICH. L. REV. (forthcoming 2000); Lynn M.
LoPucki, The Case for Cooperative Territoriality in International Bankruptcy, MICH. L. REV. (forthcoming
2000); Jay L. Westbrook, MICH. L. ReV. (forthcoming 2000).
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organizationsall have aroleinresolving choice of law questions, and the analysis presented
hereisrelevant to each of these bodies. For example, courts seeking tointerpret the Sherman
Act,*? astatute that issilent asto its extraterritorial scope, must determine the appropriate
jurisdictional reach of rules. To do so effectively, courts must understand theimplications of
their decisions.® In many case, however, legislatures choose to specify the jurisdictional
reach of a statute, and when they do so they must take into account how that decision will
affect relevant private activities. Similarly, administrative bodies preparing rules and
interpretivereleasesrelating to jurisdiction should be aware of the economicimplications of
their decisions. For example, when the SEC adoptsrulesrelating to the reach of Section 5 of
the Securities Act (such as Regulation S),** it isimportant that the impact of such rules be
understood. Thus, the lessonsand their implications should inform decisions regarding the
jurisdictional reach of law no matter where such decisions are made.

TheArticlealso differsfromtraditional choice of law scholarshipinthat it focuseson
international regulatory issues. Thereisnothing uniquely international or regulatory about
choice of law, of course. A great deal of choice of law scholarship adopts a primarily

domestic focusthat considers choice of law among states. ThisArticle adoptsan international

12 Although currently covered by administrative releases, the reach of the Sherman Act has along and
well known history in U.S. courts. See, e.g., American Banana Co. v. United Fruit Co., 213 U.S. 347 (1909)
(adopting a strict territorialist rule), United States v. Aluminum Co. of Amer., 148 F.2d 416 (2d Cir. 1945)
(setting out the “effects test.”), Hartford Fire Ins. Co. v. Cdlifornia, 509 U.S. 764 (1993) (applying the effects test
and downplaying the role of international comity). See also, Antitrust Enforcement Guidelines for International
Operations, Dept. of Justice and the FTC, April 1995.

13 Another example is interpretation of the antifraud provisions of the Exchange Act. See Section 10,
Securities Exchange Act of 1934 [hereinafter, ‘34 Act] and Rule 10b-5; 17 CF.R. § 240.10b-5 (1996). The’'34
Act limits the reach of the antifraud rules only through the requirement that there be some use of interstate
commerce. See 15 U.S.C. § 78j(b) (1994). For a more detailed discussion of the extraterritorial reach of the
antifraud rules, see Stephen J. Choi & Andrew T. Guzman, The Dangerous Extraterritoriality of American
Securities Law, 17 Nw. J. INT'L L. & BUS 207, 215-19 (1996); Schoenbaum v. Firstbrook, 405 F.2d 200 (2d Cir.
1968); Bersch v. Drexd Firestone, Inc., 519 F.2d 974 (2d Cir. 1975); SEC v. Kassar, 548 F.2d 109 (3d Cir.
1977); Zoelsch v. Arthur Andersen & Co., 824 F.2d 27 (D.C. Cir. 1987).

14 Regulation S consists of Rules 901-904
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regulatory focusfor two reasons. First, the questions most directly addressed inthisArticle
are business law questions such as antitrust, securities, and bankruptcy. The choice of law
Issuesrelevant to these questions have largely been resolved within the United States by the
adoption of federal laws or the use of uniform choice of law principles.’* No analogous
solution currently existsfor international choice of law problems. The second reason to focus
on international issuesisthat it is becoming more important with each passing year. The
growth ininternational activity over thelast generation has been staggering, and thereisevery
indication that it will continue. Without abetter understanding of how international choice of
law issuesimpact international business, thelegal regimethat governs such transactionswill
stand in the way of economic development and growth rather than promote them.®

Despitethefocusoninternational regulatory issues, however, the analysis appliesto
all choice of law problems. For thisreason, even choice of scholarsinterested in the more
traditional areas examined by that field should find this Article informative and relevant to
their own work.

TheArticleproceedsasfollows. Part |l providesabrief review of existing choice of
law scholarship in order to establish the necessary backdrop for the discussion that follows.
Part 111 explainswhy the only jurisdictional touchstone that should be used isthat of effects.
It also explainsthat the appropriate definition of effectsdiffersfrom thetraditional definition
because it includes the effect of a transaction on the parties to the transaction. Part IV
devel opsthe basic framework that is used throughout the Article. Part V presentsthe choice

of law lessonsthat emerge from that framework. Part V1 discussesthree policy implications

1> For example, choice of law questions in commercial law have been addressed in the Uniform
Commercia Code.
18 Once one looks to the international arena, regulatory issues naturally emerge as the focus as these are

col-8-9-00.doc 7
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that flow from the choice of law lessons. Part VIl extendsthe model to incorporate public
choiceissuesand part VIII appliesthe prior analysisto the question of when choice of law
agreements should be pursued, when areinternational institutions needed, and the appropriate

choice of law rules for specific legal topics.

I1. EXISTING CHOICE OF LAW THEORIES

Despitealargeliterature spanning centuries, the choice of law field lacks a coherent
theoretical foundation or set of rulesto resolve problems. Put simply, asabody of rules, the
choice of law field isdeeply unsatisfying from both academic and practical perspectives.'’
Although agreat deal of ink has been spilled on the subject, thereislittle agreement on how
choice of law problems should beresolved. The conceptual structuresthat exist arewidely
criticized, though the critics rarely offer preferable alternatives. The two traditional

approaches are discussed below.'®

A. Joseph Beale’s Vested Rights Theory

Beale's vested rights approach, which can be traced to Joseph Story, is based on a
view that every state hasexclusivejurisdiction over itsterritory.® Fromthisprinciple, Bede

advanced the argument that “ only the law of the state wheretherightsvested may be properly

theissues of greatest current concern.

17 See, e.g., Joel P. Trachtman, Conflict of Laws and Accuracy in the Allocation of Government
Responsibility, 26 VAND. J. TRANSNAT'L L. 975, 978 (1994) (“Conflict of laws is a source of constant
embarrassment to lawyers, judges, and scholars”.).

18 |n the interest of brevity, only a very brief sketch of choice of law scholarship is included here. A
more detailed treatment can be found in BRILMAYER, supra note 2. Among the key contributions that are not
discussed here are ALBERT A. EHRENZWEIG, CONFLICT OF LAWS (1962); REESE & ROSENBERG, CONFLICT OF
LAWS 472 (7" ed. 1978); ARTHUR VON MEHREN & DONALD TRAUTMAN, THE LAW OF MULTISTATE PROBLEMS
(1965); Lea Brilmayer, Rights, Fairness, and Choice of Law, 98 YALE L.J. 1277 (1989); Lea Brilmayer, Interest
Analysis and the Myth of Legislative Intent, 78 MICH. L. REV. 392 (1980); Larry Kramer, Rethinking Choice of
Law, 90 COLUM. L. Rev. 277 (1990); Larry Kramex, Return of the Renvoi, 66 N.Y.U. L. REv. 979 (1991); Larry

col-8-9-00.doc 8
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applied to adjudicate the private dispute.”?® To apply the law of any other state would be an
infringement on the sovereignty of the state under whose lawstheright vested. Furthermore,
once the rights of a party have vested, they must be respected by other states. Thus, if a
particular right vests in state A, it can be enforced in state B. Beale's approach enjoyed
considerabl e success, appearing in the Restatement of Conflict of Laws,* forwhichBedewas
thereporter, and finding itsway into the jurisprudence of the Supreme Court, most notably in

Slater v. Mexican National Railroad.?

Beale' s vested rights approach has been widely criticized and the details of these
criticisms can be found elsewhere.?® It isenough to mention the most prominent criticisms.
In order to apply the vested rights approach, it is necessary to identify the moment at which
rightsvest, and the law under which that takes place. Rightswere considered to have vested
inthejurisdiction wherethelast act necessary to compl ete the cause of action occurred. Asa
result, therelevant jurisdiction depended heavily on the chosen cause of action. For example,
the law of the place where the contract was made would govern a suit on a contract, but the

law of the place of performance would govern suits relating to performance* The

Kramer, More Notes on Methods and Objectives in the Conflict of Laws, 24 CORNELL INT’L. L. J. 25 (1991).

19 See JOSEPH STORY, COMMENTARIES ON THE CONFLICTS OF LAWSS 18, at 19 (1834).

20 See Joseph H. Beale, 1 A TREATISE ON THE CONFLICT OF LAWS311-312 (1935) (“the power of the
state is supreme within its own territory. . . . It follows generally that no statute has force to affect any person,
thing, or act . . . outside the territory of the state that passed it.”); BRILMAYER, supra note 2 at 22.

21 Restatement (First) of Conflict of Laws (1934).

22194 U.S. 120 (1904) (“[T]he only source of this obligation isthe law of the place of the act.”).

23 Early critiques of Beale appeared before the Restatement. See Walter W. Cook, The Logical and
Legal Bases of the Conflict of Laws, 33 YALE. L.J. 457 (1924); Walter W. Cook Jurisdiction of Sovereign States
and the Conflict of Laws, 31 COLUM. L. REV. 368 (1931); Earnest G. Lorenzen, Territoriality, Public Policy, and
the Conflict of Laws, 43 YALE L.J. 736 (1924); Hessdl E. Yntema, The Hornbook Method and the Conflict of
Laws, 37 YALE L.J. 468 (1928). More recent critiques include, LAURA KALMAN, LEGAL REALISM AT YALE,
1927-1960 (1986); Herma Hill Kay, 4 Defense of Currie’s Governmental Interest Analysis, 215 RECUEIL DES
COURS 13, 28-35 (1989); Joel P. Trachtman, Conflict of Laws and Accuracy in the Allocation of Government
Responsibility, 26 VAND. J. TRANSNAT'L L. 975, 998-1004 (1994). A summary of the critiques against the
vested rights approach is given in BRILMAYER, supra note 2, at 25-46.

24 BRILMAYER, supra note 2, at 24.
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assignment of jurisdiction based on vested rightsrequiresthat asingle place beidentified as
the location of an activity. Thisis problematic because activities that cross-jurisdictional
boundaries are likely to involve a variety of events spread across boundaries. The
identification of the*last act” upon which to base jurisdiction was perceived asarbitrary. A
second criticism emerged from the legal realists, who argued that there were no “vested
rights” until such time asajudge declared them as such. In other words, until oneanswersthe
choice of law question, it isimpossible to know the substantive law that will determine the

location of the last act, frustrating the attempt to solve the choice of law problem.?

B. Brainerd Currie’s “Governmental Interest Analysis”

Currie's interest analysis began with the view that courts should, in general, apply
forumlaw to cases. Thelaw of aforeign jurisdiction would be applied only if thelocal forum
had no interest. If thelocal forum had an interest, however, it would apply itsown law, even
if the other state al so had an interest in the case.”*® Thegroup of casesin which both stateshad
an interest wasreferred to as “true conflicts.” Currie argued that forum law should apply in
true conflict cases because courtsareill suitedto the task of balancing competing interests.
At least in applying forum law, astate can be sure of advancing itsown policiesand interests

as embodied in domestic laws.?’

25 See Cavers, A Critique of the Choice of Law Problem, 47 HARV. L. REV. 173, 175-176 (1933)
26 BRAINERD CURRIE, SELECTED ESSAYS ON THE CONFLICT OF LAWS183-84 (1963).
27 CURRIE, supra note 26, at 119.
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Much has been written on the question of exactly what Currie meant when hereferred
to a “government interest.”?® For the purposes of this paper, it is sufficient to use the

definition provided by Currie:

An‘interest’ asl| usetheterm isthe product of (a) agovernmental policy and
(b) the concurrent existence of an appropriate relationship between the state

having the policy and the transaction, the parties, or the litigation.” %

In other words, alegislative enactment alone does not create agovernmental interest.
Three additional elementsare necessary: (1) afactual relationship must exist betweenthestate
and the transaction or the parties; (2) the factual relationship must implicate agovernmental

policy; and (3) the policy must be alegitimate one, i.e., the relationship is appropriate.*

In implementing Currie’'s approach, courts must examine a law’s purpose.
Ascertaining the purpose of the law is the same as identifying the government policy (the
purpose underlying the substantive rules in question) and is to be accomplished by
conventional normal methods of legislativeinterpretation. If the court determinesthat both
states assert alegitimate governmental interest, then the“insoluble problem” of true conflicts
arises. Currie viewed the central problem of choice of law asone of deciding which laws shall
yield. He recognized that his proposal to apply forum law was an imperfect solution, but
considered it the best option available. One justification for Currie’s proposal is that the
“court can at least be sureit is consistently advancing the policy of its own state. It should

apply itsown law... simply because a court should never apply another law except when there

28 A careful discussion of the question can be found in Kay, supra note 23, at 105-111.
29 BRAINERD CURRIE, SELECTED ESSAYS ON THE CONFLICT OF LAWS 621 (1963). A detailed discussion
of this quote and other issues relating to Currie’'s definition of governmental interest in contained in Kay, supra
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is a good reason for doing so.”3* Moreover, in Currie’ s view, courts are not competent to

choose between two laws because it requires balancing of incommensurate interests.

Currie enunciated the following summary of hisapproach in 1964.%? If only one state
hasan interest (known asa*“falseconflict”), that state’ slaw applies. When acourt isasked to
apply the law of aforeign state, it should inquireinto the policies underlying the respective
laws and into the circumstances in which it would be reasonable for the state to assert the
policy. If anapparent conflict emerges, the court should attempt a“ moderate” or “restrained
interpretation” of the competing policiesto resolvethe conflict. How acourt should go about
defining apolicy with moderation and interpreting an interest with restraint isunclear. If the
conflict isunavoidable, forum law applies. If the forum is disinterested, but a true conflict
exists between two other statesthe forum should attempt to di smiss on forum non conveniens
grounds, or failing that, step into legislative shoes and resol ve the conflict in accord with how
it thinks the legislature would decide which interest would yield.

Although Currie’ sgovernment interest analysiswasin substantial part adopted in the
Restatement (Second) of Conflicts,*® and remains dominant in choice of law scholarship
today, it has not escaped criticism.®* Critics argue that interest analysisis unpredictable,

difficult to apply in practice, and that it has no meaningful foundation. Asidefrom supporting

note 23, at 50-58.

30 See Kay, supra note 23, at 54.

31 CURRIE, supra note 26 at 119.

32 Brainerd Currie, in CHEATHAM, GRISWOLD, REESE & ROSENBURG, CONFLICT OF LAWS 477-78 (5th
ed. 1964).

%3 RESTATEMENT (SECOND) OF CONFLICTS OF LAWS§ 6 (1971). The creation of the Restatement
(Second) is discussed in Herma Hill Kay, 4 Defense of Currie’s Governmental Analysis, 215 RECUEIL DES
COURS 13 (1989); Reese, Conflict of Laws and the Restatement Second, 28 LAW & CONTEMP. FROBS 679
(1963).

34 See Lea Brilmayer, Interest Analysis and the Myth of Legislative Intent, 78 MICH. L. REv. 392
(1980); Lea Brilmayer, Methods and Objectives in the Conflict of Laws: A Challenge, 35 MERCER L. REV. 555
(1984).

col-8-9-00.doc 12
8/15/00



Choice of Law: New Foundations

the notion that choice of law should turn on the rights of parties rather than government

interests, however, these critiques have failed to produce an alternative approach.®

III. THE PRIMACY OF EFFECTS

Theexisting choice of law literature has generated abroad range of proposalsin part
because it fails to define the object of the choice of law exercise. The goals pursued by
proposed choice of law rulesare difficult to identify, and when they can be identified, are
difficult to justify. Why are we interested in protecting what Currie refers to as a
“government interest?” What islost if the“wrong” choice of law ruleisused? Exactly what
are the notions of sovereignty that lie and the foundation of the analyses that focus on
protecting government interests? Such questions are not addressed in the existing scholarship,
making it difficult to identify the goal s of choice of law scholarship and, therefore, difficult to

evaluate alternative proposals.

ThisArticletakesan entirely new approach to choice of law problems. Thefirst step

in the analysisisto identify the measure by which any particular choice of law rule will be

% See Larry Kramer, Rethinking Choice of Law, 90 COLUM. L. REvV. 277, 27879 (1990). Severa
variations on Currie’s work have been proposed in an effort to determine how to handle “true conflicts.” The
first of these is the “comparative impairment” approach. See William Baxter, Choice of Law and the Federal
System, 16 STAN. L. REV. 1 (1963). Professor Baxter suggested that in order to resolve true conflicts, the forum
should determine which state's policies would be more impaired if its law were not applied. One important
advantage of this approach isthat it does not turn on the choice of forum — assuming that courts are not biased in
favor of their own forum. Moreover, the approach avoids the difficulty of weighing nflicting policies. The
court undertakes no balancing, but rather asks only which state can better afford not to have itslaw applied in the
particular case. Another modification, proposed by Professor Leflar, offers a set of choice-influencing factors a
court should use to resolve true conflicts. See Robert Leflar, Conflicts Law: More on Choice Influencing
Considerations, 54 CAL. L. ReEv. 1584 (1966). These considerations are (a) predictability of results; (b) the
maintenance of the interstate or international order; (c) simplification of the judicial task; (d) advancement of the
state’s governmental interests; and (e) application of the better rule of law. The approach contemplates courts
undertaking an objective inquiry into which law is the most just and reasonable. There are obvious problems
with such an approach - judges tend to be biased in favor of local law; courtslack the competence to evaluate the
merits of conflicting laws; and there may be no meaningful criteria to identify the better law, especialy if the
underlying competing policies are incommensurable. See Brilmayer, Interest Analysis, supra note 34,
Brilmayer, Methods and Objectives, supra note 34.
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measured. Consistent withan economic approach, thisArticlewill take asits objectivethe
maximization of global welfare. Thisimpliesthat only the welfare of individual s matter and
that traditional choice of law concepts such as national interests or comity will be relevant
only to the extent that they affect welfare.

Adopting maximization of global welfare as the objective immediately |leads to the
conclusion that the only basis of jurisdiction to be considered is the impact of rules on the
welfareof individuals. That is, factorsthat have no effect on human well-being areignored.
This approach is a departure from much of the existing literature and its focus on “state
interests,” and other sovereignty-based criteria.*® Where such concernsareirrelevant tothe
interests of human beings, this Article ignores them.*”

Focusing on the well being of individuals, of course, isequivalent to focusing on the
effect actions have on individuals. In other words, the only basis of jurisdiction to be
consideredis*”effects.” Where an activity hasno effect on any person within ajurisdiction,
that jurisdiction hasno reason to regulatetheactivity. Similarly, if an activity hasan effect on
residents of ajurisdiction, that jurisdiction has, at thevery least, an interest in regul ating the

activity. Whether it should do so is the subject of the balance of this Article.

IV. FRAMEWORK

The choice of law problem is analyzed through the use of a simple, though fairly
general, transaction that implicates a choice of law decision. Thisframework yieldsanumber

of useful resultsyet remains general enough to apply to awide range of choice of law issues.

36 See supra note 26; Kay, supra note 23, at 53-59, 105-111.
37 For adefense of this approach, see Steven Shavell & Louis Kaplow, supra note 5.
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Therearetwo classesof individuals. Thefirstincludesall partieswho are consensual,
informed partiesto the transaction. Thesearer eferred to asthe partiesto the transaction or
“direct parties.” The second classincludesthird partieswho are affected by the transaction
but who are not themselves party it. Throughout the paper, unless specified otherwise, itis
assumed that the parties to the transaction act in their own self-interest. Specifically, itis
assumed that they will not voluntarily enter into atransaction unlessthat transaction increases
their well-being. This assumption is convenient for analytical purposes, but might be
criticized becauseit implicitly assumesthat government hasno rolein protecting individuals
from making bad decisions.® It ispossibletotake governmental protections of thissortinto
account, however, simply by renaming the relevant parties. Imagine, for example, that our
model transaction takes place between parties a and b, located in countries 4 and B
respectively. Suppose further that « is considered incompetent to enter into such a
transaction.®* Theanalysisdevel oped inthe Article can be adapted to thissituation simply by
labeling a as a third party rather than a party to the transaction. In other words, the
assumption that « isunableto protect himself isequivalent for our purposesto the assumption
that « is affected by the actions of one or more other partieswithouta’ s consent. Withthis
minor modification, the analysis presented below remainsvalid even in situationswhere one

or more parties need someform of government intervention to protect them from entering into

38 This Article takes no view on whether government action to protect individualsin this way — through
laws such as such as the doctrine of unconscionability, mandatory securities laws, minimum wage laws, and so
on — is desirable in any given situation. Whether or not one believes that such rules are appropriate, the
framework of the paper can be applied to analyze the choice of law problem.

3% This may be so for a host of reasons, including the fact that « is a minor, or is protected by a
consumer protection statue, or is a married woman who is not permitted to enter into a contract without the
consent of her husband, as in the famous case, Milliken v. Pratt. The justification for governmental intervention
in this situation is not the subject of this paper. Rather, if such intervention is deemed to be justified, the analysis
presented in the paper must be adapted accordingly.
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certai n kinds of voluntary arrangements.*® For ease of exposition, theterm “third parties” is
used throughout to include these individuals who are unabl e to protect their own interests.

It isassumed that there are many countries and that partiesto the transactionandthird
parties may belocated in any of these countries. The government of each country isassumed
to maximizethe domestic welfare of local residents. Theframework can also accommodate a
situation in which governments pursue objectives different from those that would maximize
welfare, and the model is extended to take such public choiceissuesinto account in PartVII.
No additional assumptions are made regarding the transaction.

The first step in the analysis is to identify the costs and benefits to be taken into
account. Consider the partiesto thetransaction. Theseindividualsexperienceanincreasein
welfare as a result of the transaction — otherwise they would not participate. The benefit
enjoyed by the partiesto the transaction will bereferred to as” direct effects.” Wealso must
take into account the third party effects of the transaction, which will be referred to as
“indirect effects.” Theseeffectsarefelt, potentially, by individualslocated in every country,
whether or not partiesto the transaction are present within that country. Indirect effects may
be positive or negative.

Within each country, thetotal effect of the transaction on national welfareisthe sum
of direct and indirect effects. Becausethe direct effectsare always positive, and theindirect
effects may be positive or negative, thetotal effect on acountry may be positive or negative.

The total impact of this transaction on global welfare is simply the sum of all direct and

%% |n the securities context, for example, regulation is often justified with reference to third party effects.
See Frank H. Easterbrook & Daniel R. Fischel, Mandatory Disclosure and the Protection of Investors, TOVA. L.
REV. 669, 675 (1984); Fox, Globalizing Markets supra note 9; or by the presence of uniformed participants and
markets that are not efficient, see Andrew T. Guzman, Capital Market Regulation in Developing Countries: A
Proposal, 39VA. J. INT'L L. 607 (1999). The model developed here can be applied in both of these situations.
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indirect effectsfelt worldwide, and can be positive or negative depending on the magnitude of
thedirect and third party effects.** Inframing choice of law rules, the objective should beto
identify and implement rulesthat will permit transactions to take place when the total impact
on welfareis positive, and prevent transactions from taking place when the total impact on
welfare is negative.

There aretwo waysin which achoice of law rule may influence global welfare. First,
the choice of law rulemay lead to the selection of aninferior rule. Asbetween two or more
potential rules, one will often be superior to the others in the sense that it leads to more
desirable outcomes. Much of the academic literature on legal issues dealswith the question
of which rules are the best in one context or another. For avariety of reasons, however,
resolving choice of law issues by attempting to identify the better law is an unsatisfactory
approach. When dealing with aproblem, local lawmakerstypically have selected thelawsin
question. In other words, the policymakersin the two jurisdictions have adopted different
rules. Within each jurisdiction, however, the decision has already been made that the chosen
laws represent the best way to achieve the objectives being pursued by the policymakers.
Thus, the very existence of a conflict demonstrates that the relevant jurisdictions have
different views on which is the best law, so the governments will be unable to reach
consensus on which law is better.** Attempts to choose the better law from an objective

perspective also face tremendous practical difficulties. Thereisoften no consensusonwhich

“LIf p represents the direct effects of the transactions on country i, and f; represents the indirect or third

party effectsfelt by country i, we can express the impact of the transaction on national welfare as:
N

o} o
a .+a f.
i=1 i=1

42 See Baxter, Choice of Law and the Federal System, 16 STAN. L. REV. 1, 7-8 (1963).
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laws best achieve any particular objective, let alone which is best once we accept that
different governments may havedifferent objectives. Aninquiry into whichisthebest law,
therefore, may yield no clear answer. In addition, where courts resolve the question, one
would expect significant local bias. Even acourt seeking to beimpartial ismade up of judges
that are steeped in thelegal and intellectual traditionsof their own jurisdiction. Inattempting
toidentify the best law, therefore, one would expect them to have viewsthat are similar to the
views of their own legislature. Furthermore, a“better law” approach |eaves the court with
tremendous discretion—giving it ample opportunity to favor the law of itsown jurisdiction.
Ultimately, thedifficultiesinherent in any attempt to resolve conflicts by selecting the better
law are insurmountable, and another approach must be adopted.

Second, choice of law rules may influence global welfare through their effect on the
laws adopted by governments. In other words, the substantive laws chosen by acountry may
be influenced by the applicable choice of law rules. A government making rulesfor aclosed
economy takesinto account all of the costs and benefits associated with thoserules.”® Inan
open economy, however, some of the costs and benefits may befelt outside the government’s
jurisdiction. To the extent that governments are able to externalize the costs or unable to
internalize the benefits of activities, laws passed to regul ate those activitieswill tend to be
undesirablefrom aglobal perspective because national governmentswill not takeinto account
the costs and benefits felt by foreigners** Asaresult, the chosen rules will be distorted
relative to what would be chosen in aclosed economy as governmentstry to externalize costs

and internalize benefits. For example, agovernment will permit activi ties whose impact on

3 The government may not weigh these costs and benefits appropriately, a concern that is addressed in
Part VII.
4 See Guzman, Is International Antitrust Possible?, supra note 10 (discussing thisissue in the antitrust
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global welfareis negativeif the costs are borne by foreigners and the benefits are enjoyed
locally.* Where possible, therefore, choice of law rules should be crafted to force
governments to internalize the costs of their actions (and to allow them to internalize the
benefits). Wherethiseffort succeeds, governmentswill passlawsthat represent, intherule
maker’ s judgment, the best possible rule, taking all costs and benefits into account. This
rel ationship between choice of law rules and government conduct, which hasreceived little
attention in the choice of law literature, isthefocus of thisArticle.*® An efficient choice of
law regime eliminates, whenever possible, the difference between national laws and the

globally optimal set of laws.

A. The Globally Efficient Policy

The analysisbegins by establishing the globally efficient substantive law —the global
optimum. Thisisthe set of substantive policiesthat would exist if asingle benevolent and
well-informed global policy maker were ableto establish laws. Oncetheglobal optimumis

established, the Article analyzes the behavior of countries trying to maximize their own

context).

45 An example of such a policy is the U.S. policy on export cartels. The Webb-Pomerene Act, codified
a 15 U.S.C. 88 16-66 (1994), exempts trade associations formed “for the sole purpose of engaging in export
trade” from the reach of the Sherman Act. Title |1l of The Export Trading Act of 1982, codified as amended at
15 U.SC. §§ 4011-4021 (1994), sought to broaden the availability of the exemption for export cartels. For a
further discussion of export cartels, see A. Paul Victor, Export Cartels: An Idea Whose Time has Passed, 60
ANTITRUST L.J. 571 (1992); George E. Garvey, Exports, Banking and Antitrust: The Export Trading Company
Act — A Modest Tool for Export Promotion, 5 NW. J. INT'L L. & BUS 818 (1983); Eleanor Roberts Lewis, Title
111 of the Export Trading Company Act: A Case Study in Interagency Coordination to Promote Exports,5JL. &
CoM. 451 (1985); Dennis Unkovic, Joint Ventures and the Export Trading Company Act,5 JL. & GOM. 373
(1985); Donald Zarin, The Export Trading Company Act: Reducing Antitrust Uncertainty in Export Trade, 17
GEO. WASH. J. INT’L L. & ECON. 297 (1983).

8 Implicitly, this Article leaves to national governments the question of which law will best advance the
objectives of their country. The choice of law rules are simply intended to encourage countriesto internalize the
costs and benefits of their rules. To the extent that the choice of law rules are successful, governments will face
incentives that allow them to pursue their objectives, but do not allow them to do so at the expense of other
countries.
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welfare and drawslessons from the rel ationship between the policies put into place by these
countries and the globally efficient policy.

Because the framework established above is quite general, the best possible global
policy iseasily stated. A global lawmaker would seek to allow all transactionsfor which the
net effect on total world welfareis positive, and would seek to prevent activitiesfor which the
net effect on total welfareisnegative. Inother words, where the sum of direct effects and
third party effectsispositive, an activity would be allowed but where that sum isnegativethe
activity would be prevented.*’

From the perspective of aglobal planner, the distribution of the costs and benefits of
an activity are not at issue. For example, if an activity reduces the welfare of some
individuals or even some countries, but increases worldwide welfare, the activity should be
permitted. Thisisso because aglobal policy maker can satisfy any distributional objectives
through lump sum transfers between countries or individuals. In practice, of course, such
transfers are very difficult to achieve. Inthe absence of transfersthere may beinstancesin
which efficiency can be traded off against distributional concerns. In order to isolate the
efficiency effectsof various choice of law rules, however, distributional effectsareignored
when evaluating the global optimum. When considering national behavior, of course, the
distributional issues will be relevant. In certain instances, for example, a globally optimal

policy may cause anet |ossin one or more countries when compared to the non-cooperative,

47 Formally, if there are N countries, the global policy maker would allow activities for which:

y ¥
ap+a fo.

i=1 i=1
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sub-optimal outcome. In those cases, the losing countries will prefer the sub-optimal

outcome, frustrating efforts to achieve an efficient international regime.*®

B. Non-Cooperative National Behavior

Asindividual countries pursue their own self-interest, they will be influenced by a
variety of factors, including the choice of law rulesin place. Although the actions of other
countries may affect acountry’s policy decisions by affecting the costs and benefitsfelt by
residents of the country, it isassumed that no country cares about the impact of itsdecisions
on other countries.

Under our assumptions, anational government will allow atransactionto take placeif
and only if the transaction yields anet benefit to the residents of that country.*® Itisclear that
the actions of an individual country will not, in general, coincide with the global welfare
maximizing policy described in Part1V.A. Thisisso because the country takesinto account
only theinterestsof itsown residents, ignoring the impact of the transaction on non-resdents.
If the costs and benefits of an activity are distributed unevenly across countries, therefore,
national policies will diverge from the global optimum. The policy of an individua
government may be either more or less permissive than the global optimum, depending on the

distribution of these costs and benefits. Consider the following examples.
Example. Imagine atransaction that yields a payoff of 1 to each participant, with a

single participant in each country. Assume that there are no third party effects, with the

8 See Andrew T. Guzman, Is International Antitrust Possible?, 73 N.Y.U. L. Fev. 1501 (1998)
(arguing that cooperation in international antitrust policy is unlikely because the distribution of the gains and
losses from such cooperation would leave some countries worse off — even if there is an overal increase in
welfare).

%9 The country’s policy can be stated formally as allowing transactions if and only if:

p+ £30.
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exception of country i, which contains a person who stands to suffer aloss of 2 as aresult of
the transaction.®® If there are N countries, the global effect of this activity is to increase
globa welfare by N-2, implying that for any N>2, the globa benefits of this activity
outweigh its costs. In formulating its own policy, however, country i will consider only the
domestic costs and benefits. Because the residents of country i, taken as a group, stand to
suffer a loss of 1, that country will not permit the activity. Country i’s rule will be less
permissive than the globa optimum. Assuming that i has jurisdiction over this activity, and
assuming that it has the power to prevent the transaction from taking place, it will do so. All
other countries will take into account only the payoff of 1 that each of them stands to gain
and will permit the activity to go forward.

Example. Now imagine a different transaction, again with one participant in each
country, that offers each participant a payoff of 1. Suppose that third party effects impose a
cost of 2 on each country, with the exception of country i. For al N>2, this transaction is
globally welfare reducing. In formulating its policy, country i will ignore the effect of the
transaction on non-residents — implying that from the perspective of country i the transaction
yields a net benefit of 1. If country i has exclusive jurisdiction over the transaction, country i
will allow it to take place, despite the fact that it is welfare reducing from a global
perspective. Country i’s policy in this example is more permissive than the globa optimum.

Because choice of law rules determine which countries’ laws govern a particular
transaction, they can influencethe efficiency of the global legal system. Consider the above

examples. Inboth examples, if therulespermit thelawsof country i to govern, the result will

be inefficient —too strict in thefirst example, not strict enough inthe second. On the other

%0 For concreteness, one can imagine the transaction as a cooperative venture anong a group of firmsto
launch anew product that will compete with a product produced by afirmin country i.

col-8-9-00.doc 22
8/15/00



Choice of Law: New Foundations

hand, if choice of law rules prevent country i from exercising jurisdiction, the efficient
outcome is achieved.

To evaluate choice of law rules more generally, this Article lays out a series of
“lessons” that inform us regarding the connection between choice of law rulesand the overall
efficiency of the international legal system. Although it is not possible to construct a
compl ete set of choice of law rulesthat will yield an efficient result in every instance, these
lessons shed light on many choice of law problems. The guidelinesalso demonstrate avariety
of misconceptionsin existing choice of law rules and scholarship asgenerally understood in

the United States.

V. CHOICE OF LAW LESSONS

A. Lesson #1: Non-Cooperative Approach is Inefficient

If governments behave in a non-cooperative fashion, no single government has

an incentive to implement a domestic legal regime that is globally efficient.

The intuition behind this lesson is clear. A government seeking to maximize the
welfareof itsownresidentswill fail to takeinto account an activity’ scosts and benefitsto the
extent they arefelt outside the borders of the country. Thetwo examplesabove offer simple
demonstrations of thislesson.

Because no country has the correct incentives, a choice of law rule that grants
exclusivejurisdiction to one and not the other will lead to asub-optimal level of regulation.
Toillustratethis point, imagine atransaction involving two countries, A and B. Each country
ishometo partiesto the transaction who enjoy the direct effects of the transaction, and third

parties who are subject to third party effects. The best global policy would be to allow the
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transaction if and only if the sum of direct and third party effectsis greater than zero.>* If
country A decided whether or not the transaction would go ahead, however, it would only
takeinto account the direct and third party effectsfelt by residents of A.>* Theimpact of the
transaction on individualsin country B would beignored. Similarly, country B would ignore
theimpact of the transaction on individualsin country A.>® Because neither country takesinto
account the costs and benefitsfelt by the other country, thereisno reason to expect either of
these countriesto regulate in a globally efficient fashion.

Thislesson may seem self-evident to somereaders, but it bears noting that the choice
of law literature often overlooks this point. For example, one often hears callsto allocate
jurisdiction to the country where aharmissuffered.>* Thislesson demonstratesthat such an
approach is not justified without further information. The mere fact that harm occursin a
particular jurisdiction doesnot imply that the country is suited to regul ate the activi ty. Forthe
same reason, a choice of law rule that adopts the law most favorable to the plaintiff, aswas
advanced by Professor Weintraub, is undesirable>> To adopt such an approach would
systematically favor liability-producing laws, leading to over-regulation.

Up to thispoint, the analysis has been on atransaction-by-transaction basis. In most
areas of law, of course, transactions are not reviewed individually, but rather are permitted or

forbidden based on aset of clear rules. The creation of theserulesis, inturn, affected by the

I Thatis,ifandonlyif: p, +p, + f, +f, >0
>2 Country A would alow the transaction if and only if: p, + f, > 0.

%3 Country B would allow the activity if and only if: P, + f, >0.

% See, e.g., Diane Wood, 4 Cooperative Framework for National Regulators, 72 CHI.-KENT L. REV.
521, 530 (1996) (“1 think that the optimal enforcer for any competition case is the country whose consumers are
harmed by the particular practice in question.”); Eleanor M. Fox, Competition Law and the Millennium Round, 2
J. INT'L ECON. L. 665, 666 (1999) (advocating an international agreement to address the “blockage of markets
and to provide a robust procedural system of public and private enforcement [under which] the law of the
excluding nation would apply.”).
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country’slocal perspective.®® For example, informulating acountry’ sintellectual property
law, acountry that engagesin alarge amount of innovation that isexported around theworld
(such asthe United States) prefersstrict protectionsfor intellectual property rights. Onthe
other hand, a country that imports such innovations but tends to develop few new
technologies (Chile, for example), will prefer aweak intellectual property law which allows
its own firms to copy innovations developed abroad. Neither country has the proper
incentives. Theinnovating country failsto takeinto account theincreased welfare that would
be enjoyed by foreign consumers if intellectual property rules were relaxed while the
importing company does not takeinto account the welfare gain that would be enjoyed by the

innovator if such laws were strengthened.

B. Lesson #2: Extraterritoriality Leads to Over-Regulation

The non-cooperative outcome, coupled with extraterritoriality, leads to over-

regulation.

Imagine atransaction that isundesirable from aglobal perspective, implying that the
worldwide sum of direct and third party effectsisnegative. For thisto be so, it must bethe
casethat at |east one country isworse off asaresult of thetransaction. If that country isable
to prevent thetransaction, it will do soin order to prevent thewelfarelosswithinitsborders.

This means that if every country applies its law extraterritorially, every transaction that

% See RUSSELL J. WEINTRAUB, COMMENTARY ON THE CONFLICT OF LAWS 360 (3d ed. 1986).

% |n fact, there is often much more review of individual transactions than the above text suggests. This
is the case when administrative agencies review individual transactions and are vested with the discretion to
determine which cases to pursue. Regulators in this situation have the opportunity to pursue those cases that
impose more costs than benefits on the country.
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reduces global welfare will be regulated.®” In other words, if all countries act
extraterritorially, a non-cooperative approach to choice of law will never lead to under-
regulation becausefor every globally inefficient transaction thereisat | east one country with
an incentive to prevent it.>®

Consider the other possible scenario—in which the activity is efficient from aglobal
perspective and therefore should be permitted. To be globally efficient it must be that the
worldwide sum of direct and indirect effectsis greaterthan zero. If every country appliesits
lawsextraterritorially, each country will havethe ability to prevent thetransaction. A country
will prevent the transaction if and only if the local sum of direct and indirect effectsis
negative. Thismeansthat for the transaction to be permitted, being globally efficient isnot

enough, it must improve the welfare of every country.* Transactions that increase world

> For the purposes of this Article, it is sufficient to define extraterritoriality as the intention and ability
to compel firms operating abroad to comply with domestic law. Territoriality, on the other hand, can be defined
as an inability or unwillingness to apply one’slaws to conduct abroad. These terms are obviously polar positions
on a spectrum, and it is possible for the application of law to lie between pure extraterritoriality and territoriality.
This does not affect the results of the analysis. As one moves toward greater extraterritoriaity, the level of
regulation will increase and as one moves toward territoriality it will decrease.

%8 The generality of this result can be shown through a more formal presentation. In aworld with N
countries, country j will chooseto prevent an activity if and only if:

P, +/, <0,
If it is also the case that:

N
[¢]
a +/)<0
i=1
then the activity is undesirable from aglobal point of view. For the second inequality to hold it must be
true that the first inequality holds for some j, ensuring that at least one country will wish to regulate the activity.
Thus, any globally inefficient transaction will be regulated by at least one country.
° Treating countries as the relevant unit of analysis, the transaction must be Pareto improving rather
than merely Kaldor-Hicks efficient. Once again, we can demonstrate this result formally. A transaction is
globally efficient and should be allowed if and only if:

N

o]

a P +/)>0.

i=1
If every country applies its laws extraterritorially, however, the transaction will be regulated somewhere

unless P, +f,. >0, for al i. This condition is much more restrictive than the condition for global efficiency
given above.
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welfare but that harm even a single country will be prevented.®® Thisimpliesthat there will
be too much regulation—globally efficient activitieswill be prevented. Infact, theproblemis
even worse than is suggested by this discussion. It is not only the case that the most
restrictive applicable law will govern atransaction, it is also truethat the most restrictive

component Of each applicable law governs. The following example illustrates this point.

Example. Imagine an issuance of securities that has effects on countries A, B, and
C. Suppose that all three countries regulate the transaction, with country A’s laws being the
most restrictive and C's the most permissive.  Extraterritoriaity allows country A to apply
its law to the transaction even if doing so is inefficient from a globa perspective — thisisthe
general result from this lesson.

The dtuation is worse once we recognize that the securities laws of a country
involve a complex regulatory scheme. Assume that, while A’s laws are considered the most
demanding, it is not the case that every element of the law is more demanding than what
exists in countries B and C. To be precise, assume that A’s disclosure requirements are
more demanding than those of country B or C, that country B’s antifraud liability is stricter
than A or C's, and that C's rules governing insider trading and sdf-dealing are tougher than
those in A or B. In this Situation, assuming al countries gpply their laws extraterritorialy,
an issuer must not only comply with the laws of A — the strictest regime — it must comply
with the disclosure requirements of A, the antifraud regime of B, and the self-deding
regulations of C. In other words, the issuer must comply with the strictest component of
each law. In effect, the issuer is subject to a lega regime consisting of a medley of the

strictest elements from the interested countries. No individua country has chosen to

60 See Andrew T. Guzman, Is International Antitrust Possible?, supranote 59 (discussing thisresultin
the context of antitrust).
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regulate its issuers as restrictively as does the internationa regime. By any measure, this is
excessive regulation.

In principle, the problem of over-regulation presented in thislesson could beresolved
through transfers among countries. Specifically, countries that stand to gain from a
transaction could compensate those that stand to lose and in exchange the would-be losers
could allow the activity. Intheinternational arena, however, significant transactions costs
often prevent such transfers, |eading to systematic over-regulation wherethereiswidespread
use of extraterritoriality. In some contexts, facilitating these transfers may be an appropriate
use of international organizationsand international cooperation, anissuethat isdiscussedin
Part VIII.C.

Application of Lesson # 2: The “Governmental Interest Approach” leads to over-regulation.

The government interest approach, developed by Currie and supported by many
choice of law commentators, calls for the application of forum law to cases in which the
forum hasaninterest. This, of course, amountsto aform of extraterritoriality—governments
are permitted to extend the reach of their laws as long as the local forum has an interest —
consisting of agovernmental policy and a sufficient relationship between the state and the
transaction.®* Lesson #2 demonstrates that this approach will lead to over-regulation. An
activity that harms one country will be prevented even if that harm is outweighed by the
benefits enjoyed by other countries. Although thisapproach successfully preventsall welfare
reducing activities from taking place, it also prevents many welfare increasing activities.

From an efficiency perspective, therefore, government interest analysis -- the

dominant approach to choice of law analysis-- isflawed becauseit | eadsto systematic over-

61 See supra TAN 29,
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regulation. It should not surprise us that the government interest approach fails to resolve
conflictsinafashion that promotesefficiency. The development of the government interest
approach was based on preserving notions of state sovereignty, rather than creating an
appropriate environment in which cross-border activity can take place. Infact, because the
government interest approach isso dedicated to preserving territorial notionsof sovereignty, it
was perhaps inevitable that it lead to over-regulation. Where atransaction impacts many
jurisdictions, the pro-sovereignty bias of the government interest approach leadsto regulation

by all affected jurisdictions.

C. Lesson #3: Territoriality Leads to Under-Regulation

Where countries cannot (or do not) apply their laws extraterritorially there

will be under-regulation.

Until relatively recently, there was consensus in the United States that the proper
approach tojurisdiction wasa“territorial” oneinwhich actsbeyond anation’ sborderswere
not within the jurisdiction of the courts.®> This Lesson demonstrates that the territorial
approach leads to systematic under-regulation.

If a country chooses to regulate an activity, but is unable or unwilling to do so
extraterritorially, it still has the option of preventing its own residents from participating.
Regulating local but not foreign actors reducesthe return to thoselocal residentswho would
otherwise have participated. |nmany cases, such action will reduce the payoff to zero or even

cause losses to those individuals. For example, an agreement among a group of firms to

62 See, e.g., American Banana Co. v. United Fruit Co, 213 U.S. 347, 357 (1909) (“[T]the character of
an act as lawful or unlawful must be determined wholly by the law of the country where the act is done.”) Id. at
356.
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engage in a strategy of predatory pricing might generate profitsin expected value termsto
those firmsthat participate, while imposing losses on other firmsin theindustry. If alocal
firmisprevented from participating in thisactivity, it may find itself the target of a predatory
pricing strategy rather than aparticipant. Inother cases, thefact that the transaction istaking
place abroad may generate someincreaseinreturnfor locals. Forinstance, if local firmsare
forbidden from participating in a merger, they may still benefit from anincrease in market
power and profitsif the merger goesforward without them. In either case, however, the fact
that local firmswant to participate indicatesthat preventing them from doing so reducestheir
expected profits.

Although the local governmentisableto prevent local firmsfrom participating inthe
activity, local consumersremain exposed to the consequences of the activity. Aslongasa
country engagesintrade, it will beimporting goods and services affected by the activity,and
local individualswill feel third party effects.®® Therefore, when acountry selectsapolicy in
the absence of extraterritoriality, itschoice set isrestricted to either (a) preventing local firms
from participating in theactivity whilestill suffering at |east some of thethird party effects; or
(b) permitting local firmsto engage in the activity. Policy makers facing this choice will
sometimes choose to permit an activity that reduces national welfare becausethe alternative
of preventing loca firmsfrom participating whilestill exposing one’ sconsumersto the harms

involves a greater loss. In certain cases, therefore, transactions that are globally welfare

®3 The assumption that a country cannot act extraterritorially implies an assumption that it is, in some
way, exposed to the effects of the activity. In principle, of course, all countries can impose their laws
extraterritorially by refusing to permit the importation of goods that have violated local law. The assumption in
thislesson, therefore, isthat the costs of imposing laws extraterritorially exceed the benefit of doing so.
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reducing will be permitted to go forward. This result is demonstrated in the following
example.®
Example. Imagine a country that does not apply its laws extraterritorially either
because it is unable to do so effectively (as is the case for many small countries) or because
it chooses not to do (as was the case for antitrust policy in the United States until 1945° and

Europe until 1988.°°) Suppose that a group of local firms plans to participate in an

®4 To demonstrate this result in a more formal context, recall that if the government permits the activity,
the impact on the national welfare of country i is given by:

pit fi.

If the government prevents local firms from participating, there are two effects, as discussed in the text.
First, the prohibition on participation by local firms reduces the profits enjoyed by these firms to a fraction, d, of
what they otherwise would be, where cE1. Second, the impact of the activity on local third parties may be
reduced because local producers are no longer able to participate. Denote by f the fraction of the impact on third

parties that remains despite the government prohibition, where 0 f1 1. If the government chooses to regulate the
activity, theimpact on welfareis, therefore, represented by:

dp: +f f

The government permits an activity if and only if local residents are better off when local firms
participate, which can be expressed as:

dpi + fﬁ £Epit fi

The above inequality holds aslong as:

(dD)/(1-F) Efi/p

When this inequality is satisfied, the government will permit local participation in the activity. It will
allow such participation even if the activity’s net impact on national welfare is negative. It is clear from the
above inequality that an activity is more likely to be permitted if third party effects are positive and large relative
to local profits. Similarly if d the impact of regulation on profit, is small relative to f, the impact of regulation
on third party effects, the activity is more likely to be permitted.

The relative size of dand f can be thought of as measures of the degree to which a country is able to
regulate extraterritorially. A complete absence of extraterritoriality would imply that local firms (if any) can be

prevented from participating, but local consumers suffer the same third party effects (i.e., f=1). In that case, the
impact from regulating the activity would be:

dp:+ f

Comparing this result to the impact on the country if it allows the activity (p+f;) showsthat it will never
be in the country’s interest to regulate. In other words, a complete absence of extraterritoriality — by which is
meant a total inability to affect the impact of an activity on consumer welfare — implies that a country will never
seek to regulate an activity. On the other hand, an ability to regulate extraterritorially implies that by preventing
the activity a government can fully insulate local consumers from the third party effects (f=0).

More generally, as the impact of regulation on local profits (d gets smaller relative to the impact of
regulation on local third party effects ), governments are less likely to regulate cross-border transactions
because their producers are denied the benefits of the activity while their consumers are not protected from its
harmful effects.

65 U.S. v. Aluminum Co. of America ("Alcoa"), 148 F.2d 416 )2d Cir. 1945).

® A. Ahlstrom Osakeyhti v. Commission ("Wood Pulp"), 1988 E.C.R. 5193, 4 Common Mkt. Rep.
(CCH) S14,491, at 18,612 (Sept. 27, 1988).
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international cartel arrangement intended to both increase market power through a strategy
of collusve pricing and force competitors out of the industry through predatory pricing,
tying arrangements, and so on.  The government must decide whether to permit the activity
to go forward or prevent its local firms from participating. |f the government prevents local
firms from participating, there are two effects. Firgt, the prohibition on participation by loca
firms reduces the profits enjoyed by these firms. The extent to which local profits are hurt
depends on the details of the transaction. We know that the firms will suffer at least some
reduced profits relative to what they would earn if they participated — otherwise they would
not seek to participate. It is possible that the cartel arrangement will benefit them even if
they are not included because the new cartel may set prices high and local firms may be able
to smply follow suit and increase profits. On the other hand, being excluded from the cartel
may reduce their profits below the pre-cartel level of profits. This could occur, for example,
if the cartel succeedsin excluding local firms from suppliers, distributors, and so on.

In addition to the firms, loca third parties may adso stand to lose from the
transaction. In the most extreme form of territoridity, the exclusion of locd firms would fail
to shield loca third parties who would suffer the same loss regardless of whether or not local
firms are permitted to participate. If this is so, the country would clearly be better off by
alowing loca firms to participate. At the other extreme, if by preventing local firms from
participating a country could cause the entire transaction to fail, it would be better off to
regulate any transaction that yields a net loss to locals. In this case, however, we are in
practice no longer dealing with a gtrictly territorid policy.

The intuition behind this lesson is that a country that does not apply its laws
extraterritorially can use regulation to reducethe profitsenjoyed by local firms, but cannot

directly influence the magnitude of third party effects. Asaresult, agovernment may permit

atransaction that reduces the welfare of the country because the alternative of preventing
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local firmsfrom participating whileleaving third parties exposed to losswould yield an even
greater welfareloss. Moregenerally, astheimpact of regulation on local profitsgetslarger
relative to theimpact of regulation onlocal third party effects,®” governmentsarelesslikely to
regulate cross-border transactions because their producers are denied the benefits of the
activity whiletheir consumersare not protected fromitsharmful effects. Thus, an absence of
extraterritoriality leadsto under-regulation becauselocal residentsfeel thefull impact of the
third party effects but local business will enjoy only a fraction (or perhaps none) of the
benefits from the activity.

The relationship among European countries and their competition (i.e., antitrust)
policiesprior to the unification of Europe provides aclear example of thislesson. Prior to
unification, European countries did not apply their competition laws extraterritorially, and
national competition lawswere uniformly permissive. Following unification, authority over
competition policy was passed to the European, rather than national, level. Ascompared to
the competition laws of any single member country, a European law more effectively prevents
or reduces the impact of potentially anti-competitive behavior on consumers becauseit is
better able to regulate the entire transaction rather than just a small portion.®® Inasimilar
fashion, European regulation is more effective at reducing the impact of atransaction on the
profits of non-participants.®® Asthe prior discussion predicts, the European Union adopted a
European competition law that was much stricter than the national lawsit replaced. Because
individual countries had not applied their laws extraterritorially, they had been under-

regulating in the competition policy area.

%7 Note that this ratio represents a reasonable measure of extraterritoriality.
®8 This has the effect of reducingf in note 64.
% Thisis equivalent of bringing dcloser to unity in note 64.
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Oneimplication of Lessons#2 and #3 isthat the extraterritorial application of law can
be neither embraced nor condemned asageneral matter. Neither territorial nor extraterritorial
application of law is efficient, and the question of which ismore efficient isimpossible to
answer without more information about the details of a particular transaction or industry.
Thus, for example, European objections to the extraterritorial application of American
antitrust lawsfrom thelate 1940’ suntil the 1980s cannot be supported without amuch more

complex discussion and analysis than was ever advanced.
D. Lesson #4: Contracting for Choice of Law

In the absence of third party effects, the parties to the transaction should be

permitted to choose the applicable law through contract.

This lesson is a recognition of, and deference to, private ordering. It is well
established in the legal literature,” and no claim of originality ismade here. Thelessonis
presented for two reasons. First, itisdoneto demonstrate that the model is consistent with
thismost basic of intuitions regarding choice of law. Second, because abrief discussion of
this simple lesson improves our understanding of other, less obvious ones.

Because private parties are assumed to engage in transactionsonly whenitisintheir
interest to do so, it must be that the direct effects of a transaction are positive for every
country.”™ If there are no third party effects under our framework, then private welfare and
social welfare are equivalent. The transactions that parties choose to make will be both

welfareincreasing and val ue maximizing because the partiesto the transaction will seek the

0 See, e.g., MICHAEL TREBILCOCK, THE LIMITS OF FREEDOM OF CONTRACT (1993). For an explicit
argument in favor of thislesson in the choice of law context, see O'Hara& Ribstein, supra note 6.
" Recall that the impact of atransaction on parties considered to be incompetent is treated as third party
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highest possible return. One way in which they will seek to maximize their return is by
selecting the legal regime that is best suited to their needs. As this also maximizes the
societal return, thereis no reason to prevent such a selection.

Thislesson implies that parties should be permitted to choose from the law of any
jurisdiction or even agree on aset of custom rulesto govern the transaction entirely through
contract. This approach is fundamentally what drives debates in both the securities and
bankruptcy fields. In securities, proposals have been made to allow issuers of securitiesto
select the law that will apply to their issue.”” The basic premise of these argumentsis that
only the parties to the transactions are affected and they are able to judge the worth of
alternative choice of law clauses. Inthe bankruptcy context, with respect to both domestic
bankruptcy law and transnational bankruptcies, proposals have been made to give firmsthe
ability to select the applicable bankruptcy law.” These proposals argue that if the law is
chosen beforethefirm accumul ates any debt, creditorswill be ableto adjust thetermsof their
lending to take the bankruptcy regime into account. As a result, the firm will have an
Incentiveto choose the most efficient regimein order to ensurethat it can get accessto capital

at the lowest possible cost.™

effects.

72 See Stephen J. Choi & Andrew T. Guzman, Portable Reciprocity: Rethinking the International Reach
of Securities Regulation, 71 S. CAL. L. REV. 903 (1998); Roberta Romano, Empowering Investors: A Market
Approach to Securities Regulation, 107 YALE L.J. 2359 (1998).

73 See Robert K. Rasmussen, Debtor's Choice: A Menu Approach To Corporate Bankruptcy, TLTEX. L.
Rev. 51 (1992). (proposing a menu choice approach for domestic bankruptcies); Alan Schwartz, 4 Contract
Theory Approach to Business Bankruptcy, 107 YALE L.J. 1807 (1998); Robert K. Rasmussen, 4 New Approach
to Transnational Insolvencies, 19 MICH. J. TRANSNAT'L L. 1 (1997) (presenting an international version of a
menu choice approach); Robert K. Rasmussen, Resolving Transnational Insolvencies Through Private Ordering,
MICH. L. REV. (forthcoming 2000)

4 Professor LoPucki has responded that the existence of non-adjusting creditors, who are not
represented in the standard models of international bankruptcy, make a contracting regime undesirable.  See
Lynn M. LoPucki, Cooperation in International Bankruptcy: A Post-Universalist Perspective, 84 CORNELL L.
REV. 696 (1999). But see Rasmussen, Transnational Insolvencies, supra note 73, at 21-22 (arguing for limits on
contracting in order to take these creditors into account).
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In both the securities and bankruptcy contexts, therefore, there are strong arguments
that there are no significant third party effects that need to be considered. In both areas,
however, some commentators believe that such effects exist and should be taken into account
through restrictions on the choice available to the partiesto the transaction. Inthe securities
context there aretwo primary concerns. Thefirst isthat managers—who ultimately makethe
decisions—will seek private benefits at the expense of shareholders, generating alossto the
firm. For example, a manager might wish to engage in self-dealing to the detriment of
shareholders, who are treated asthird parties. A second concern isthat investors, although
consensual parties to the transaction, may not be able to judge the value of a security. In
efficient markets, thisisnot a serious concern becauseinvestorsenjoy the protection provided
by the market. Ininefficient markets, however, there may be amore seriousproblem. Insuch
asituation, investors may not be able to assess the value of the chosen legal regime which
may |lead to araceto the bottom asissuers seek regimeswith low protections and regulators
seek to accommodate the desires of issuersin order to attract securities.” Inessence, certain
partiesto thetransaction are treated asthird parties because they are unable to determineif a
transaction is in their own interest. In the bankruptcy context, it is argued that certain
creditorsare unableto adjust theterms of their lending at the time of contract. Thismay be so
because they are non-consensual lenders, such astort claimants, or becausethey areunableto

alter the terms of their lending to take into account the risks they face.”

5 See Andrew T. Guzman, Capital Market Regulation in Developing Countries: A Proposal, 39VA. J.
INT'L L. 607 (1999); Merritt B. Fox, Securities Disclosure in a Globalizing Market: Who Should Regulate
Whom, 95 MICH. L. REV. 2498 (1997); Merritt B. Fox, Retaining Mandatory Securities Disclosure: Why Issuer
Choice Is Not Investor Empowerment, 85 VA. L. REV. 1335 (1999).

8 See LoPucki, supra note 74. See Guzman, LoPucki, Westbrook, Rasmussen MICH. L. REv.
(forthcoming 2000).
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Thereisatemptation to expand L esson #4 to include the proposition that a country
should not be permitted to exercise jurisdiction over atransaction if it feelsno third party
effects, even if some other countries do experience third party effects.”” Thisconclusion,

however, is not accurate, as demonstrated by L esson #5 blow.

E. Lesson #5: Identifying Interested Jurisdictions

Any country for which either direct or third party effects exist may have an
interest in the transaction and may wish to exercise jurisdiction. A country
should not be excluded from exercising jurisdiction simply because there are

no third party effects felt within the jurisdiction.

To carry out a choice of law analysisin a particular case, we must first determine
whether a particular jurisdiction has an interest in the transaction. That is the role of this
lesson. Once we haveidentified those jurisdictionsthat have an interest, it becomesnecessary
to evaluate thejurisdictional claimsof each. Thissecond step isdifficult and in many cases
no satisfactory solution exists. Itis, nevertheless, worth identifying those countriesthat have
an interest in the transaction as this often simplifies the problem.

For our purposes, ajurisdictionisinterested in atransaction if the transaction hasan
effect onajurisdiction. A transaction haseffectswithinacountry if there are partiesto the

transaction located in the country, if third party effects are felt within it, or both.”

" In fact, this might even be expanded to claim that country i should not exercise subject matter
jurisdiction aslong as local third party effects are positive (f;3 0).

8 In theory, a participant to a transaction may face a benefit of zero. It may, for example, be
participating because arefusal to participate would lead to aloss. It is also possible that the benefits enjoyed by
the parties to a transaction exactly offset the costs borne by third parties. In both of the above theoretical
situations, there are no net effectsfelt by the country, and it has no serious claim to jurisdiction. Because both of
these situations are unlikely, and because they will be very difficult to observein practice, they are not discussed.

col-8-9-00.doc 37
8/15/00



Choice of Law: New Foundations

If a country faces no third party effects, it will permit the activity if and only if the
direct effectsfelt within the country are positive. Ashasalready been mentioned, thismeans
that it will permit any activity that firmswish to undertake. If, on the other hand, third party
effects affect the citizens of another country, they will permit the activity if and only if the
sum of direct effects and third party effects within their country is positive. Althoughitis
true that the first country will not regulate optimally, the same can be said of the second
country. Without additional information, it isimpossibleto know which country’ sregulation
will be closest to the optimum. |If countrieswhich feel no third party effects are excluded
fromjurisdiction, therewill be abiastoward over-regulation because those countriesarethe
least likely to impose burdensome regulations. Consider the following example.

Example. Suppose that only two countries are affected by atransaction. In country
A, there are many firms participating in the transaction, and they stand to enjoy a tota
increase in profits of $100. There are no third party effectsin A. In country B, on the other
hand, there is only one firm participating, and it stands to gain $10. In country B, however,
there are also third parties who will be harmed by the transaction. They face a cost of $50 if
it goes forward.

It is clear that this transaction is value increasing from a global perspective. |If
country A has exclusive jurisdiction, it will permit the transaction to take place and
worldwide surplus will increase by $40. If country B has jurisdiction (and is able to exercise

it extraterritorialy), however, it will prevent the activity, frustrating this value creating

transaction.
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F. Lesson #6: The Hartford Fire Case is Wrong

Where two countries have a jurisdictional claim, the fact that the law of one
country is silent on the issue should not imply that the other country’s law

governs.

ThisLessonisperhapsthe most controversial inthe Articleinasmuch asitisindirect
conflict with the views of both the Supreme Court and many prominent choice of law
commentators. Contrary to the lesson presented here, it is a commonly, though not
universally, held view that there is no “true conflict” between the laws of two or more
jurisdictionswhen only one of those jurisdictions proscribesthe activity.” Intheabsenceof a
“true conflict,” the dominant view is that the country whose laws deal with the activity in
question should apply. The Supreme Court adopted this view in the well-known Hartford
Fire case.®

In Hartford Fire Ins. Co. v. California,®* nineteen American States and many private
plaintiffsfiled suit agai nst agroup of defendants consisting of primary insurers, reinsurance
companies, and trade associations. The plaintiffsclaimed that the defendants had viol ated the
Sherman Act by engaging in conspiraciesintended to affect the American insurance market.®

The actions of the defendants were apparently legal under British law. “[The British]

" Hartford Fire Ins. Co. v. Cdifornia, 509 U.S. 764 (1993), Kramer, supra note 35 a 307; CURRIE,
supra note 26, at 477-78; Kay, supra note 23, at 59.

80 Many commentators have written on the Hartford Fire decision, and many of those commentaries are
critical. The criticisms, however, are different from that advanced herein. See James P. Rhatican, Hartford Fire
v. California: A Mixed Blessing for Insurance Defendants, 47 RUTGERS L. REV. 905 (1995) (criticizing the Court
for its abandonment of comity); Robert C. Reuland, Hartford Fire Ins. Co., Comity, and the Extraterritorial
Reach of United States Antitrust Law, 29 TEX. INT'L L.J. 159 (1994) (warning that Hartford Fire threatens U.S.
foreign relations); Kenneth W. Dam, Extraterritoriality in an Age of Globalization: The Hartford Fire Case,
1993 SuP. CT. ReEV. 283 (arguing in favor of comity analysis). But see Varun Gupta, Note, After Hartford Fire:
Antitrust and Comity, 84 GEO. L.J. 2287, 2288, 2316-18 (1996) (arguing in favor of the elimination of comity).

81 500 U.S. 764 (1993).
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Parliament has established a comprehensive regulatory regime over the London reinsurance
market and . . . the conduct alleged here was perfectly consistent with British law and

policy.”® Based onthelegality of the conduct in Britain, defendants argued that U.S. courts
should declineto exercisejurisdiction under principlesof international comity. The Supreme
Court, however, held that there was no “true conflict” between British and American law.
“Since the London reinsurers do not argue that British law requires them to act in some
fashion prohibited by thelaw of United Statesor claim that their compliance with the laws of
both countriesisotherwise impossible, we see no conflict with British law.”®* Inotherwords,
because British law permits but does not compel the conduct, thereisno conflict between that

law and a U.S. law that prohibits the conduct.

The Supreme Court’ s approach in Hartford Fire is consistent with the view taken by
the Restatement (Third) of Foreign Relations Law, which statesthat “where a person subject
to regulation by two states can comply with the laws of both” there is no conflict, “even
wheretheforeign state has astrong policy to permit or encourage such conduct.”® Thesame
view isadvanced by the mainstream of American conflicts scholars. Professor Kramer, for
example, writesthat “[a] choice of law problem existsonly if thedifferent lawsrelied on by
the parties can plausibly be construed to govern the case.”® Kramer begins hisdiscussion

with purely domestic cases, noting that even when only one jurisdiction isinvolved, there

82 500 U.S. 764, 769 (1993).

8 14 a 798.

8 1d. a 799.

8 Restatement (Third) of Foreign Relations Law § 415, Comment e. The Hartford Fire Court quotes
this exact languageinitsopinion. 509 U.S. at 799.

8 Kramer, Rethinking Choice of Law, supra note 35, at 283. Although the above quote refers to a
dispute within a single jurisdiction, his point is that the same analysis applies in multistate cases. In the
multistate context, he writes, “the court should first examine the laws in issue to determine whether both apply,
i.e., if there is a conflict. If there is a conflict, the court should then employ some second order rule of
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may be choice of law questions. The parties, for example, may each cite law that supports
their own position, and it is then up to the court to determine which law applies. Insuch a
domestic setting governed by asinglelegislative body, Kramer is correct in his conclusion
that if only onelaw appliesto the plaintiff’ sclaim, the choice of law questionisresolved. In
the interstate setting, however, Kramer’s view is problematic. Where the laws of two
jurisdictions are implicated, the fact that only one law proscribes an activity should not be
considered conclusive because one must allow for the possibility that theother jurisdiction
hasan interest in permitting the conduct of the defendant. Thisisnot anissueinthedomestic
setting because a single legislative institution is responsible for the legal rules. In the
domestic setting, a policy of permitting an activity to proceed without regulation can be
applied simply by avoiding such regulation. In the interstate context, however, no single
legislatureisableto bring about a permissive policy in the face of regulation by another state.
For thisreason, silence on an issue should be viewed as permissive.

The current debate about “true conflicts” failsto take sufficient note of thefact that a
jurisdiction often has an interest in permitting— but not mandating—an activity. Becauseitis
unusual for a country to enact statutes declaring a particular activity permissible, it is not
enough to look simply to the statutes of ajurisdiction in order to determine if thereisa
conflict with thelaws of another jurisdiction. In many casesthe absence of proscriptivelaw
will be the result of a national interest in permitting the activity.

To demonstrate the point, imagine an activity that iswelfareimproving from aglobal
perspective and from the national perspective of every country except country A. Incountry

A, the activity causes a reduction in welfare. In every country other than A, the activity is

interpretation to choose between these laws.” Id. at 291.
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welfareincreasing and thereisno reason for the government to impose regul atory restrictions.
Nor is there any need to compel participants to undertake the activity because they will
choose to do so of their own accord. The laws of every country other than country A,
therefore, are likely to be silent with respect to thistransaction. Country A, however, will
seek to prevent the transaction in order to avoid aloss of welfare. Under the Hartford Fire
approach, acourt charged with settling a conflictsissue between country A and one or more
of the other countries would note that only country A haslawsthat deal with the issue, and,
therefore, there is no true conflict.

L esson #2 aboveindicatesthat the non-cooperative outcome will lead to systematic
over-regulation becauseit isthelaws of the most restrictiveinterested country that will bind
private actions. Adopting the Hartford Fire approach compounds this problem of over-
regulation. It causes choice of law rulings to systematically favor more, rather than less,

regulation by always selecting aregime with regulation over one without.

This Lesson demonstratesthat adifferent analysis of theHartford Fire caseisneeded.
Thefact that British law issilent on the question should be taken to imply that British policy
is permissive with respect to such activity. Thiswould generate a*“true conflict” with U.S.
law. The question of which law should governisproblematic because neither country hasan
incentiveto adopt the globally optimal set of regulations, apoint that ispresented in Lesson 1.
The Hartford Fire approach admittedly reducesthe number of true conflicts, but it doessoin

amanner that undermines the efficiency of the choice of law system.?’

87 Obviously the mere fact that an approach reduces the number of conflicts cannot be sufficient
grounds for adoption because one could eliminate all conflicts by, for example, flipping a coin. Although this
would resolve conflict problems, it is not adesirable policy.
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It istruethat silence may also imply indifference to regulation and, in such cases, it
would be harmful to frustrate the efforts of other countriesto regulate an activity. For this
reason, it may be desirableto givethe partiesan opportunity to present evidenceregarding the
interests of the silent jurisdiction. Where it appears that a jurisdiction has no interest in
allowing the activity, the Hartford Fire rule could be applied. The presumption, however,
should be that a silent country whose laws are implicated has an interest in permitting the

activity.®

The difference between this Lesson and the Hartford Fire approach isaproduct of the
difference between the economic approach adopted in this paper and the more traditional
doctrinal approach taken in most conflicts scholarship. Unlikethe approach adopted by the
Supreme Court, the Restatement, and traditional conflicts scholars, the exercise proposedin
this paper is not merely to determine if “some rule of positive law confers a right to
recovery,”® but rather to contribute to the development of a set of background rules that
increase the efficiency of theinternational system and encouragelegislaturesto adopt optimal

rules.

G. Lesson #7: The Location of the Parties and Domicile Tests

That a resident or domiciliary of a jurisdiction is a party to a transaction
Justifies the presumption that the jurisdiction has an interest in permitting the
activity but does not, by itself, justify application of regulation by the

Jurisdiction.

8 At issue here is the question of whether a jurisdiction has enacted a substantive rule to regulate an
activity. Thisis different from the question of whether a jurisdiction has chosen to extend the reach of itslaws
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If aresident or domiciliary from country A isaparty to thetransaction, jurisdiction A
may have an interest in allowing that activity, as shown in Lesson 6. In other words, there
should be a presumption that A’ s regulatory scheme be considered.

If there are no third party effects felt in A, however, there is no justification for
applying A’ sregulatory schemeif itis“stricter” than the regulatory scheme of other affected
countries. In other words, the fact that A has an interest in permitting an activity does not
necessarily mean that A has an interest in regulating it. Thislesson, therefore, can help to
resolve cases in which more than one country has an interest in the transaction.

Imagine, for example, a U.S. issuer that issues securitiesin France and sellsonly to
Frenchinvestors. The United Statesmay have aninterest in permitting thisactivity, but it has
noidentifiableinterest in regulating it. Becausethe French rulesareless stringent than the
rules of the United States, there is no reason for the United States to seek to exercise
jurisdiction over the transaction. The individuals whose interests are protected by the
regulation (the investors) are all French so there is no reason to apply any law other than
French law.

Although residence and domicile play only asmall roleinthe choice of law question,
they have the advantage of being easy to observe and verify. To the extent that they are
closely related to thelocation of effects, therefore, they may serve as proxiesfor effects®
Recall that the definition of “ effects” used inthisArticleincludes effectson the partiesto a

transaction. Thefact that domicile and residence are often so closely connected to effectsfelt

beyond its own borders, an issue taken up in Part VI.A.

89 Kramer, supra note 35, at 290.

% The relative importance of domiciliary and territorial factors has been, and continues to be much
debated. Beal€e's vested rights approach suggested that territoriality was the better approach, while Currie’s
interest analysis recommends a domiciliary approach. As this paper indicates, neither approach is conceptually
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by the parties to the transaction meansthat their use asabasis of jurisdiction will normally
pose no serious problems. However, it should beremembered that it isnot the domicileitsel f
that justifies jurisdiction, but rather the effects of the transaction.

The ability to use domicile or residence as a proxy for effects may explain the
historical use of these doctrines. At atimewhen thevast mgjority of transactionswerelocal,
therewould have beenrelatively few casesin which effects crossed jurisdictional borders. A
test based on residence may have been the most efficient option because one based on the
location of effectswould risk over-reaching by courtsand would lead to costly litigation to
identify effects. Intoday’sworld, however, the frequency and magnitude of cross-border
transactions requires the use of different jurisdictional touchstones.

Our focus on effects hel psto clarify another important question regarding domicile—
whether it should be viewed asan exclusive basisfor jurisdiction. Onceitisrecognized that
domicileisuseful becauseit proxiesfor effects, it isclear that it should not be an exclusive
basisfor jurisdiction. Other jurisdictionsinwhich the effects of thetransaction arefelt may

also have a strong claim to jurisdiction.

H. Lesson #8: The Conduct Test

Because we are only interested in effects, the location of the activity, the place
of contracting and the place where the action is brought are not relevant to the

choice of law question.

Among the tests commonly used to determine jurisdiction is what is termed the

“conduct test.” This test bases jurisdiction on the location of the relevant conduct and

correct, but both may serve as proxiesfor effectsin certain instances. See LEA BRILMAYER, CONFLICT OF LAWS
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represents one of the most traditional basesfor jurisdiction.”* Theconduct testiscommonly
used in order to determine, for example, whether U.S. securitieslaws havejurisdiction over
alleged violation of antifraud rules.

Although tests based on the location of activity are widely used, they have no direct
bearing on the impact of behavior on welfare. They should, therefore, represent neither
necessary nor sufficient conditions for jurisdiction. Suppose, for example, that a non-
American issuer of securitiesengagesin activitiesthat would constitute fraud under American
securities laws, and the activitiesin question take placein New Y ork City. Assumethat the
securitiesare sold to an investor who isnot aresident of the United States, but the transaction
alsotakesplacein New Y ork City. Under thesefacts, the transaction would almost certainly
be regulated under the existing laws of the United States® Notice, however, that the
transaction has no effect on U.S. residents. Absent such an effect, there is no reason for
Americanregulatory authoritiesto take an interest in the case and, therefore, noreason for the
United States to have jurisdiction over the transaction.

One common justification for the regulation of this sort of transaction under U.S.
securitieslawsisthat thelawsexist not only to protect individual investors, but al so to protect
theintegrity of capital marketsinthe United States. If transactions such asthe one outlined
above are deemed to be beyond the regulatory reach of U.S. securities laws, the argument
goes, market participantswill be unable to distinguish between transactionsthat are protected

by American law and those that are not so protected.

19 (1995).

%1 See American Banana Co. v. United Fruit Co., 213 U.S. 347 (1909).

92 See Choi & Guzman, supra note 13 at 215-19.

93 See Schoenbaum v. Frstbrook, 405 F.2d 200 (2d Cir. 1968); Bersch v. Drexel Firestone, 519 F.2d
974 (2d Cir. 1975).
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Professor Choi and | have argued elsewhere that the market will, in fact, be able to
distinguish between those securities that are subject to U.S. law and those that are not.*
Regardless of one’ sview on the question of whether the above transaction would undermine
the integrity of local capital markets, however, it is not the location of the conduct that
justifiesthejurisdictional claim. Justifying regulation inthiscaserequiresthe claimthat the
transaction harmslocal capital markets, which amountsto a claim that the transaction has a
negativeimpact on third partieswho are participantsin U.S. securitiesmarkets. Thisamounts
to an effect on U.S. capital market participants, including many U.S. residents. The
justificationfor regulation, therefore, isbased on effectsfelt by residents of the United States,
not on the location of the transaction.

Noticethat the same concerns may arisein asecuritiestransaction that takes placeina
location outside the United States. I magine aJapaneseissuer of securitieswho sellssecurities
to U.S. investors. Assumethat the transaction takes placein Japan.®> Asisthe casewith the
previous example, the location of the transaction is notenough to determinejurisdiction. We
must, once again, inquire asto the effects of the transaction on U.S. residents. First, thefact
that the investor isfrom the United States may be sufficient to establish effects within the
United States, although L esson 4 suggests that the parties should be permitted to select the
applicable law. Alternatively, if one assumes that the investor is unable to protect his
interests, then the investor himself should be treated as a third party to the transaction,

implying that the transaction has an effect within the United States. In either case, these

% Choi & Guzman, supra note 9.

% Given the state of modern communication technology, of course, it may not always be clear exactly
what is required for a transaction to “take place” in a particular location. In the transaction mentioned, for
example, it is possible for the investor to be in Los Angeles, while his broker isin New Y ork, and the issuer and
its underwriter are in Japan. We put the complexities of the location of the transaction aside for the purposes of
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effects, felt within the United States, imply that the United States has an interest in the
transaction. These examplesare not intended to establish the appropriatej urisdictional reach
of the securities laws. They are simply intended to demonstrate that the location of the
transaction is not a useful test for the jurisdictional reach of the laws.

Although thelocation of the transaction does not itself serve asan appropriate basis
for jurisdiction, it may serve as aproxy for effects. Thelocation of atransaction may be a
useful proxy for effectswheretheimpact of atransactionislikely to befelt by thosewho are
close to the location of the transaction, and where ajudicial inquiry into the presence of
effectsis costly and/or inaccurate. By using the location of the transaction, as a proxy one
avoids the costs and uncertainty of an effects-based test. These benefits may outweigh the
costs generated by the fact that location is an imperfect proxy for effects.

Two points are worthy of note, however. First, the location of the transaction is
becoming alessreliable proxy. Technological advancesin communication often allow the
partiesto atransaction to select thelocationin whichit will take place. Thislocation may be
far removed from the site of the effects of the transaction. For example, a securities
transaction can be structured to take place — in the sense that documents are signed and
exchanged —amost anywhereintheworld. Similarly, firmsengaged in activitiesin violation
of antitrust laws can arrange to meet and discuss their intentions in a location of their
choosing. The low cost of travel and communication implies that the location of their
meetings and discussion will be a poor proxy for the effects of their actions. Even more
dramatic, of course, is the Internet, which allows immediate worldwide dissemination of

information, making it possibleto locate certain transactions virtually anywhereintheworld.

this example and simply assert that, regardless of the manner in which the location of the transaction is defined,
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Second, if the location of the transaction is to be used as a proxy for effects, it is
important that it be understood as such. In certain contexts, the location itself assumes
importance that isnot merited by itsrole asaproxy for effects. Thisisthe case, for example,
in the securities context. The debate over whether to regulate such atransaction, therefore,
should focus not on thelocation of the transaction, but on the question of whether or not such
third party effectsexist. If they do thereis at least some basis for jurisdiction.

Many current jurisdictional debates focus on the question of whether aterritorial
approach is better or worse than a contractual approach. Sophisticated proponents of a
territorial approachtojurisdictionrely ontheroleof territorialism asaproxy for third party
effects. Thosewho arguefor acontractual approach believethat such third party effectsare
small. If there are no third party effects, then the contractual choice of law should be
honored. Incorporatelaw, thereisongoing debate about the advantages and disadvantages of
a system that allows firms to select, through their place of incorporation, the applicable
corporate law. Thosethat support this approach argue that sharehol ders choose the place of
incorporation efficiently becausethey internalize the costs and benefits of their choice. Those
that critique the existing system claim that the principal -agent problem between shareholders
and managers prevents the latter from taking all costs and benefits into account when they
choose ajurisdiction on behalf of shareholders.*®

Noticethat both sides of the debate would agree that thereis nothing inherent in the
place of incorporation that should determine jurisdiction. Rather, the debate asks whether
there are third party effectsthat make it inappropriate to allow the firm and its managersto

choose the applicable law.

the transaction takes place in Japan.
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The debate over the proper jurisdictional reach of American securitiesregulation takes
placealong largely the samelines.®” Onceagain, thelocation of any particular conduct isnot
at issue. Commentators focus instead on whether there are third party effects and the
probablelocation of those effects. Professor Merritt Fox, for example, arguesfor aterritoria
approach to the regulation of international securities offerings. He does so not because
territoriality represents ameaningful basisfor jurisdiction, but rather because he believesthat
territoriality provides a good proxy for the location of third party effects.®®

In the bankruptcy area, there is an ongoing debate about how to allocate jurisdiction
over abankrupt enterprise. Some commentators propose asystem that would allow firmsto
choose the applicable bankruptcy regime at the time of their incorporation. Aslong as all
creditorsare aware of thischoice and ableto adjust, we should allow debtorsand creditorsto
select thelegal regimethat will govern abankruptcy.® Thosewho opposethisview do so on
the groundsthat there are third party effectsfor which mandatory bankruptcy rulesare more
appropriate.’® Intheinternational sphere, arelated debate exists. Most commentatorsbelieve
that bankruptcies should be wound up under thelaws of asinglejurisdiction.*®* Theopposing
view isterritorial in nature—the location of the assets should determine jurisdiction. The

better versions of the latter argument rely on the presence of creditors whose location is

% See supra note 8.

9 See supra note 9.

98 Fox, supra note 9.

% See supra note 73

100 g LoPucki, supra note 8.

101 See Bebchuk & Guzman, supra note 11, Westbrook, supra note 11, Westbrook, forthcoming MICH.
L. Rev. (2000), Rasmussen, supra note 11, Rasmussen, forthcoming MICH. L. REV. (2000), Andrew T. Guzman,
forthcoming MICH. L. REV. (2000).
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correlated with the location of the assets and who are unable to adjust to bankruptcy rules

other than those present in the local jurisdiction.**

VI. POLICY IMPLICATIONS

A. The Presumption Against Extraterritoriality

Where a statute is silent as to its extraterritorial effect, it should be interpreted

as being strictly territorial.

Many statutesaresilent asto their extraterritorial effect. It oftenfallstothe courtsto
determinethereach of such statutes. A long-standing canon of statutory interpretation states
“that |egislation of Congress, unlessacontrary intent appears, is meant to apply only within
theterritorial jurisdiction of the United States.” ' In order to overcomethe presumption, a
party must show “the affirmative intention of Congress clearly expressed.”** This
interpretative principlewas pivotal in the antitrust case, American Banana Co. v. United Fruit
Co.,*® in which Justice Holmes penned perhaps the most famous statement of therule, “the
general and almost universal ruleisthat the character of an act aslawful or unlawful must be
determined wholly by the law of the country where the act is done.” %

Although the presumption against extraterritoriality remains part of the legal

landscape, it has suffered asignificant lossof influence. Intheantitrust area, for example, the

102 §oe LoPucki, supra note 8, 11 U.S.C. §304.

103 EEOC v. Arabian American Oil Co. (“Aramco’), 499 U.S. 244, 248 (1991) uoting Foley Bros. v.
Filardo, 336 U.S. 281, 285 (1949)). One can find references to the presumption as early as 1818. See United
Statesv. Pamer, 16 U.S. 610 (1818).

104" Aramco, 499 U.S. at 248 Guoting Benz v. Compania Naviera Hidalgo, SA., 353 U.S. 138, 147
(1957)).

105 213 U.S. 347, 357 (1909) (“The foregoing would lead, in case of doubt, to a construction of any
statute as intended to be confined in its operation and effect to the territorial limits over which the lawmaker has
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American Banana precedent was avoided by courts for many years and ceased to be the
applicable law by the mid 1940s.*°" The presumption has been overlooked in other areas of
law as well, including securities law.'® Reflecting the decline of the presumption against
extraterritoriality, the Restatement (Second) of Foreign Relations Law states that the
presumption exists but applies“only to conduct occurring within, or having an effect within,
the territory of the United States.”'* The Restatement (Third) went so far as to state that
Justice Holmes’ statement of the presumption against extraterritoriality, “though still often
quoted, does not reflect the current law.”**° Finally, the Supreme Court failed to apply the
presumption against extraterritoriality in Hartford Fire Insurance Co. v. California,*** an
antitrust case decided in 1993.

Despite its decline the presumption against extraterritoriality has not completely
vanished. Inrecent yearsit hasbeen applied to avariety of cases before the Supreme Court,
most prominently, E.E.O.C. v. Arabian Oil Co. (“Aramco”).**? Inthe Aramco case the Court
refused to apply Title VII extraterritorially in the case of discrimination by an American
company against an American employee abroad.

From the perspective of a court, of course, it would be preferable if every statute

specified the extent to which it should apply extraterritorially. Where such instruction is

general and legitimate power. ‘All legislationis primafacieterritoria.’”)

196 74 at 356.

107 See United States v. Sisal Sales Co., 274 U.S. 268 (1927); United States v. Aluminum Co. of
America (*Alcoal), 148 F.2d 416 (2d Cir. 1945).

98 See Schoenbaum v. Firstbrook, 405 F.2d 200(2d Cir. 1968) (effects). But see Bersch v. Drexd

Firestone, 519 F.2d 974 (2d Cir. 1975) (conduct); SEC v. Kasser, 548 F.2d 109 (3d Cir. 1977) (same).

109 Restatement (Second) of Foreign Relations Law § 38 (1965).

110 Restatement (Third) of Foreign Relations Law § 415, Reporters’ Note 2 (1987).

11500 U.S. 764 (1993).

112 499 U.S. 244 (1991). The Court has also applied the presumption to the Foreign Sovereign
Immunities Act, the Federal Tort Claims Act, and the Immigration and Nationality Act. See William S. Dodge,
Understanding the Presumption Against Extraterritoriality, 16 BERKELEY J. INT'L L. 85, 87 (1998).
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absent, however, the objective of achieving aglobally efficient choice of law regimeisbest
served through application of the presumption against extraterritoriality. The alternative
presumption—that silence implies extraterritorial effect-- will not only increasethefrequency
of conflicts, it will also lead to over-regulation, as demonstrated in Lesson #2.

The presumption against extraterritoriality isthe subject of some debate in academic
circles. Some commentatorsarguethat whatever rolethe presumption has played in the past,
it isno longer an appropriate canon of interpretation.**® Infact, itis more appropriate than
ever because there aremoreinternational contactsand more conflicts, increasing the val ue of
rules to resolve conflictsin efficient ways.

Sovereign States can, of course, chooseto havetheir lawsapply extraterritorially. If
the benefit to the country of having the law apply extraterritorially is substantial, the
legislature can apply the law to conduct that takes place abroad, and it can define the precise
reach of the statute. Thisprovidesguidanceto the courtsand to the partiesto thetransaction
which increases predictability —agood initself. More importantly, in those situationsin
which a country has little or no interest in the extraterritorial application of its laws a
legislatureisleast likely to specify the extraterritorial reach. These are also the contextsin
which one or more other countries are likely to have a greater interest in regulating a
transaction. In other words, the presumption against extraterritoriality is a mechanism to
eliminate conflictswhere one country hasvery little interest—and therefore should probably
not exercisejurisdiction. Although not aperfect filter for casesin which thejurisdiction has

little interest, this approach serves to combat the tendency toward over-regulation.

13 See Larry Kramer, Vestiges of Beale: Extraterritorial Application of American Law, 1991 SUP. CT.
Rev. 179, 184; Gary B. Born, A Reappraisal of the Extraterritorial Reach of U.S. Law, 24 LAW & POL’Y INT'L
Bus 1(1992).
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It istrue that a presumption against extraterritoriality tendsto bias the international
system toward less, rather than more, regulation. In particular, Lesson #3 points out that
territoriality leadsto under-regulation, implying that apresumptioninfavor of territoriality
might lead to under-regulation. Although thereissome merit to thisconcern, the presumption
against extraterritoriality remainsavaluable choice of law tool. Concern for under-regulation
brought about because of the presumption isoverstated primarily because the costs of too
little regulation fall on local residents. Thus, if there is under-regulation, the country that
bears the cost can correct the problem by specifying the reach of itslaws. If the country
chooses not to correct the problem of under-regulation, it isbecausethe costsaresmall. In
this sense, there isan automatic correction mechanismin place. Itisalso useful to notethat
the alternatives—apresumption in favor of extraterritoriality or case-by-case determination
by courts—also come with significant costs. In either case, courtsarelikely to extend the
jurisdictional reach of astatute morethanisglobally optimal either because doing soisinthe
national interest or because the court is concerned about aparticular plaintiff in aparticular
case. If thisisdone, Lesson#2 demonstratesthat the result is over-regulation. Inthiscontext,
however the costs of the over-regulation are borne by foreigners, so thereisno reason for the
legislature to alter the jurisdictional reach of the law. Thereisno mechanism in place to

correct the over-regulation that resultswhen the presumption of extraterritoriality isignored.

B. National Treatment of Foreign Plaintiffs

National Treatment of foreign plaintiffs should be required.

Governmentstypically | egislate with respect to abroad class of transactions. Thisfact

reducesthedistortion of thelegal rulesresulting from strategic behavior because rather than
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evaluating each individual transactionintermsof itseffect on national welfare, policy makers
must adopt rulesthat apply to groups of transactions. Thisgrouping of transactions makesit
more likely, though by no means certain, that the domestic gains from adopting aglobally
efficient rule outweigh the gains from adopting less efficient alternatives.

Imagine, for example, an activity that yields benefits to the participants but has
negative third party effects. If adetailed review of the direct and third party effects of a
transaction is not possible, legislators will adopt a rule that maxi mizes the total national
benefit from thosetransactions. Therulewill not be perfect for every transaction because a
general ruleisnecessarily more crude than case-by-casereview. If, ontheother hand, it were
possibleto review each transaction separately, thelaw would permit atransaction based on
the costs and benefits of that transaction. Such arulewould allow thejurisdiction to prevent
any transaction that is not advantageous to local residents.

A separatereview of the costs and benefits of each transaction isobviously better from
the perspective of national welfare becauseit tailorsthe regulation much more closely to the
guestion of whether or not atransaction increases national welfare. One of the effectsof this
review, however, isthat it allows countriesto discriminate between residents and foreigners.
The following example illustrates this point.

Example. Imagine a transaction between two parties, each of whom stands to gain
100. There are aso third party effects that impose atotal cost of 150. Assume that this same
transaction takes place frequently, though with different parties each time. It isclear that the
transaction is welfare increasing and, from a globa perspective, should be alowed. Assume
that there are two ocountries, A and B. If country A can evaluate the costs and benefits of
each transaction individualy, it will enact laws that permit the transaction when the loca
benefits exceed the local costs. If the entire transaction takes place in A, it will be permitted.
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If one of the parties to the transaction is located in B while the other party and al the third
party effectsarein A, it will be prevented. Country A’s ability to evaluate the transaction on
a case-by-case basis gives it the opportunity to dscriminate against residents of B. As a
result, some efficient transactions are prevented.

Now suppose that country A cannot evauate the costs and benefits of each
transaction. Instead, it must adopt a law either permitting or preventing all such transactions.
Assuming that country A gets the benefits from the transaction as often as it gets the losses,
it will choose to dlow the transaction. From the perspective of country A some permitted
transactions will cause a national welfare loss, but when taken as a group the transactions
will lead to a welfare gain. More importantly, notice that A has adopted a rule that is
consistent with the efficient regime. It has done so because it was unable to discriminate

against residentsin B.

If national lawmakers and regulators are unable to discriminate between locals and
foreigners, they will havetotreat all transactions of acertaintypeinthe sameway, even when
it isforeigners who stand to benefit. This restriction encourages more efficient rules. If
locals are aslikely to gain or lose from atransaction as are foreigners, the best law from a
national perspectiveisthe same asthe best law from aglobal perspective. For any specific
transaction localsmay win or lose, but if legislators are unabl et o discriminate among policies
ex post, their ex ante policies will be globally optimal .**4

Consider, for example, the U.S. Bankruptcy Code, which permits U.S. creditorsto
prevent the turnover of local assets to a foreign jurisdiction by showing prejudice or

inconvenience.'™ Such legislation instructs courtsto make achoice of law decisionin order

114 The assumption that the costs and benefits are distributed across countries according to the same
distributionisstrong. Itisrelaxed below.
11511 U.S.C. §304(0).
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to advancetheinterestsof local creditors. Itiswidely agreed that thispolicy isinefficient, but
itisdefended onthegroundsthat it protectslocal creditorsinthoseindividual casesinwhich
the gains from refusing turnover outweigh the costs.**

I magine how thelaw might be different if such discrimination were not permitted.**’
A national treatment standard of thissort gives every creditor—and not only local creditors—
the option of preventing the turnover of assets and ensuring their distribution under local law.
Because the distribution of assetsin bankruptcy isazero sum game,*®itislikely that at least
some creditor prefersdistribution under local law.*** Assuming that foreign creditorsareas
likely asU.S. creditorsto prefer distribution under local law, 8 304 would be aslikely to harm
the interests of U.S. creditors ex post asit would be to advance those interests.

Asaresult, theincentives of legislatorswould be changed. Local interestswould not
be served, in expectation, by the prevention of the turnover of assets. Because the effect of
multiple adjudication is to increase the cost of the bankruptcy (and potentially frustrate a
reorganization), alaw that permits a party to prevent the turnover of assets would have, in
expectation, a negative impact on local welfare and legislators would have no incentive to
adopt such arule. Notice that, in this case, once national treatment is required, national

interests become identical to global interests.'®

116 See LoPucki, supra note 8.

Y7 That is, imagine that creditors from any jurisdiction could prevent the turnover of assets on the same
termsas U.S. creditors.

118 For simplicity assume that we are dealing with a liquidation proceeding rather than a reorganization,
which need not be zero sum.

119 Because it is costly to all concerned to litigate in multiple fora, it is possible that in some cases no
creditor will seek to block the turnover of assets. Nevertheless, national treatment will greatly increase the
frequency with which some partieswill object to the turnover.

120 | yse § 304 of the Bankruptcy Code merely for purposes of illustration. There is an existing debate
regarding the value of that provision and my views on that debate are expressed elsewhere. See Bebchuk &
Guzman, supra note 8 Andrew T. Guzman, International Bankruptcy: In Defense of Universalism, MICH. L.
REV. (forthcoming 2000). In particular, | am convinced that 8 304 as currently constructed is welfare reducing
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Thisproposal also preventsavariety of regulationsthat are designed to permit local
actorsto enjoy the benefits of an activity while exporting the harm. The most conspicuous
example of this sort of activity is export cartels, which are explicitly excluded from the
antitrust laws.*?* If the requirements of these exemptions are met, foreign partiesinjured by
activitiesthat take placewithinthe U.S. have no remedy available under U.S. law. Obviously
such aruleisinefficient asit allows globally inefficient activities to take place

As presented above, a national treatment standard prevents a jurisdiction from
distinguishing between local and foreign plaintiffs. If the potential defendantsarewithinthe
jurisdiction, all costsand benefitsareinternalized onceweallow foreign plaintiffsto sueon
the sametermsaslocal plaintiffs. It remainspossible, however, for the jurisdiction to adopt
substantive rules that favor locals when potential defendants are abroad. For example,
imagine a casein which there are no U.S. partiesto the transaction, but negative third party
effectsarefeltinthe United States. Because there are no benefits within the United States,
there remains an incentive to over-regulate the transaction, as discussed in Lesson #2. For
thisreason, although national treatment isdesirable, it alone doesnot solve all choice of law

problems.*?

for both the United States and the world. For the purposes of this illustration, however, | have assumed that
thereis some value for the United Statesin the current construction of the rule.

121 See Webb-Pomerene Act, 15 U.S.C. §§16-66 (1994); Export Trading Company Act of 1982, 15
U.SC. 88 4011-4021 (1994). For a more detailed discussion of export cartels, see Guzman, Is International
Antitrust Possible?, supra note 59, at 1533-34.

122 1n order to get full internalization of costsin all cases, it is necessary to vest exclusive jurisdiction in
the country that enjoys the positive effects from the transaction. For example, if all parties to the transaction are
in Australia, and if there are no positive third party effects, a combination of national treatment of plaintiffs and
exclusive jurisdiction in Australia would lead to an efficient outcome because Australia would internalize all
costs.
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C. Private Rights of Action

Wherever possible, private rights of action should be allowed.

National treatment provides an important mechanism to prevent governments from
attempting to externalize the costs of local activity. Even with national treatment, however,
there may be concern that regulatory agencies will pursue the interests of locals more
vigorously than those of foreigners.

Administrative agencies can frustrate the goals of national treatment by simply
moving the discrimination against non-residentsto adifferent level of government. Rather
than having legislatorsdiscriminatein favor of locals—asisdonewith the Webb-Pomerene
Act, for example—regulators can discriminate in the choice of casesthey pursue or thevigor
with which they prosecute suspected offenders.** Thisisprecisely thecriticismthat isoften
leveled at Japan in the area of antitrust. Japan has antitrust laws on the books that appear to
be quitestrict. Many observers, however, believe that the enforcement of thoselawsisweak
and favorslocal actors.

Theprivateright of action providesapartial solution to the problem of discrimination
by administrative agencies. If, inadditionto administrativereview of transactions, thereisa
private remedy available, parties that have suffered damages as aresult of atransaction can

pursuetheir remediesin local court.** It should be noted that other factors, not discussed in

123 Regulators may also be able to discriminate through their rule making authority. For our purposes,
this authority should be subject to the same national treatment requirement that is discussed in the previous
section.

124 While it is true that the courts may also discriminate against foreign parties, the presence of a private
right of action gives an additional remedy to those who bear the costs of an action — implying that either the
administrative agency or the courts can protect them. Furthermore, courts are less likely to be explicitly
discriminatory in their decisions if they do not have a statutory basis for such an action. If foreign plaintiffs are
entitled to national treatment, therefore, they may be better protected by courts than by regulators. Finally, what
little evidence there is on discrimination by courts in the U.S. suggests that courts are more even-handed than is
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this Article, affect the costs and benefits of private rights of action. A discussion of these
factorsisbeyond the scope of this paper. When oneis considering the adoption of a private
right of action, however, therole of such aright inimproving the efficiency of the choice of
law regime should be taken into account.

The combination of national treatment and a private right of action to recover for
damages caused by atransaction improves the efficiency of the global system.'** Because
individual s can seek recovery for their third party losses, firms must internalize the full costs
of their decisionsmore often. Whereall costsareinternalized, of course, the transaction will

take placeif and only if it is welfare enhancing from a global perspective.'*

generally believed. See Kevin M. Clermont & Theodore Eisenberg, Xenophilia In American Courts, 109 HARV.
L. Rev. 1120 (1996).

125 Even with national treatment and private rights of action, several issues prevent the global system
from achieving the efficient outcome. First, there are transactions costs associated with bringing a private suit,
and these costs are higher when a case must be brought in a distant forum. Second, the substantive laws
themselves may not be optimal. Finally, national treatment of plaintiffs and private rights of action work
reasonably well to force firms to internalize the costs of their actions but they do not provide a mechanism to
allow the internalization of benefits. Some transactions that promise third party benefits, therefore, may not be
pursued because the firm is unable to capture the full value of the transaction.

126 The combination of national treatment and a private right of action to recover for damages caused by
atransaction implies that the benefitsto country i from an activity are given by:

& &
pi+fi' a-Lij+aLji
j=1 j=1
where 7;; represents the amount paid by participants in country i to plaintiffs from j as damages for
violations of local rules. The above equation simply states that the returns to country i include the profit to the
parties to the transaction, plus the third party effects felt by residents, minus the amount local parties to the
transaction pay out in damages, plus the amount local residents receive in damages from abroad. Assuming that
damages are calculated accurately (and that third party effects are negative):

N
[¢]
fi=-alLji.
j=
In other words, the damages received by locals equals the third party effects that they have suffered.
Therefore, it is possible to restate the benefits received by a country as:

&
P; - al y.
j=1
The benefit to country i is given by the benefit to participants in country i minus the damages that must
be paid out by the local participants. More importantly, this is also the benefit to the participants to the
transaction. Because parties to the transaction will pursue transactions that offer a positive return, any
transaction for which this sum is greater than zero will take place. Thisis also true at the country level, where
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VII. INCORPORATING PUBLIC CHOICE

Up to thispoint, the Article has assumed that governments pursue the national interest.
Public choicetheory, however, views government decisions asthe product of interest group
politics which do not, in general, maximize national welfare. Under a public choice view,
regulators are modeled as individuals pursuing their own objectives rather than as faithful
agents of their constituencies, and are viewed through the same lens as other economic
activity.**” Government maintainsamonopoly on regulatory power, which legislators supply
to special interests capable of providing political, financial, or other private benefitsinreturn.
Theresult isregulation designed and operated primarily for theregulated industry's benefit,
which createsbarriersto entry and limits competition. Inturn, regulated industriesare ableto
charge higher prices to consumers at large and a portion of the profits are passed on to

legislators in the form of contributions.

transactions will take place if and only if:

N
[o]
pi > a L ij
Jj=1
Because this must be true for all countries, at the global level we have:
& § &
a P; - da al y> 0.
i=1 -1 j=1
But
N N N
o 0 .. 0
a algy=af,
-1 j= i=1
so we have that:

o ¢
ap+a f>0
i=1 i=1

Thus, the transaction will take place if and only if it is welfare enhancing from aglobal perspective.

127 See Michael E. Levine & Jennifer L. Forrence, Regulatory Capture, Public Interest, and the Public
Agenda, 6 JL. EEON. & ORG. 167 (SPECIAL ISSUE 1990) (“[Public choice] analysts postulate that people should
be expected to act no less rationally or self-interestedly as politicians or bureaucrats than they do in the course of
their private exchanges in markets.”); George J. Stigler, The Theory of Economic Regulation, 2 BELL J. ECON. &
MGMT. SCl. 3 (1971); DANIEL A. FARBER & FHILLIP F. RRICKEY, LAW & RUBLIC CHOICE: A QRITICAL
INTRODUCTION 17 (1991).
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Public choice theory views consumers at large as inherently disadvantaged in their
ability to compete with special interestsin the political marketplace. Not only are special
interest groups composed of smaller numbers of peoplewho are better able to organize, but
they are also motivated by thelarge payoff favorableregulatory decisionswill have ontheir
special interests. Smaller group size and motivation lead to awell-organized, well-funded
special interest lobby which iseffectiveininfluencing legislators.*® By contrast, individuas
in the general population lack equivalent incentives to lobby because they capture only a
small fraction of the benefits from such lobbying but bear all the costsof time, effort and
money.*?® In many situations, consumers may not even be aware of the effects of adverse
regulation.”®® Evenif consumersare aware, thereward to any one consumer for taking action
is negligible® Voting is another avenue of legislative involvement for the general
population, but it isseen asalimited and i neffective means of participation. Not only isthe
votetypically for an elected position and not over aspecificissue, but individual s also suffer
from alack of information aboutthe candidates.*** Therefore, thoseinterest groupswith the
most at stake in aregulatory decision will work most aggressively to influencethat decision,

and are likely to succeed in doing so.**

One of the merits of public choice is its ability to provide a positive account of

regul ation and government activity that isdifficult to explain through moretraditional models

128 See George J. Stigler, Can Regulatory Agencies Protect the Consumer, in THE CITIZEN AND THE

STATE: ES%AYS ON REGULATION 178, 187 (1975).
1d.

130 See Ralph K. Winter, J., Economic Regulation vs. Competition: Ralph Nader and Creeping
Capitalism, 82 YdeL.J 890, 8%4 (1973).

131 See Stigler, supra note 127, a 4.

132 Steven P. Croley, Theories of Regulation: Incorporating the Administrative Process, 98 Colum. L.
Rev. 1, 37 §1998).

133 Richard A. Posner, Theories of Economic Regulation, 5 BELL J. ECON & MGMT. . 335, 344
(1974).
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of government behavior.*** The difficulty in applying public choice to normative analyses,
however, is that the outcome of interest group politicsis very difficult to predict. Itis,
therefore, difficult to construct amodel of government decision making—evenif onefocuses
on relatively well defined areas of law such as antitrust or securities.** Once one adds an
international dimension to the problem, the task is even more difficult. Thus, while this
Articledoes not challenge theimportance of public choice, the difficultieswith applyingit to
the analysis cannot be ignored.

Public choicetheory can beincorporated into the model developed in PartsIV-VIin
threedifferent ways. First, the Article could simply ignorethe problem and implicitly assume
that governments behave in the national interest. This is the strategy adopted in prior
sections, and it isthe approach most often adopted in choice of law discussion and, indeed,
most international law debates.*** It should come as no surprise that this approach is the
dominant one. In most areas of law, there is no consensus regarding the impact of public
choice on decision-making. It is, therefore, impossible to turn to existing domestic law
scholarship in order to understand how public choice issuesimpact a particular regulatory
area, let alone regulation in general.

The second alternative isto make adifferent assumption regarding the public choice

factors to be considered. For example, one could simply assume that the direct effects

134 See, e.g., Warren F. Schwartz & Alan O. Sykes, Toward A Positive Theory Of The Most Favored
Nation Obligation And Its Exceptions In The WTO/GATT System, 16 INT'L REV. L. & ECON. 27 (1996); Alan O.
Sykes, Protectionism As A "Safeguarde”: A Positive Analysis Of The GATT "Escape Clause" With Normative
Speculations, 58 U. CHI. L. REV. 255 (1991).

135 See Steven P. Croley, Theories of Regulation: Incorporating the Administrative Process, 98 COLUM.
L. REV. 1, 41-56 (1998) (providing athoughtful critique of public choice theory).

136 See, e.g., Jack L. Goldsmith & Eric A. Posner, A Theory of Customary International Law, 66 U. CHI.
L. Rev. 1113 (1999); Choi & Guzman, Portable Reciprocity, supra note 9, Fox, supra note 9; Roberta Romano,
supra note 9; CURRIE, supra note 26; Westbrook, supra note 10; Rasmussen, supra note 10; Kenneth J.
Vandevelde, U.S. Bilateral Investment Treaties, The Second Wave, 14 MICH. J. INT'L L. 621 (1993).
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discussed in the paper systematically dominate the third party effects. This position is
defensible becauseit will generally be partiesto atransaction that are best ableto |obby for
their preferred regulation. Having madethat assumption, it would be possibleto carry out an
analysis that parallels the one completed above and that reaches comparable, though not
identical conclusions. This alternative has the significant disadvantage of featuring an
arbitrary weighing of different interest. In this sense it is not materially superior to an
assumption that regulators pursue the public good.

Thethird alternative, whichisexplored in thissection, isto relax the assumption that
regulators pursue the public good and instead make a much more general assumption. The
advantage of a more general approach is that it can accommodate a broad range of public
choice assumptions. Thedisadvantageisthat it leadsto conclusionsthat are necessarily less
forceful.

In order to address public choiceissuesin ageneralized way, then, the assumption that
the benefits enjoyed by partiesto the transaction are weighted equal ly with theimpact on third
partiesis relaxed. Under the most conventional account of public choice, the targets of
regulation aretypically in abetter position to organize and lobby than are the individudswho
are protected by regulation. Thisview impliesthat the partiesto atransaction will influence
legislation and achieve results that favor their concerns over those of third parties. For
example, inantitrust it isoften claimed that well organized firms have a systematic advantage

over the dispersed consumers that antitrust attempts to protect.**” One could, however,

187 See, e.g., William F. Shughart I, Jon D. Silverman, & Robert D. Tollison, Antitrust Enforcement
and Foreign Competition, in THE CAUSES AND CONSEQUENCES OF ANTITRUST 179-187, 180 (Fred S. McChesney
& William F. Shughart 11, eds 1995) (“antitrust . . . serves as means by which some firms . . . can obtain
protection from the forces of effective competition. If antitrust can be usefully characterized as an interest group
bargain . . . then trade protectionism and enforcement of the Sherman, Clayton, and FTC Acts may represent
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imagine an alternative view under which it is consumers who dominate the process either
becausetheir ability to voteisof great interest to decision makers or because they manageto
organize themselves successfully.

Rather than weigh the benefitsto the partiesand theimpact on third partiesequally, a
public choice approach weighs these variables according to their influence on the political
process.’® The analysis then proceeds in largely the same manner as above, but with the
weighted sum of direct benefits and third party benefits asthe key decision variable. Thus,
countries are expected to regulate activitiesif and only if thisweighted sum islessthan zero.
Thisdecision ruleisthen compared to the global optimum in order to generate lessons and
policy implications much like thosein PartsV and V1. Analyzing the choice of law problem
under these more general assumptions|eavesall of the lessonsintact, though somerequire
modification, as discussed below.

It isclear that the inclusion of public choice considerations does nothing to change
Lesson #1 —that thenon-cooperative approach to choice of law isinefficient. The argument
hereisidentical to that made under public interest assumptions. Theinterests of individual
countries are simply not the same as those of global efficiency and only ahappy coincidence
would lead to an efficient outcome. Thefact that governmentsare pursuing private objectives
in addition to the public interest does not makeit any morelikely that they will have efficient

incentives.

complementary policies for ransferring wealth to groups that have a comparative advantage in rent-seeking
activities.”); Louis De Alessi, The Public-Choice Model of Antitrust Enforcement, in THE CAUSES AND
CONSEQUENCES OF ANTITRUST 189-200, 197 (1995) (“[T]he legislation enabling antitrust sought political
objectives rather than consumer welfare.”)

138 This change can be incorporated in a more formal model by including a coefficient that takes
account of the possibility that direct and third party effects will receive different weights. The weighted sum of
direct and third party effects would then determine each country’s decision. For example, country i would
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Lesson #2 —that extraterritoriality leadsto over-regulation remainstrue over at least a
widerange of assumptions. Itisclear that thelessonremainsclear if theweight giventothird
party effectsisgreater than theweight givento direct effects. Inthissituation, harmful third
party effects cause governments to regulate some transactions in which even their own
residentsenjoy an overall welfaregain. If weassumeinstead that it isthe interests of parties
to the transaction that are weighted more heavily, extraterritoriality will lead to over-
regulation in some cases and under-regulationisothers. Ascompared to the publicinterest
approach, an assumption that direct effects are weighted more heavily than indirect effects
always leads to less regulation. Consider the following examples.

Example. Imagine that the direct effects of a transaction are weighed twice as
heavily as the indirect effects. Assume that there are two countries, A and B. The direct
effects felt by the parties to the transaction are distributed such that country A enjoys direct
benefits in the amount of 30, and B enjoys direct benefits of 5.1%° The third party effects,
however, are distributed differently — country A suffers third party harms of 5 while B
suffers harms of 15. It is clear that this transaction should be alowed because it yields
globa benefits of 35 and harms of 20, implying a net gain of 15. It is dso clear, however,
that country B has an incentive to regulate the transaction even though the direct effects are
weighted more heavily than the third party effects. In evaluating the transaction, B will
weigh the direct benefits felt by its residents at twice their actua value — implying that the
benefit of 5 is weighted as if it were 10. This is compared to the loss of 15, leading to

regulation of this globaly desirable transaction by country B.

permit an activity if and only if: P, +bf, >0; where $2 0. Note that this formulation allows any relative

Weightin% of direct and third party benefits—in particular, it allows either one to dominate the decision process.
39 Imagine, for example that there are 6 participating firmsin A and one in B and that each firm gains

5.
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Example. Continue to assume that direct benefits are weighed twice as heavily as
third party effects. Imagine that both countries, A and B, fed direct benefits of 10 from a
transaction. Assume further that they each suffer third party harms of 15. It isclear that this
transaction should be regulated because the harms of 30 outweigh the benefits of 20. It is
also clear that neither country will regulate. Because the direct benefits are given greater
weight than the third party effects, the weighted benefits to each country are 20 while the

harms are only 15.

Lesson #3 —that territoriality leads to under-regulation -- remainstrue under public
choice assumptions. Thisis most obvious if one assumes that direct effects are weighted
more heavily than third party effects. Under this assumption, the analysis of the public
interest model is strengthened because some cases that would be regul ated under that model
despitethe pressuretoward under-regulationwill not be regulated because the direct effects
outweigh the third party effects.

If one assumes that the direct effects are weighted less heavily than the third party
effects, then there will be more regulation than in the public interest model. Nevertheless,
there will remain a tendency to under-regulate. Thisis most clearly true under a strictly
territorial scheme,**® wherelocal partiesto the transaction feel thefull effect of regulation
whilelocal consumersget only afraction of the benefits.*** Evenacountry that weighsthird
party effects more heavily than direct effects will sometimes allow a welfare reducing
transaction to proceed because regul ation would be even more costly. That said, itisworth
noting that one can imagine cases in which there is over-regulation under assumptions of

territoriality and heavily weighted third party effects. To makethispoint clear, imaginethat a

140 Goe, e.g., American Banana Co. v. United Fruit Co., 213 U.S. 347 (1909).
141 These benefits will exist only if the withdrawal of local firms from the transaction reduces the
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country does not care about direct effectsat all. For whatever reason, third party effectsare
all that matter. Inthiscase, therewill clearly be over-regulation because anytime a country
faces negative third party effectsit will engage in local regulation of the transaction.

Lesson #4 remainstrue regardless of one’ spublic choice assumptions. Intheabsence
of third party effects, the most efficient outcome is obtained when the direct partiesto the
transaction choosethe applicablelaw. Assuminggovernment regulatorsact intheir own self-
interest, however, they may have aperverse incentive not to allow direct partiesto contract
for their chosen law. By regulating or threatening to regulate, governmental regulators
increase the private benefits that they can extract as aresult of their regulatory monopoly.
Consequently, direct partiesto the transaction may berequired to pay for favorableregulation
in an area where governmental intervention is not efficient.

Lessons #5 (the definition of a“ governmental interest”), #6 (the Hartford Fire case),
#7 (location of the parties test), #8 (conduct test) and #9 (the domiciletest) all remain true
because they represent normative conclusions regarding how choice of law rules should be
structured rather than positive accounts of how countries behave.

More specific assumptions about one’ s public choice beliefswould allow for amore
completeanalysis, but the above discussion makes clear that even under avery general public
choice assumption, most of theresultsremain. Becauseit isimpossibleto consider every
conceivable set of public choice variables, the above analysisis necessarily not exhaustive.
Nevertheless, it demonstrates that the publicinterest approach isnot anecessary condition for

either the use of this framework or the validity of most of the results.

impact on third parties since by assumption the country is unable to alter the behavior of foreign parties.
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Finally, it is worth noting that even more general public choice assumptions are
imaginable and could beincorporated into thisanalysis. For example, it may bethe case that
certaininterest groups are international in character and, therefore, cross national boundaries.
If thisis so, the impact on the group may be relevant to the decision making process in
countries other than the one in which the impact isfelt. Another possibility isthat policy
makers have a bias in favor of regulation. In that case one would expect regulation even
when the impact of atransaction is positive but small. Thiscould be taken into account by
modeling country behavior differently. A country would be presumed to regulate unlessthe
benefits from an activity exceeded some positive threshold.

Themodeling of national decision-making isafield unto itself and acomprehensive
account of government policy making is beyond the scope of this Article. It is simply
impossible to discuss the incentives generated by alternative choice of law regimes while
simultaneously considering every possible model of government. What thisArticle hasdone,
therefore, istwofold. First, it has provided adetailed discussion of theimpact of choice of
law under the conventional assumption of governments behaving in the national inerest. This
is the assumption that is used, implicitly or explicitly, in the vast majority of policy
discussions, and in the entire choice of law literature.**> Second, the Article advancesamodel
that can be adapted to account for a wide range of models of government behavior. Once
such amodel is specified, one can compare government behavior to the global optimum in

order to evaluate the desirability of choice of law rules.

142 See supra Part 11,
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VIII. APPLICATIONS

A. International Choice of Law Agreements

This Article has approached the choice of law issues from a global perspective.
Althoughitisrecognized that countries seek their own self-interest, the Articletreats global
efficiency asthe ultimate objective. If the choice of law |essons devel oped herein and the
policy implicationsthat flow from those lessons are adopted internationally, global efficiency
will be enhanced. The adoption of these lessons, however, requiresinternational cooperation.
For example, thedecisionin Hartford Fire, whichiscriticized in Lesson #6, may be optimal
for the United States acting unilaterally becauseit biasesthe choice of law system in favor of
American law. The United States would have an incentive to adopt Lesson #6 and reverse
Hartford Fire only if other countries agreed to do the same.

Viewed intermsof international cooperation in choice of law, the Article makestwo
important contributions. First, it outlines some of the choice of law issues that should be
considered when negotiating an international agreement—hopefully providing ablueprint for
such negotiations. Second, by focusing on choice of law rather than substantive agreements,
the Article draws attention to a more promising form of negotiations. Agreement over
substantive areas of law has proven to be extremely difficult to achieve.** Turning the
attention of international cooperative effortstoward the more procedural question of choice of
law may yield agreement more easily. Because a choice of law agreement would operate

across all areas of regulation, countries that stand to lose in one area may nevertheless be

143 For example, in bankruptcy, securities, and antitrust there are virtually no significant international
agreements regarding substantive law. There has been some agreement in the intellectual property field, though
it is far from perfect and many doubt its efficacy. A noticeable exception, of course, is international trade in
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willing to participate in order to get the gains available in other areas. Put differently, if
negotiations take place at a more general level, and if those negotiations yield global
efficiency gains, the need for international transfer payments may be eliminated because
within any country industries that gain from the agreement can compensate those that | ose.
The transfer payment problem, therefore, is pushed down to the national level where such

transfers are more easily arranged.

B. Negotiation over Substantive Topics

If countries decideto negotiate with respect to substantive topicsrather than choice of
law rules, this Article provides important guidance for both the forum in which the
negotiations take place and the content of the agreements.

Notefirst that it isgenerally easier to undertake actions at the national level thanitis
to achieveinternational cooperation. Itisalso easier to achieve procedural cooperation at the
international level than it isto achieve substantive cooperation.*** Finaly, whereitispossible
to achieve agreement over an issue without transfer payments, negotiationsover theissueare
most likely to be successful when they take place in isolation from other, potentially
distracting, issues. On the other hand, if agreement requires transfer payments, the
negotiations should take placein aforum that allowsfor such payments. Theimportance of
thispoint can be seenintheintellectual property area. Negotiations o ver intelectud property
were initially centered in the World Intellectual Property Organization (WIPO), whose

mandate waslimited to intellectual property. Inorder to get an agreement between devel oped

goods, which has seen dramatic and widespread international cooperation to reduce tariff barriers.

144 For example, in the securities area countries have been successful in signing “Memoranda of
Understanding” (MOUs), which provide for information sharing and some procedural cooperation. There has
been no success, however, in achieving international cooperation over substantive rules.
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and devel oping countries, however, it was necessary to conduct negotiationswithinthe WTO.
This was eventually done and the result was the Agreement on Trade-Related Aspects of
Intellectual Property Rights (TRIPs). The agreement was made possible by the granting of
trade concessions by devel oped countriesin exchange for devel oping countries’ promisesto
protect intellectual property rights.*+

Negotiation over international businessissues should obviously be carried out in the
manner most likely to |ead to the adoption of efficient rules. The analysis developed inthe
Articlemakesit possibleto determinethelevel of international cooperation needed in order to
achieve the desired result and, therefore, the manner in which negotiations should be

structured. Examples from three different fieldsillustrate this point.

1. Bankruptcy

In the international bankruptcy context, there is general agreement that each
transnational bankruptcy should be administered by a single national court system —an
approach termed universalism.**® One can imagine several waysto achieve thisgoal. For
example, one could imagine an international bankruptcy court with its own substantive rules
that would take control over the debtor’'s assets and distribute them to creditors.
Alternatively, one could have the assets all turned over to a single national court system —
such asthe court system of the debtor’ shome country —for distribution. From the point of
view of negotiating an agreement, the second of these solutions is clearly preferred. It
requires no negotiation over the substantivelaw to be applied (let a onethe procedural rulesto

go with that law), no construction of a supra-national agency, and no coordination between

145 See JH. Reichman, Universal Minimum Standards Of Intellectual Property Protection Under The
Trips Component Of The WTO Agreement, 29 INT'L LAW. (1995).

col-8-9-00.doc 72
8/15/00



Choice of Law: New Foundations

such an agency and domestic institutions. All that isrequired isagreement on choice of law

rulest o determinethe appropriatejurisdiction and procedural rulesto providefor theturnover
of assets. Infact, as Professor Bebchuk and | have argued el sewhere, careful analysis of the
problem demonstrates that an efficient bankruptcy regime could be achieved through

unilateral action coupled with areciprocity requirement.**” Becausethird party effectsare
small,**® and because universalism offersoverall efficiency gains, all countrieswould benefit
from the global adoption of universalism. The one hurdle to unilateral adoption of

universalismisthefact that each individual country does better if it isterritorialist—meaning
that it refusesto turn over assetslocated within itsjurisdiction to the adjudicating jurisdiction.
There is, therefore, a collective action problem — each country would prefer for all other
countries to adopt universalism, but no country will do so on its own. International

cooperationin the form of an agreement to adopt universalism could solvethis problem, but
an even simpler solution would be unilateral action coupled with areciprocity requirement. If
country A adopts universalism subject to areciprocity requirement, it isadopting achoice of
law rule stating that when thereis an interaction between country A and B, country B’schoice
of whether or not to adopt universalism determines the law applied by A. Country B,

therefore, has an incentive to adopt universalism because it receives universalism in return
from A. Inthe case of bankruptcy, therefore, it is possibleto achieve an efficient outcome

through the self-interested unilateral action of individual countries.

146 See supra note 11.

147 Behchuk & Guzman, supra note 10.

148 Every creditor is considered a party to the transaction because they contract with the debtor for a
loan with an understanding of the background bankruptcy rules.
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2. Securities

Consider next theinternational securitiescontext. Thereisan ongoing debate about
the appropriate international regulatory regimefor securities, anditisbeyond the scopeof this
paper to provide afull account of thisdebate.!** For our purposesit isenough to notethat if
thereareno third party effectsin the securities context, then party choice representsthe best
regulatory strategy. Under party choice, the efficient outcome can be achieved without any
more than procedural cooperation at theinternational level. Each country would adopt local
rules specifying that issuers of securitiesarefreeto choosethelegal regimethat governstheir
securities, and that those securities can then be sold in the domestic market. International
cooperation would be limited to the sharing of information, enforcement of judgments, and

other procedural issues.

3. Antitrust

Finally, consider international antitrust. Unlike bankruptcy and securities, theanalysis
of antitrust transactions must take into account third parties, and significant choice of law
Issues arise asaresult. To begin with, many countries have at least a claim to jurisdiction
(Lessons #5 and 6). Any jurisdiction that ishometo aparty to thetransaction or athird party
that feels the effects of the transaction has an “interest” in the transaction. Given that the
United States and the EU both apply their laws extraterritorially, however, allowing every
country with such an interest to regul ate the transaction will lead to over-regulation (Lesson#
2). Nor will aban on extraterritoriality solve the problem as thiswill simply cause under-

regulation (Lesson #3). Even from the perspective of global welfare, it is difficult to

149 see supranote 9.
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determine how jurisdiction should be all ocated without moreinformation about the specifics
of the transaction.

In the absence of transfer payments, international negotiations over antitrust may be
hampered by the distribution of the costs and benefits of antitrust regulation. For example,
developing countries may have relatively few firms with international market power,
implying that they havelittleto lose from stronger international antitrust regulation. Those
same countries, however, have many consumerswho would benefit from regul ationsthat, for
example, prevent firmsfrom forming international cartels. Developed countries, on the other
hand, may be |ess enthusiastic about negotiations because they have many firmsthat would
prefer a world without significant international antitrust policy. As aresult, it may be
impossible to achieve a negotiated solution of international antitrust without transfer
payments.*® If thisis so, attempts at negotiating an international competition policy should
proceed accordingly. Specifically, they should be structured in afashion that would allow
transfer payments to take place. This implies that a stand-alone international antitrust
committee, asadvocated by some scholars, isill advised.™ Instead, negotiations should be
carried out in an environment that allowsfor transfer payments. One possibility would beto
place the negotiations within the context of the WTO - an approach that worked for

intellectual property.

C. When Are International Institutions Needed?

ThisArticle sapproach to choice of law problemsal so offers suggesti ons about when

international institutions should be established, and when international cooperation should

150 See Guzman, International Antitrust, supra note 10.

col-8-9-00.doc 75
8/15/00



Choice of Law: New Foundations

instead beleft to individual countries. Situationsinwhich globally inefficient domestic laws
can be corrected through a choice of law agreement between nations do not call for an
international organization. All that is needed in such a situation is the agreement among
countries on the applicable choice of law rule. Achieving agreement on such arule may be
difficult, but it should normally be easier than achieving agreement on either substantiverules
or the establishment of aninternational organization. For example, onewould expectittobe
easier to reach agreement on auniversalist choice of law rulefor transnational bankruptcies
than to arrive at a deal governing substantive bankruptcy rules.

In other circumstances, agreement on a set of choice of law rules may not be enough
to achieve the global optimum. These are situationsin which L esson #1—the observation that
no single country has an incentiveto draft optimal laws—applies. Inintellectual property, for
example, countriesthat produce agreat deal of intellectual property arelikely to prefer strong
protections for the rights of innovators, while countries that are consumers rather than
producersof intellectual property will adopt weaker protections. Inthe absence of achoice of
law solution to the problem of international intellectual property, it isnecessary to turnto
negotiation over substantiverules. Hereagain, however, divergent national incentivesposea
problem. How can producers and consumers agree on a set of substantive rules? In the
absence of transfer payments, it may be impossible to reach an agreement on the rules to
governintellectual property. If transfer paymentsare possible, however, countriesare ableto
negotiate to the efficient level of protection and make transfers among themselves to

distribute the gains.

151 See, e.g., Eleanor M. Fox, Competition Law and the Millennium Round, 2 J. INT'L ECON. L. 665, 665
(1999).
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One of theimportant rolesthat can be played by international organizations, therefore,
is the creation of aforum for the negotiation of substantive issues and the facilitation of
transfer payments. For example, one of the interpretations of the TRIPs agreement that was
reached at the Uruguay Round of trade negotiations wasthat devel oping countries agreed to
enforce intellectual property rights in exchange for concessions in other trade areas.**
Without some form of transfer payment, consumers of intellectual property such as
developing countries would have little reason to accept an agreement. Thiswould lead to
under-regulation. The ability to offer concessions in other areas gave countries the tools
necessary to achieve agreement on TRIPs.

International institutions, therefore, can play animportant rolein bringing countriesto
the negotiating table and in reducing the costs of transfer payments among countries. When
choice of law rules alone are not enough to achieve an efficient outcome, international
negotiation within an international institution may help resolvetheissues. Transfer payments
will often be easier within a broad-based international organization rather than through
narrowly tailored negotiations because the former allow the granting of concessions in
unrelated areas. For example, the TRIPs agreement may not have been achieved within the
World Intellectual Property Organization (WIPO) because negotiatorswere not ableto offer
trade concessions in exchange for an agreement. Without such transfers, the TRIPs
agreement may have been impossible.

At aslightly moreabstract level, international institutions can be of most usein those
situations where the parties are least likely to achieve the global optimum by themselves.

First, where there are no third party effects, international institutions are least important

152 See supra note 145.
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because the parties can reach the efficient outcome through contract. Second, where
transactions have overwhelmingly local effects, international organizationshavelittleto offer
because domestic lawmakersface appropriateincentives. Third, where parties have roughly
proper incentives despiteinternational activity, thereisno need for cooperation. Thismight
be the case, for example, if the direct effectsare distributed in the same fashion asthe third
party effects, in which case individual countrieswill face incentivesthat are the same asiif
they internalized all costs and benefits.**

Applying the above conclusions about i nternational institutions shedslight on many of
the current questionsfacing theinternational system. For example, thereisan ongoing debate
about the appropriate role of the WTO in dealing with certain issuesthat have traditionally not
been trade issues, specifically competition policy and environmental issues. Should these
issues beincluded in anew WTO round of negotiations or should they be dealt within some
other way?

The objective of competition policy, at least in the United States,*** isto protect the
market from monopolies and monopolistic conduct. In the competition policy context,
consumersrepresent third partieswho are affected by firm decisions. National policy making
regarding competition policy can be distorted if the losses and gains from monopolization
tend to fall in different countries. In that setting, those that stand to gain from global
monopolies (the home countries of thefirmsinvolved) will tend to under-regulatewnhilethose
that stand to lose (countrieswith ahigh consumer to firmratio) will tend to over-regulateto

the extent that they are ableto do so. If thelatter group of countries cannot apply their laws

153 1f a country, for instance, enjoys 25% of the benefits from a transaction and faces 25% of the total

costs, then that country has optimal incentives.
154 The stated objective of competition policy varies from country to country. See Guzman, supra note
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extraterritorially, there will be persistent under-regulation. The market will not correct this
problem because there is no reason for the producer countries to agree to any form of
international agreement.*> Inorder toimprovethequality of regulationitisnecessary to offer
the producer countriesatransfer payment to account for the lossesthey stand to suffer if they
agree. TheWTO can facilitate such transfersin away that a stand-al one competition policy
organization could not. For this reason, including competition in WTO negotiations
represents the best mechanism through which to pursue an agreement.

Environmental issues feature externalities that in some ways resemble those of
competition policy. Polluting countrieshavelittle reason to adopt regul ationsthat are optimal
because they enjoy all the benefitsfrom their pollution and only a portion of the harms. In
order to achieve an agreement between countriesthat are net “ exporters’ of environmental
damage and those that are net “importers,” transfer payments are needed. These payments
need not bein cash or inthe environmental arena. By including environmental issueswithin

the framework of the WTO, transfers of that sort are made possible.

IX. CONCLUSION

Thegrowthininternational business activity raisesthe stakesfor those that establish
jurisdictional rules, whether they are courts, administrative agencies, or legislatures.
Traditional choice of law scholarship has failed to produce a theory that can effectively

address the pressing regulatory challenges that face the international community as

10, at 1539.

155 This result applies most forcefully in the North-South context because imperfectly competitive
industries are concentrated in developed countries. As between, say, the United States and Europe, it is possible
that each country receives benefits from competition policy that are roughly proportional to costs, implying that
anegotiated agreement might benefit both.
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globalization continues. This Article has laid out a new structure upon which to build a
choice of law theory.

Recognizing that countries can be expected to pursue their own interests, and
establishing that these interests will, in general, not coincide with the best global policy
represents thefirst step toward understanding today’ s most important choice of law issues.
Efforts to achieve an efficient international regulatory structure can only succeed if the
interests of individual nations are somehow aligned with global interests. This Article
advances our understanding of the problem in three ways. First, it presented a framework
with which one can consider choice of law questions. Using this framework, the Article
devel oped eight choice of law lessonsthat provide guidance for the formulation of achoice of
law regime. Several of these lessonsare contrary to accepted choice of law scholarship and
the conventional wisdom of the field. If one accepts the premise that the legal regime,
including the choice of law regime, should seek to maximize human welfare, existing
scholarship is difficult to defend.

Second, the Article developed policy implicationsthat provide apartial answer to the
guestion of how to achieve amore efficient system. A presumption against extraterritoriality,
national treatment of foreign plaintiffs, and private rights of action each represent a step that
will reduce the distortions created by sub-optimal choice of law rules. They also represent
policiesthat can be agreed to by countries seeking to improve the international system but
unable to agree on harmonization of substantive rules.

Third, the Article discusses some of the many applications of the proposed approach.
Although international cooperation isnecessary to improvethe efficiency of theinternational

regulatory system, some forms of cooperation are easier than others. Cooperation and
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coordination with respect to choice of law rules, for example, is easier than substantive
cooperation because the latter implicates domestic laws and policies more directly.
Negotiation over choice of law rules, therefore, may prove amorefruitful avenue. Because
not all substantivelawsfeature the same characteristics, however, the general analysisof the
paper must be applied to particular issues before one can determine how to sructure
international negotiations. The Article carriesout such an application in threeimportant areas
—bankruptcy, securities, and antitrust—showing that efficient regulation requires adifferent
approach for each. Theframework is, of course, not limited to thesethree areas. It could be
applied to virtually any cross border issue.

Finally, the Article addresses an important contemporary question regarding therole
of international institutions. Itisdemonstrated that when theinterests of countriesare such
that agreement on a choice of law ruleisenough to get the efficient outcome, and where all
parties stand to enjoy a share of the benefits from such an outcome, no international
institution isneeded. Indeed, negotiations may proceed moreeasily if they arecarried outin
an ad hoc fashion that isremoved from the distractions of other, more contentiousissuesthat
may be part of an institutional setting. On the other hand, where the efficient choice of law
ruleisnot sought by all countries, or where substantive changes are needed in addition to the
sel ection of appropriate choice of law rules, negotiations become more complex and abroader
institutional setting such asthe WTO may proveuseful. Inparticular, negotiations should be
conducted at the WTO or within some other international organization when the efficient
result can be achieved only through the use of transfer paymentsfrom one group of countries
to the other. Such payments are difficult to achieve in any setting, but areat |east possible

when gainsin one area can be traded off against concessionsin other areas. Such bargains
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can be struck within, for example, the WTO, much more easily than in ad hoc negotiations

dedicated to asingle issue.
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