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Executive summary 
 
In recent years, an extensive debate has evolved on the need for harmonisation of 
European sales law, with the existing diversity of contract laws in Member States 
being perceived as a barrier to trade and hence as burdensome for the European 
internal market. Until now there was no evidence for an affirmative answer to 
the question. However, in November 2010 the European Commission awarded a 
public tender to IBF International Consulting for a study supporting Impact 
Assessment (IA) preparation. This report suggests that differences in contract law 
between Member States (MS) do create a barrier to trade, since companies that do 
export into new MS face unnecessary transaction costs in the region of EUR 1 
billion yearly. According to the report, the value of trade foregone each year 
between MS due to differences in contract law amounts to some tens of billions 
of euros. 
 
However, a legal and economic analysis of the result and the models and 
techniques employed shows that it might be simply impossible to calculate either 
the full costs of legal diversity or the costs of uniformity. Unfortunately, analysis 
shows that the calculations made rely heavily on subjective observation 
(selectively biased data), and, since the IA misses out significant costs that are 
systematically related to one or more of the independent variables, the results 
obtained are biased. The estimations and ‘contract laws’ variable employed are 
qualitative and are typically a proxy for the variables of true interest. The quality 
and validity of the results might hence be impaired. There is obviously a need for 
refinement of these proxies and for new quantitative measures that permit cross-
firm, cross-country and cross-industry comparisons.  
 
In order to obtain accurate results, employment of a censored multiple regression 
analysis would be suggested. Yet the data for such an analysis might simply not 
be available. Such an analysis would isolate the effects of different contract laws 
from the rest of transaction costs. The equation should regress the measure of 
contract laws against each of the possible independent variables, and from that a 
reliable correlation coefficient factor (correlation analysis) might be constructed in 
order to show the real causality and correlation between observed variables. 
 
However, it should be stressed out that the Commission’s IA represents the first 
fruitful and ground-breaking attempt to indicate the total amount of transaction 
costs originating from the differences in contract law. Yet, the analysis obtained 
merely generates an indication of the possible volume of transaction costs 
problem originating from that contract law’s differences. In other words, it is 
extremely difficult to separate the uniform contract law effect from numerous 
other endogenous and exogenous factors that may account for the behaviour of 
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contracting parties. The IA presented could be hence improved and elaborated 
further.  However, the present law and economics analysis of those results, 
employed models and techniques show that it might be simply impossible to 
calculate either complete costs of legal diversity or of uniformity. 
 

 
Key findings 

 
 Although the Commission’s Impact Assessment (IA) represents a fruitful 

attempt to indicate the total in transaction costs originating from the 
differences in contract law, the analysis obtained merely generates an 
indication of the transaction costs probable volume. In other words, it is 
extremely difficult to separate the uniform contract law effect from 
numerous other endogenous and exogenous factors that may account for 
the behaviour of contracting parties.  

 
 The calculations made rely heavily on subjective observation, and, since 

the IA misses out significant costs that are systematically related to one or 
more of the independent variables, the results obtained are biased. The 
estimations and ‘contract laws’ variable employed are qualitative and are 
typically a proxy for the variables of true interest. The quality and validity 
of the results might hence be impaired. There is obviously a need for 
refinement of these proxies and for new quantitative measures that permit 
cross-firm, cross-country and cross-industry comparisons. Unfortunately, 
checking calculations of opportunity and transaction costs against the 
actual behaviour of economic actors poses a serious challenge, given the 
obstacles of obtaining even a limited amount of accurate data.  

 
 The economic model applied, the methodology used for 

measuring/assessing existing transaction costs and the surveys carried out 
(questionnaires on ex ante estimation of those costs – problem of 
selectively biased data) are inconclusive, and could be refined and 
improved. The transaction costs referred to in the IA may well have been 
overestimated. The studies and surveys carried out also lack any 
controlling independent variables or correlation coefficient and could 
hence be debatable from the methodological viewpoint. 

 
 In economics there is no generally accepted definition of transaction costs 

and hence IA could elaborate on that as well, since such a definition would 
be fundamental for an effective quantitative measurement.  
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 In order to obtain accurate results, a censored multiple regression analysis 
should be employed. Such an analysis would isolate the effects of 
different contract laws from the rest of transaction costs. The equation 
should regress the measure of contract laws against each of the possible 
independent variables, and from that a reliable correlation coefficient 
factor (correlation analysis) might be constructed in order to determine 
causality between differences in contract law and crossborder trade 
losses. However, the data for such overwhelming analysis might simply 
not be available. 

 The notion of ‘transaction costs’ used in the IA only includes the costs of 
different contract laws. It completely ignores other, highly significant 
aspects of transaction costs (controlling variables), such as transportation 
costs, language and cultural differences, distance, differences in purchasing 
power, problems in enforcing legislation, economic uncertainty on volatile 
markets, corruption, length of litigation/process speed, lack of competition, 
value of labour, land and capital, differences in marketing conditions, 
significant differences in infrastructure, productivity, and wage levels, 
differing taxation rates, entrepreneurial skills, etc.  
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Introduction 
 
The differences in contract law existing between Member States are seen as 
creating an extensive and costly barrier to trade which, accordingly to the 
Commission’s Impact Assessment on a Common European Sales Law, 
represents a source of stark inefficiencies and transaction costs and hence 
diminishes social wellbeing. The analysis made in the Impact Assessment that 
has been published suggests that every year the losses resulting from 
differences in contract laws amount to billions and billions of euros. The 
analysis and calculations of opportunity and transaction costs that have been 
made provide seemingly unbiased, unprecedented, empirical and affirmative 
answers. However, the present legal and economic analysis of those results 
and the models and techniques employed show that it might be simply 
impossible to calculate the full costs of either legal diversity or uniformity. 
 
This report is divided into four sections. Chapter One describes the 
background, objectives, methodology and employed assumptions of the 
analysis. Chapter Two provides an overview of the existing 'legal and 
economic' literature on the problem of transaction costs, provides possible 
definitions of that concept, offers a general definition of regression analysis, 
and attempts to shed some light on the empirical and measurement problems 
facing the modern scholarly literature. Chapter Three offers some general 
observations and a robustness and validity analysis of the method used by the 
Commission to calculate opportunity and transaction costs, as well as the 
soundness of the economic model applied to the assessment of policy options. 
Finally, Chapter Four offers a number of conclusions. 
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Chapter 1 
 
I - Background 
 
In recent years, an extensive debate has evolved on the need for harmonisation of 
European sales law, with the existing diversity of contract laws in Member States 
being perceived as a barrier to trade and hence as burdensome for the European 
internal market. An example would be that a Polish businessman may be 
deterred from contracting in Italy because he does not know Italian contract law. 
Until now, there was no evidence for an affirmative answer to the question. Until 
now there was no evidence for an affirmative answer to the question. However, 
in November 2010 the European Commission awarded a public tender to IBF 
International Consulting for a study supporting Impact Assessment (IA) 
preparation. This report suggests that differences in contract law between 
Member States (MS) do create a barrier to trade, since companies that do export 
into new MS face unnecessary transaction costs in the region of EUR 1 billion 
yearly. According to the report, the value of trade foregone each year between 
MS due to differences in contract law amounts to some tens of billions of euros. 
 
II - Objectives 
 

The aim of this paper is to assess: 
 the robustness and validity of the method used by the Commission to 

calculate opportunity and transaction costs, as well as the soundness of 
the economic model applied to the assessment of policy options (Annexes 
III and IV to the Impact Assessment);  

 the reliability of the Commission's assumptions in this respect and 
whether they can stand up to scrutiny. 

 
1. Methodology  
 

Throughout this assessment, the approach is interdisciplinary, focusing on 
transaction costs issues, incentives and risk mechanisms, and addressing the 
quality and reliability of the available surveys, models and transaction cost 
calculations. An economic approach is becoming increasingly common and 
influential in the study of substantive contract law of the US and some European 
countries.1 This innovative scholarly paradigm, combining the analytical tools of 
adjoining and complementary social sciences in order to develop a critical 
approach to legal rules and institutions, conveys a distinctive perspective on the 
theory, practice and understanding of contract law in different legal systems. The 

                                                 
1 For a synthesis see Posner, 2009. 
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approach used combines analytical methods and concepts used in the economic 
analysis of law with pure comparative contract law discussions. The analysis in 
this assessment is strictly positive (normative aspects, or the question of what 
options should be employed, are exempted from the present discussion) to 
address the validity, quality and reliability of the models, transaction costs 
calculation and surveys used by the Commission in its Impact Assessment on a 
Common European Sales Law (SEC(2011)1165). 
 

At this point, we should also introduce the notions of ‘regression analysis’ and 
‘correlation coefficient’, which this report both uses and advocates. Regression 
analysis is a principal tool of econometrics, and is used by economists to 
undertake quantitative estimates of economic relationships that had previously 
been completely theoretical in nature (Studenmund, 2001). Generally speaking, 
regression analysis is concerned with the study of the dependence of one variable 
(the dependent variable), on one or more other variables (the explanatory 
variables), with a view to estimating and/or predicting the mean or average 
value of the former in terms of the known values (fixed by repeated sampling) of 
the latter (Gujarati and Porter, 2009). For example, anyone can claim that due, to 
different contract laws, transaction costs will increase and that this may present a 
serious obstacle to crossborder trade between MS, but not many people can put 
specific numbers into an equation and estimate exactly how much of the increase 
in transaction costs will be due only to differences in contract law (excluding all 
other possible explanatory variables that might influence the final outcome). To 
predict the direction of a change, one needs knowledge of economic theory and 
of the general characteristics of the product (problem) in question (Studenmund, 
2001). To predict the amount of the change, one needs sample data, as well as a 
means of estimating the relationship. The most frequently employed method for 
estimating such a relationship in economics is regression analysis (Studenmund, 
2001) -  a statistical technique that attempts to explain movements in one variable 
(transaction costs) as a function of movements in a set of other variables, the 
latter being called the independent (or explanatory) variables (one of them being 
differences in contract law), through the quantification of a single equation (Hill, 
Griffiths and Lim, 2012). One should also note that in most economic models the 
dependent variable (transaction costs) is related not to just one explanatory 
variable (different contract laws) but, rather, to numerous such variables, 
meaning that one needs to employ an extremely complicated multiple regression 
model (Hill, Griffiths and Lim, 2012).2 
 

However, although regression analysis deals with the dependence of one variable 
on other variables, it does not necessarily imply causation, since sometimes a 

                                                 
2 In general, such a multiple regression model in which there are dependent variables is related to a 
number of explanatory variables (x2, x3, x4, x5, x6 ect.), e.g. through a linear equation written as: y = β1 

+ β2x2 + β3x3 + β4x4 +……..+ βkxk + e 
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statistical relationship in itself cannot logically imply causation (Gujarati and 
Porter, 2009). For example, if events A and B are related statistically, it may be that 
A causes B, that B causes A, that some omitted factor causes both, or that a chance 
correlation exists between the two (Studenmund, 2001; Angrist and Pischke, 2009). 
To overcome this shortcoming one must resort to the second mode of analysis, i.e. 
to what is called correlation analysis (correlation coefficient), the primary objective 
here being to measure the strength or degree of linear association between two 
variables (Gujarati and Porter, 2009).  
 

Yet, the success of both forms of analysis ultimately depends on the availability 
of appropriate, reliable and accurate data. Economics recognises three types of 
data that are suitable for an empirical analysis: time series, cross-section, and 
pooled data (Gujarati and Porter, 2009). Such data must be collected at regular 
time intervals, which may be daily (e.g. attorney fees), weekly (e.g. money 
supply figures), monthly (e.g. the consumer price index, the unemployment rate), 
quarterly (e.g. GDP), annual (e.g. government budgets), etc. In regression 
analysis, all the variables must have the same number of observations and the 
same frequency and time period (Studenmund, 2001; Angrist and Pischke, 2009). 
The results of any research and analysis are thus only as good as the quality of 
the available data.  

 
2. Assumptions 
 

The economic approach to law is one of the most ambitious and, probably, one of 
the most influential of the concepts that seek to explain judicial decision-making 
and to place it on an objective basis. This school is regarded as the single most 
influential jurisprudential school in the US (Posner, 2009). Although a 
comprehensive examination of the field is beyond the scope of this study and can 
be found elsewhere,3 the basic approach will be outlined.4 First, the central 
assumption of economics is that all people (except children and the mentally 
disabled) are rational maximisers of their satisfaction in all of their activities. In 
other words, the rational choice approach is the basic methodological principle in 
this assessment, which besides maximising behaviour and market equilibrium, 
also comprises the assumption of stable preferences. The notion of maximising 
behaviour comprises the principle of wealth maximisation, where the measure 
for parties’ maximising behaviour is their willingness to pay. That is to say, if 
goods are in the hands of those who are willing and able to pay the highest 
amount, wealth is maximised.5  

                                                 
3 See e.g. Shavell, 2004. 
4 For a synthesis, see Kerkmeester, 2011. 
5 The term ‘wealth maximization’ is often misunderstood, and confused with conscious calculations 
or selfishness. Yet in economics the concept of a man as a rational wealth maximizer of his self-
interest implies that people respond to incentives if a person’s surroundings change in such a way 
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Second, economists have also established that one of the basic characteristics of 
economic actors is their attitude towards risks. Economists believe that most 
people are risk-averse most of the time, although a number of institutional 
responses (such as insurance contracts and corporations) may make people act as 
if risk-neutral in many situations. Risk-averse people are willing to pay more 
than the expected value of a possible loss to eliminate the risk therein. A person 
will be risk-averse if the marginal utility of money to him declines as his wealth 
increases. The widespread use of insurance witnesses the value of this argument, 
where risk-averse persons are prepared to pay insurance premiums in order not 
to suffer losses when risks occur.  
 

Third, economic theory refers to the costs attached to any transaction as 
‘transaction costs’. A voluntary transaction is beneficial to both parties, but 
transaction costs reduce the value of an exchange and both contracting parties 
will want to minimise them. In other words, transaction costs slow down the 
movement of scarce resources towards their most valuable uses, and should be 
minimised in order to spur allocative efficiency. In a world of zero transaction 
costs parties would always produce economically efficient results without the 
need for legal intervention. However, since in reality transaction costs are 
imposed daily, intervention becomes necessary, and legal rules reducing the 
transaction costs imposed on an exchange can improve allocative efficiency and 
thus maximise social welfare. Hence, efficiency requires economising on 
transaction costs.   
 
 

                                                                                                                                      
that he could increase his satisfactions by altering his behaviour. 
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Chapter 2  
 
I – Transaction cost economics - a synthesis of law and economics  
 

Transaction cost economics began to take shape as one of the most ambitious 
economic disciplines some 60 years ago and, despite being a relatively young 
discipline it now has to its credit numerous analytical findings, applications and 
insights (which have even led to Nobel prizes for economics), while even more 
are in prospect.6 Since any issue that can be defined as a contracting problem can 
be examined to advantage in comparative contracting terms, and since so many 
problems have this structure, transaction cost economics can be used to 
illuminate a wide range of economic and non-economic phenomena (Williamson 
and Masten, 1999). 
 

Conceptually, transaction cost economics owes its origin to a series of 
independent but complementary scholarly research projects. It was introduced in 
Coase’s 1937 paper ‘The Nature of the Firm’, which was followed by the ground-
breaking work of Williamson (1971, 1975, 1985 and 1991), Alchian and Demsetz 
(1972), Grossman and Hart (1986), Matthews (1986), Holmstrom and Milgrom 
(1991), Masten (1996), etc. However, one should note that despite the voluminous 
literature in the new institutional economics, a theoretical consensus on what 
transaction costs are is still out of sight (see Allen 1991, 2000; Hobbs and Kerr 
1999; Klaes 2000a). Moreover, there is not even an agreement on what a world of 
zero transaction cost might be like (see, e.g., Hsiung 1999). In addition, there are 
still many questions that needs to be tackled, such as the two key challenges:  
‘What are actually transaction costs?’ and ‘How to measure them?’ (Wang, 2003, 
Goldberg, 1985, Douglas, 2011). 
 

The ambiguity that surrounds the concept of transaction costs, according to 
Douglas (2011), stems in large part from the existence of two literatures 
simultaneously claiming ownership over the term: a) the property rights 
literature; and b) the neoclassical literature. The property rights literature begins 
with Coase (1937) and has consistently focused on the role transaction costs play 
in determining the distribution of property rights, broadly defined as all laws, 
rules, social customs and organisations that generate incentives for behaviour. 
The neoclassical literature on transaction costs begins in the early 1950s, although 
some might argue that it starts with Hicks (1935) or even Coase (1937). This 
literature defines transaction costs more narrowly, generally modelling them 
more explicitly, and often sees them as in identical analytic terms to transport 
charges or taxes (Douglas, 2011). In this neoclassical concept, transaction costs 
                                                 
6 For a synthesis see Douglas W. Allen, ‘Transaction costs’ in Bouckaert B. and De Geest G. (eds.), 
Encycplopedia of law and economics, Edward Elgar Publishing, 2011. See also Williamson and Masten 
(1999). 
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consist of those costs that arise between firms or individuals from the process of 
market exchange. 
 

Finally, one should also note that transaction costs are essentially an 
asymmetrical information problem: negotiation, fraud, communication and 
contract stipulation all come about because information (knowledge) is 
incomplete and is not common to all. Though its importance is recognized by 
everyone, the role of information leads to a great deal of confusion in the 
discussion of transaction costs (Douglas, 2011). Information costs are a 
prerequisite for transaction costs and are a necessary condition for their 
existence.7  

  
II – Transaction costs – definition 
 

Despite the unprecedented success of transaction costs economics, it must be 
noted that there is actually no generally accepted definition of the transaction 
costs concept, and that constructing a general definition of transaction costs is no 
easy matter. Transaction costs, in the original formulation by Coase (1937, 1961), 
are defined as ‘the cost of using the price mechanism’ or ‘the cost of carrying out 
a transaction by means of an exchange on the open market’. As Coase (1961) 
explains, ‘In order to carry out a market transaction it is necessary to discover 
who it is that one wishes to deal with, to inform people that one wishes to deal 
and on what terms, to conduct negotiations leading up to a bargain, to draw up 
the contract, to undertake the inspection needed to make sure that the terms of 
the contract are being observed, and so on’. Arrow (1969), for example, defines 
transaction costs as simply the costs of running the economic system, while 
Stigler (1961) defines them as the costs of obtaining information. Wallis and 
North (1986), on the other hand, provide a distinction of economic activity 
between ‘transaction costs’ and ‘transformation costs’, where the former are the 
costs associated with making exchanges and the latter are those associated with 
transforming inputs into outputs.8 They argue that transaction costs represent 
the economic value of the inputs used in performing the transaction function and 
that those costs include the value of the labour, land capital, and entrepreneurial 
skills used in conducting exchanges (Wallis and Nord, 1986; Nord, 2007).  
 

Goldberg, however, observes that the existing leap in transaction costs logic 
represents the source of much of the semantic confusion that has tended to 

                                                 
7 Information costs, however, are not always transaction costs. Steven Cheung once remarked that 
transaction costs are costs that do not exist in a Robinson Crusoe world (a definition consistent with 
definition number one). Clearly Crusoe faced many information problems, but until Friday showed 
up, he had no transaction cost problems (Douglas, 2011).  
8 From the viewpoint of the individual both these functions are ‘productive’ – transaction and 
transformation costs are incurred only if the expected benefits from doing so exceed the cost of 
doing so (Wallis and North, 1986). 
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permeate the post-Coase discussion of transaction costs (Goldberg, 1985). He 
defines transaction costs as costs most likely to differ under alternative 
institutional arrangements and where they are equivalent to  the difference 
between what could have been produced if actual inputs corresponded to 
efficiency units and what actually happened (Goldberg, 1985). He goes on to 
argue that: 
 

(…) the transaction costs are an unobservable residual; they are the opportunity 
costs of the world not being as nice a place as it otherwise might be. In this 
formulation, the transaction costs label is a redundancy. If we say that the 
transaction costs of the worker-controlled gadget producing firm are higher than its 
capitalistic counterpart, we mean no more and no less than that it is less efficient 
in transforming inputs into outputs.9‘ 

 
Moreover, Goldberg (1985) also stresses that on the one hand, the transaction 
costs concept has the natural meaning of costs associated with the set of activities 
involved in transacting while on the other hand, it can also mean a shortfall from 
what could have been achieved if institutions worked perfectly (opportunity 
costs). There is hence a strong temptation to combine these meanings by 
attributing the shortfall to a particular set of activities and by disregarding the 
other substantive variables which may also affect/cause the observed 
inefficiencies/shortfalls (Goldberg, 1985). 
 
In financial economics, transaction costs are generally understood as the cost of 
investing in financial markets, including brokerage fees and ask-bid spreads 
(Demsetz, 1968). However, Williamson (1971, 1996) sees transaction costs as the 
costs of contracting.  
 
To sum up, despite its substantive impact and immense scholarly success, there 
is unfortunately no generally accepted definition of the transaction costs concept, 
and in the literature surveyed one may identify two prevailing definitions: that 
which defines transaction costs as occurring only when a market transaction 
takes place; and that which defines transaction costs as occurring whenever any 
property right is established or requires protection (Douglas, 2011). 

  
III – Measuring transaction costs - empirical work 
 

Although the concept of transaction costs economics has achieved outstanding 
successes and has widespread appeal, the measurement (in addition to 
definition) of transaction costs raises further difficulties (Williamson, 2007), and 
the related empirical research has spurred fruitful scholarly debate while 

                                                 
9 Goldberg (1985), pp. 22 ff. 
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remaining open to substantive criticism. The body of empirical work on 
transaction costs is actually very large and fecund.10 In empirical studies, a direct 
measurement of transaction costs is the economic value of resources used in 
locating trading partners and executing transactions (Wang, 2003). Another 
common measurement of transaction costs is the difference between the price 
paid by the buyer and that received by the seller (Wang, 2003). Some studies 
focus more on the secondary costs than the direct costs per se. For example, 
Williamsonian transaction costs economics is primarily interested in the 
secondary costs of negotiation and enforcement, i.e. the costs of participating and 
reducing the costs of negotiation and enforcement. Some are concerned with the 
costs of government regulation imposed on market entry and transactions, which 
either reduces the size of the market or eliminates the market altogether. Some 
studies find that transaction costs can be agent-specific, that is, the identity of the 
transactor matters for the cost of conducting transactions (Wang, 2003). The 
empirical literature on transaction costs seriously tests hypotheses and therefore 
by its existence refutes the assertion that transaction costs economics is 
tautological.  
 
However, most of the property rights and neoclassical empirical studies are of 
the comparative static variety and attempt to test transaction cost hypotheses 
using various proxies for asset specificity, uncertainty, measurement costs, 
friction and other transaction cost variables in reduced-form equations (Wang, 
2003; Douglas, 2011). There are actually only two studies that have attempted to 
measure the actual (real) level of transaction costs. 
 
The first and perhaps most ambitious of these is that of Wallis and North (1986), 
who tried to measure the entire transaction sector of the economy over 100 years. 
They show that the proportion of US GNP corresponding to the transaction 
sector has grown from 25 % in 1870 to 45 % in 1970. The more developed the 
economy, the larger the size of the transaction sector. A recent study of the 
Australian economy has shown a similar pattern: the size of the transaction 
sector there has grown from 32 % in 1911 to 60 % in 1991 (Dollery and Leong, 
1998). Davis (1986), however, has pointed out that Wallis and North’s  estimate is 
not robust for even small changes in the line that separates ‘transactions’ from 
‘production’.11 The robustness and definition problem then also explains why 
Wallis and North have been both the first and the last to tackle transaction costs 
on such a grand scale (Douglas, 2011). 
 

                                                 
10 For an impressive survey, see Douglas (2011). 
11 In the end, the problem of definition seems overwhelming. Is a farmer a manager/marketing 
agent, or a grain-growing field hand? All jobs have elements of production and transaction in them 
and it seems an impossible task to separate them (Douglas, 2011). 
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One may find a more sophisticated approach to measuring organisation costs in 
Masten, Meehan and Snyder’s (1991) article on the subject. These authors note 
that much of the empirical literature proxies only ‘the hazards of market 
exchange’ and ignores the internal costs of governance (Masten, Meehan and 
Snyder, 1991). Reduced-form estimates are, They argue, unable to distinguish 
between internal and external transaction costs and hence expose an inherent 
weakness in the nature of those tests. Because of difficulties in observing and 
measuring transaction costs, analysts have had to rely on estimations of reduced-
form relationships between observed characteristics and organisational forms. 
Such indirect tests are unable to distinguish whether observed patterns of 
organisation have resulted from hypothesised changes in market transaction 
costs or from systematic, but as yet unexplored, variations in the costs incurred 
when organising production internally (Masten, Meehan and Snyder, 1991).  
 
Furthermore, attempts to directly measure transaction costs are subject to the 
same problems as those faced by Wallis and North (1986). In the end, Masten, 
Meehan and Snyder (1991) have recognised the selection bias that occurs where 
an efficient organisation structure is chosen and other choices are not observed. 
Their solution is to utilise switching regression techniques and to adopt censored 
regression models (used in labour economics). With this technique, they obtain 
actual dollar estimates of organisation costs, and can therefore estimate the 
magnitude of individual coefficients rather than just their relative impact. 
Masten, Meehan and Snyder (1991) apply this methodology to naval shipyard 
contracts and find that overall organisation costs amount to 14 % of total costs.  
 
In addition, Polski (2001) employs a long-term series of impressive financial data 
from a transaction costs-intensive industry, namely commercial banking, with 
the aim of starting to shed some light on these issues. Her analysis suggests that 
transaction costs can be measured over time in this industry, albeit not perfectly. 
Banking has two types of transaction costs, which move in inverse relationship 
and are subject to different political and economic influences. Both types of 
transaction costs are (almost) always changing even as they appear to be 
converging to equilibrium. Polski discovered that in 1998 total transaction costs 
amounted to 77 % of income, which is 8 % higher than in 1934. During a recent 
period of intense economic and institutional change in the industry, transaction 
costs moved out of equilibrium, increasing to 90 % of total income, and then 
returned to equilibrium as the intensity of change diminished (Polski, 2001). 
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Chapter 3 
 
I – Assessment - general observations 
 

The Commission staff working paper on impact assessment (IA) that is under 
review starts with a general observation that the differences in contract law 
between Member States (MS) cause significant compliance costs for businesses 
wishing to trade crossborder. The analysis offered in the IA also suggests that, 
each year, those companies that do export into new MS markets face unnecessary 
entry (transaction) costs of about EUR 1 billion. The IA goes on to note that the 
internal market effects of this fragmentation take the form of reluctance by 
businesses to sell crossborder to consumers, which in turn reduces consumer 
wellbeing. Since consumers cannot sufficiently benefit from competitive 
crossborder offers, they do not fully reap the benefits of the internal market in 
terms of more choice and better prices. The Commission concludes that the level 
of consumer confidence in crossborder shopping is low as a consequence of the 
fragmentation of contract law at Member State level. 
 
The IA goes on to argue that surveys have shown that, for the majority of traders, 
such compliance costs constitute a significant barrier to crossborder trade 
between MS amounting to some tens of billions of euros, which consequently 
reduces their incentive to sell cross border (this argument is surprisingly raised 
also for consumers). The Commission relies on a variety of arguments. The first is 
that the differences in legal rules in different MS create extremely (even 
prohibitively) high costs for business and consumers. Hence, the Commission 
assumes that harmonisation of law always reduces costs. A second argument 
explicitly mentioned is that the current differentiation of legal rules would limit 
crossborder trade (and thus endanger market integration in Europe). The implicit 
assumption is that harmonisation of law and, in this particular case, of consumer 
contractual rights would be necessary to realise the ideal of an integrated 
European market. These arguments all merit a critical response.  
 
Since the Commission implicitly uses economic arguments (transaction costs), it 
seems appropriate to use the economics literature referred to in our introduction 
in order to judge the validity, soundness and methodological correctness of the 
arguments presented by the Commission. 
 
It is indisputable that the coexistence of different systems of contract law in Europe 
represents a source of transaction costs, and there is absolutely no disputing the 
fact that crossborder trade in Europe would be cheaper if all Member States 
applied the same set of rules. Ribstein and Kobayashi (1996) describe and classify 
the transaction costs involved in international contracting as: a) inconsistency costs; 
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b) information costs; c) litigation costs; d) instability costs; e) externalities; and f) 
drafting costs. However, the amount and effect of those transaction costs, despite 
the Commission’s IA, remain unclear and inconclusive, since the causal link 
between cost savings (economies of scale) achieved by harmonisation of legal rules 
and increased crossborder trade is not demonstrated. 
 
Moreover, as already discussed in the previous chapter, the problems of 
empirically measuring and assessing the real amount of transaction costs present 
insurmountable obstacles to a definite answer. All the previously discussed 
empirical studies that have attempted to measure the actual (real) level of 
transaction costs (Wallis and North, 1986; Masten, Meehan and Snyder, 1991; 
Polski, 2001) have failed to provide a conclusive answer regarding the actual 
amount of transaction costs; nor have they addressed the complex issue of how 
to distinguish between ‘transactions’ and ‘production’; and the robustness of 
their results has been challenged on a regular basis. Furthermore, up till now 
there has not been any attempt to quantify transaction costs seen as purely the 
result of different contract laws, nor is there is an available or reliable formula or 
analysis which could provide a straightforward answer. Simply, there are no 
data available for that purpose, and the variables which might influence final 
outcome are so numerous that the impact of different contract laws cannot be 
isolated and measured.  
 
There is no body of evidence on the actual impact and magnitude of the costs of 
legal diversity for crossborder activities and trade (Gómez, 2011). The 
Commission’s IA is indicative but not conclusive as regards the magnitude of 
costs at stake. The cited econometric research of Turrini and Ypersele (2010) 
merely shows that where countries have similar antecedents and similar 
procedural laws this has a positive effect on their bilateral trade, whereas the 
research endeavour by Den Butter and Mosch (2003) only succeeds in showing 
that mutual trust has an obvious positive effect on mutual trade, and therefore 
cannot be employed as an econometric proof of that effect. In addition, the 
Commission correctly notes, in its IA12, the lack of data regarding the number of 
companies that are discouraged from trading crossborder by differences in 
contract law, the number of countries with which they would wish to trade, the 
amount of trade, the exact litigation costs, as well as numerous other variables, 
hinders determination of the real impact of existing differences in contract laws.  
 
To sum up, although the Commission's IA represents a fruitful attempt to 
indicate the level of transaction costs originating in differences in contract law, its 
analysis merely generates illustrative evidence. In other words, it is extremely 

                                                 
12 Page 11, footnote 399. 
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difficult to separate a uniform contract law effect from numerous other factors 
that may account for the behaviour of contracting parties.   

 
II – Robustness and validity analysis of the method employed 
(calculation of opportunity and transaction costs)   
 

The first observation refers to the definition of transaction costs. Specifically, it is 
not clear from the Commission’s IA what definition of transaction costs is 
actually employed, although the concept (notion of transaction costs) is used 
throughout the IA (as in all the annexes). Constructing a definition of transaction 
costs is, however, fundamental for their effective quantitative measurement 
(Wallis and North, 1985), and the IA should therefore have gone into more detail 
on that point.  
 
 
Secondly, having arrived at a definition of transaction costs one should go on to 
make a separation between transaction costs that occur within firms and those 
occurring outside them (Wallis and North, 1985). Masten, Meehan and Snyder 
(1991) have convincingly shown that variations in firms’ internal structure and 
organisational forms have a significant impact on overall transaction costs. 
 
Thirdly, no distinction is made between the ex ante and ex post transaction costs 
of exchanges. Some of the transaction costs of an exchange arise at the point of 
exchange (or afterwards), whereas others might occur before the exchange. In 
addition, some of these costs are occasioned by market activity, whereas others 
are not. Empirically, this distinction is very important and should be taken into 
account. 
 
Fourthly, the method employed for calculating opportunity and transaction costs 
stemming from differences in contract law is vague, and amounts to an 
illustration of the magnitude of the transaction costs. Specifically, the data 
gathered and analysed originate in questionnaires distributed among 
participants, and, as well as being highly subjective (based on their estimates), 
may actually depend on other aspects than the actual institutional environment. 
For example, the respondent’s estimation of the costs savings from saved 
transaction costs13 is based on free estimates with no real data being available. 
Such questionnaire-type surveys may, thanks to the problem of non-response 
and mere estimation of costs (not real expenditure), be severely selectively 
biased. For such calculations, one would have to collect the exact ex ante and ex 
post data for actual costs – i.e.: the exact number of hours spent on exploring 

                                                 
13 See Annex III. Table 2. 
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different legal systems + hourly fees charged by officials or lawyers (on a 
country-by-country  basis) + exact real costs of drafting different kinds of 
contract + real costs of litigation, etc. Moreover, transaction costs may also be 
generated by other factors, such as language barriers, cultural differences, 
distance, marketing strategies, social customs, purchasing power, market 
structures, cost structures, traditions, communications, time, differences in 
taxation and procedural legislation, political and institutional environment, level 
of corruption as regards  judges and officials, overall stability of the state (riots), 
certainty of judicial and public enforcement of contractual rights, the value of 
labour, land and capital, timing of performance, entrepreneurial skills, retail 
structure and arrangements, transport costs, existence of demand, forces of 
competition, globalisation, fiscal and austerity measures imposed in individual 
MS, environmental and safety regulations and standards, different consumer 
protection levels, enforcement and certainty of property rights, the exact number 
of companies discouraged from trading purely because of differences in contract 
laws, and the number of countries and the exact sums potentially involved in 
such trade. All these and similar factors should be taken account of in a multiple 
regression analysis (Hill, Griffiths and Lim, 2012) in order to identify the impact 
of differences in contract law affecting trade between MS. Unfortunately, such 
data are (to the present author’s knowledge) not readily available, and the IA 
under examination does not provide or account for them. Hence, the IA’s 
estimation of the transaction costs stemming from differences in contract law that 
hinder crossborder trade provides illustrative evidence regarding those costs. In 
other words, the estimation and analysis of transaction costs offered are neither 
correct nor reliable. The same, of course, applies to the comments in the IA on the 
negative impact on crossborder shopping. 
 
In addition, Macaulay (1963) convincingly shows that the majority of business 
people are ex ante not interested at all in the meticulous drafting of contracts or 
in the existence of different forms of contract law (although they might be ex post 
in the occurrence of litigation) and prefer informal dispute settlement to legal 
action. Hence, these findings actually show that contract law as such is not as 
important for the enhancement of trade as governments or academics often think 
and try (for multiple reasons) to show. It well may be, then, that other factors 
(not merely pure contract law) are more important for spurring trade and 
growth. 
 
Moreover, economists argue that what matters and is crucial for economic 
growth and investment is certainty, stability of legal systems, and the quality of 
the institutions that protect property and contractual rights (North, 1986; Nack 
and Keefer, 1995; De Sousa and Disdier, 2002; Kaufman et al., 2002). The IA 
argues, essentially, that legal diversity inhibits businesses and consumers from 
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trading or entering into contracts purely because of the legal uncertainty which is 
a direct consequence of the existence of diverse contract laws. Economic analysis 
has shown in abundance that legal uncertainty is indeed a barrier to trade, but 
there is actually no evidence that uniformity of law would create more legal 
certainty than diverse contract law regimes (Smiths, 2005).  
 
Fifthly, the cumulative value of the transaction costs as calculated in the IA14 is 
based on estimations from Annex III and subjective responses (with no 
regression analysis) of respondents, and not on real statistical data. Hence the 
accuracy of the figures is dubious and, again, there is selective bias. 
 
Sixthly, the illustrations or ‘evidence’ put forward (e.g. the claim that a British 
company employing six people is deterred from trade by differences in contract 
law) are insightful and illustrative.  
 
In the seventh place, the fact that transaction costs as a percentage of annual 
turnover tend to increase (IA, Table 2, p. 16) should not come as a surprise and 
actually shows the increasing importance of transacting economies in the modern 
world, which is the result of intensifying division of labour and globalisation 
processes (Wallis and North, 1986; Polski, 2001). The growing weight of the 
transacting sector might actually explain (or be a consequence of) the 
unprecedented economic growth of modern societies. However, the IA employs 
those numbers with a negative connotation which is obviously a consequence of 
the absence of any proper definition of transaction costs. As we saw in the 
previous chapter, much of this confusion stems out from a lack of proper 
definition and from the existence of two literatures simultaneously claiming 
ownership over the term: a) the property rights literature; and b) the neoclassical 
literature. 
 
III – Soundness of the economic model applied in Annexes III and IV 
 
The issue of the soundness, quality and reliability of the calculation method for 
determining opportunity and transaction costs employed in Annex III may be 
discussed starting out with the general observation that the calculations made are 
not grounded in real statistical data but, rather, on crude estimations based on 
the highly subjective answers of respondents. The assessment of potential 
opportunity costs is, further, carried out on the basis of the highly unlikely 
assumptions that companies are in all cases deterred from engaging in 
crossborder trade by the sole factor of differences in contract law in the MS, and 
that companies deterred from trade for that reason would always account for the 

                                                 
14 See IA at page 15 -18, table 2. 

PE 496.741 21 



same proportion of exports. The resultant calculations, then, again offer merely 
an illustrative evidence. Moreover, the calculations presented in Annex III, as 
also that in Annex IX, lack any kind of regression analysis15, and hence expose an 
inherent weakness in the nature of the tests and calculations performed. The lack 
of statistical data and the related difficulties in observing all of the relevant 
independent variables which might affect the final outcome thus forced the 
Commission to rely on assumptions and estimations. Economic theory in that 
case suggests that such indirect tests are unable to distinguish whether observed 
patterns in trade are the results of differences in contract law or of any other 
independent variable. To obtain accurate results, an application of censored 
regression analysis16 would appear desirable, yet the data for such an analysis 
might not be available. Such an analysis would isolate the effects of differences in 
contract law from the rest of transaction costs. The equation should be regressing 
the contract law measure against each of the independent variables, and from 
that (in a second step) a reliable correlation coefficient factor might be 
constructed in order to find a correlation between differences in contract law and 
increased transaction costs.  
 
The independent variables against which contract law measure should be 
controlled in a censored multiple regression analysis (and also in the ensuing 
calculation of a reliable correlation coefficient factor) should include, as a 
minimum, the following: the exact ex ante and ex post data for actual costs – i.e. 
the exact number of hours spent on exploring different legal systems + hourly 
fees charged by officials or lawyers (on a country-by-country  basis) + exact real 
costs of drafting different kinds of contract + real costs of litigation, etc. 
Moreover, transaction costs may also be generated by other factors, such as 
language barriers, cultural differences, distance, marketing strategies, social 
customs, purchasing power, market structures, cost structures, traditions, 
communications, time, differences in taxation and procedural legislation, 
political and institutional environment, level of corruption as regards judges and 
officials, overall stability of the state (riots), certainty of judicial and public 
enforcement of contractual rights, the value of labour, land and capital, timing of 
performance, entrepreneurial skills, retail structure and arrangements, transport 
costs, existence of demand, forces of competition, globalisation, fiscal and 
austerity measures imposed in individual MS, environmental and safety 
regulations and standards, different consumer protection levels, enforcement and 
certainty of property rights, the exact number of companies discouraged from 

                                                 
15 See Chapter 1. 
16 Also known as the Tobin model (developed by James Tobin, the Nobel laureate for economics), 
or as the limited dependent variable regression model. This censored regression analysis actually 
enables us to establish how much a firm or individual actually spends owing to differences in 
contract law by comparison with other socioeconomic independent variables. For a summary of 
this method, see: Gujarati and Porter (2009) and Hill, Griffiths and Lim (2012). 
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trading purely because of differences in contract laws, and the number of 
countries and the exact sums potentially involved in such trade.  
 
Concerning Annex IV (IA p. 87), one may stress out that the Global Trade 
Analysis Project (GTAP) model applied there for analysing changes in 
production, trade and consumption is the correct, reliable method. However, the 
entire calculation in Annex IV depends on assumptions relating to impact 
calculation (IA p. 87) which, again, rest on the collection of questionnaire-type 
data which might be selectively biased. Moreover, the assumptions made 
regarding the numerical value of these qualitative answers are biased too, since 
the IA simply assumes that when one firm indicates that its crossborder sales 
would increase considerably, this then means an increase in crossborder trade of 
between 5 % (low estimate) and 20 % (high estimate). On the basis of these 
assumptions, the IA then indicates that the impact on trade could be estimated at 
0.8 %-3.1 % for B2B transactions and 0.9 %-3.5 % for B2C transactions. Such 
estimates are again biased since they rest on biased assumptions and are being 
used where no censored multiple regression or causality analysis has been 
provided.17 Furthermore, such biased values are afterwards used to compute 
economic impacts in the GTAP model, which consequently severely impairs the 
results. In addition, the calculated macroeconomic impacts (IA p. 93 and 94) rest 
on an oversimplifying formula for GDP growth, in which the change in GDP is 
merely equivalent to (depends on) changes in consumption, investment, 
government spending, exports and imports, and hence the results obtained are 
again inconclusive. If indeed GDP growth depended merely on those five 
variables, then we would simply increase all five and achieve GDP growth. 
Unfortunately, these things are not so simple (as should be clear merely from 
considering the following possible additional independent variables: 
entrepreneurial activity, R & D, quality and efficiency of institutions, religion, 
geography, path dependence, level of corruption, political stability, wars, natural 
disasters, etc). Both current economic literature and common sense show us that 
this is absolutely not the case and that there are numerous additional factors in 
play that account for economic growth.   
 
To sum up, the calculation performed rests heavily on subjective observations, 
and since the IA misses out important costs that are systematically related to one 
or more of the independent variables, the results obtained are biased. The 
estimations used and the ‘contract law’ variable are qualitative and tend to be no 
more than proxies for the variables of true interest. The quality and validity of 
the results might hence be substantially improved. There is obviously a need for 
refinement of these proxies and for new quantitative measures that permit cross-

                                                 
17 Again, in order to obtain accurate results one should employ the censored multiple regression 
analysis and the causality analysis (correlation coefficient). 
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firm, cross-country and cross-industry comparisons. Unfortunately, checking 
calculations of opportunity and transaction costs against the actual behaviour of 
economic actors poses a serious challenge, given the obstacles in the path of 
obtaining even a limited amount of reliable data. 
 
IV – Evaluation of the SME survey 
 
With regard to soundness, quality and reliability, the SME evaluation survey, in 
which an estimate of total transaction costs (arising from differences in contract 
law) is given, namely between EUR 9 000 and EUR 10 658 annually, is lacking in 
all the criteria referred to above. The calculations provided (IA, Annex III, p. 74) 
thus, once more, offer merely an indication of an existing problem.  The survey 
lacks any multiple regression analysis or coefficient correlation factor, and hence 
exposes an inherent weakness in the nature of the tests and calculations 
performed. The lack of statistical data and related difficulties in observing all of 
the relevant independent variables which might affect the final outcome thus 
forced the Commission to rely on assumptions and estimations. Economic 
theory, in such cases, suggests that such indirect tests are unable to distinguish 
whether observed patterns in trade are the results of differences in contract law 
or of any other variable. In order to obtain accurate results it would be desirable 
to apply censored multiple regression analysis, but the data for such an analysis 
might not be available. Such an analysis would isolate the effects of different 
contract laws from the rest of transaction costs. The equation should be 
regressing the contract law measure against each of the independent variables, 
and from that (in a second step) a reliable correlation coefficient factor (correction 
factor) must be constructed in order to show the real causality operating between 
differences in contract law and other possible independent, exogenous and 
endogenous variables. In particular, although censored multiple regression 
analysis deals with dependence of one variable on other, independent variables, 
it does not necessary imply causation. According to Kendall and Stuart (1961), a 
statistical relationship, however strong and however suggestive, can never 
establish causal connection, and hence in order to find such causality one should 
also calculate a correlation coefficient (correlation analysis). 
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Conclusions 
 
Although the Commission’s IA represents a fruitful attempt to indicate the 
amount of transaction costs originating from differences in contract law, the 
analysis provided merely generates illustrative evidence. In other words, it is 
extremely difficult to separate the effects of uniform contract law from numerous 
other factors that may account for the behaviour of contracting parties.  The main 
points are as follows: 
 
1. The calculations made rely heavily on subjective observation (selectively 

biased data),  and, since the IA misses out significant costs that are 
systematically related to one or more of the independent variables, the 
results obtained are biased. The estimations and ‘contract laws’ variable 
employed are qualitative and are typically a proxy for the variables of true 
interest. The quality and validity of the results might hence be substantially 
improved. There is obviously a need for refinement of these proxies and for 
new quantitative measures that permit cross-firm, cross-country and cross-
industry comparisons. Unfortunately, checking calculations of opportunity 
and transaction costs against the actual behaviour of economic actors poses a 
serious challenge, given the obstacles of obtaining even a limited amount of 
accurate data.  

 
2. Transaction cost analysis (stemming from the existence of differences in 

contract law in the MS) can be substantially improved and elaborated on in 
order to reveal the real impact of those costs on crossborder trade (B2C and 
B2B) and the functioning of the common market. The controlling variables 
used should at least include: ex ante and ex post data on actual costs, i.e. the 
exact number of hours spent on exploring different legal systems + hourly 
fees charged by officials or lawyers (on a country-by-country  basis) + exact 
real costs of drafting different kinds of contract + real costs of litigation, etc. 
Moreover, transaction costs may also be generated by other factors, such as 
language barriers, cultural differences, distance, marketing strategies, social 
customs, purchasing power, market structures, cost structures, traditions, 
communications, time, differences in taxation and procedural legislation, 
political and institutional environment, level of corruption as regards judges 
and officials, overall stability of the state (riots), certainty of judicial and 
public enforcement of contractual rights, the value of labour, land and 
capital, timing of performance, entrepreneurial skills, retail structure and 
arrangements, transport costs, existence of demand, forces of competition, 
globalisation, fiscal and austerity measures imposed in individual MS, 
environmental and safety regulations and standards, different consumer 
protection levels, enforcement and certainty of property rights, the exact 
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number of companies discouraged from trading purely because of 
differences in contract laws, and the number of countries and the exact sums 
potentially involved in such trade. 

 
3. In order to obtain accurate results, a censored multiple regression analysis 

should be employed. Such an analysis would isolate the effects of different 
contract laws from the rest of transaction costs. This censored multiple 
regression analysis should be complemented by a reliable correlation 
coefficient factor (correlation analysis), which should be constructed so as to 
reveal real causality and the correlation between differences in contract law 
in the Member States, increased transaction costs, and other possible 
independent endogenous and exogenous variables. However, the data for 
such overwhelming analysis might simply not be available and the provided 
IA is so far the best possible attempt to estimate the sheer volume of a 
problem and represents a path-breaking achievement in existing transaction 
costs indication. 
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