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I. Introduction

It may surprise you that the goal of criminal
law is not to eliminate all crime. Eliminating
all murders would require expanding the
numbers of police stations and police officers
as well as prison capacity to create a near
certainty that murderers would be caught and
receive punishment. However, pouring public

money into preventing murder is not a sen-

sible policy because of huge opportunity
costs, such as the government’s other life-
saving policies (e.g., expenditures on road
safety or for combatting disease). In this re-
gard, economists came up with the concept
of an optimum level of crime or an optimum
level of deterrence, which maximizes the
benefits to society, considering the social

costs.) Likewise, economists calculated an

Assistant professor, Department of Law, Incheon National University. (Email: tjpark81@gmail.com) A formal
legal expert in the International Legal Affairs division of the Ministry of Justice, Republic of Korea, and a for-
mer investment and services chapters PTA negotiator in the Ministry of Trade, Industry and Energy, Republic
of Korea. The views or opinions expressed herein are the author’s alone and do not reflect the views or opin-
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optimum level of pollution protection that
maximizes the benefits to society in consid-
eration of social costs because zero pollution

is undesirable and unattainable.2)

Based on these, what is the optimum level
of incompleteness in international business
contracts? All existing contracts are in-
complete in nature because negotiating and
concluding contracts require high transaction
costs. Instead of negotiating over a detailed
damage clause, they may adhere to the
United Nations Convention on Contracts for
the International Sale of Goods (CISG)
clauses or provisions in the previously con-
cluded contract, given the low probability of
disputes. Simply put, the parties compare
benefits and transaction costs to determine
the level of incompleteness in the contract.
Therefore, an incomplete contract is not nec-
essarily indicative of failure, inefficiency, or

error. Rather, leaving things undecided or un-

specified is rational if transaction costs are

high.

To what extent should the parties complete
their contracts to maximize their economic
benefits given their associated transaction
costs? As in the murder and pollution scenar-
ios, zero incompleteness is undesirable or

unattainable.

This article employs contract theory and
marginal analysis to answer this question.
First, the article explains the concept of a
complete contract and shows that such a con-
tract never exists in reality, and all existing
contracts in reality are incomplete in nature.
Then, the article uses marginal analysis to
show the optimum level of incomplete con-

tracts in theory.

While contract theory has recently been
applied to international law,3 international

trade law,» or international investment law,>)

ions of the Ministry of Justice or the Ministry of Trade, Industry and Energy of the Republic of Korea. All
remaining errors and misconceptions are entirely the authors’ responsibility.

1) Jeffrey L. Harrison and Jules Theeuwes, Law and Economics, 442 (2008).

2) Economists extend this analysis to various areas and they seek to find optimum levels of debt, optimum levels

of crime prevention, optimums level of food waste prevention, etc.

3) See generally Anne Van Aaken, To Do Away with International Law? Some Limits to ‘The Limits of
International Law’, 17 Eur. J. Int’l L. 289 (2006); Kenneth Abbott, Modern International Relations Theory: A
Prospectus for International Lawyers, 14 Yale J. Int’l L. 335, 348-54 (1989); Jeffrey L. Dunoff & Joel P.
Trachtman, Economic Analysis of International Law, 24 Yale J. Int’l L. 1 (1999); Jack L. Goldsmith & Eric
A. Posner, The Limits of International Law (2005); Andrew Guzman, How International Law Works: A
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applying it in international business trans-
action or private law is still in its infancy.
Some have applied transaction cost analysis
to the provision of duty to inspect in CISG,®)
while others have used economic criteria to

assess the efficiency of provisions in CISG.”)

No researchers have applied incomplete
contract theory and marginal theory to inter-
national business transaction or private law
in a systematic manner. This article is the

first to apply incomplete contract theory and

marginal analysis in international business
transaction and private law. Section II ex-
plains contract theory. Section III applies
contract theory and marginal analysis to in-
ternational business transaction and private
law, and section IV concludes by introducing

perspectives from behavioral economics.

II. Contract Theory

Coase pioneered the concept of transaction

costs and their applications,3) arguing that a

4

=

Rational Choice Theory (2008); Joel P. Trachtman, The Economic Structure of International Law (2008); Eric
A. Posner & Alan O. Sykes, Economic Foundations of International Law (2013). (It is the application of eco-
nomic incomplete contract theory, assuming that states are rational actors when they conclude the international
agreements. For instance, Andrew Guzman introduced “3 Rs” (i.e. reputation, reciprocity, and retaliation) that
encourages compliance with international law).

See Simon A.B. Schropp, Trade Policy Flexibility and Enforcement in the WTO (2009). (applies the in-
complete contract theory to the WTO system to seek various trade policy flexibility mechanisms).

5) Alan O. Sykes, The Economics Structure of International Investment Agreements with Implications for Treaty

Interpretation and Design, 113 Am. J. Int’l L, 482, 482 (2019); Anne Van Aaken, International Investment
Law Between Commitment and Flexibility: A Contract Theory, 12 J. Int’l Econ. L. 507, 507 (2009) (arguing
that contract theory could be utilized in international investment law similar to how its used in international
trade law); Wolfgang Alschner, Interpreting Investment Treaties as Incomplete Contracts: Lesson from Contract
Theory (July 18, 2013) (unpublished manuscript), available at https://papers.ssrn.com/sol3/papers.cfm?abstract_id
=2241652. (last visited Sep 22, 2021). (observes that first generation investment treaties are highly incomplete
contracts containing only brief and vague provisions and delegating much of the gap-filling to tribunals, where-
as the degree of incompleteness in the second-generation investment treaties is considerably lower. He argues
that the second-generation investment treaties should assist arbitral gap-filling in first generation treaties);
Richard C. Chen, A contractual Approach to Investor-State Regulatory Disputes, 40 Yale J. Int’l L. 295, 298
(2015)(argues that investment tribunals should look to contract law and theory for new tools to address the
challenge posed by regulatory disputes).

6) Laura Ratniece, An economics analysis of the duty to inspect goods pursuant to the CISG and CESL. RGSL

Research Papers No. 8 (2012).

7) Larry A. Dimatteo & Daniel Ostas, Comparative Efficiency in International Sales Law, Am. U. Int’l, L.R. 371

(2011).

8) See R. H. Coase, The Nature of the Firm, 4 Economica 286 (1937).
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market transaction requires search costs and
negotiation costs, among others.?) Williamson
subsequently refined the concept of trans-
action costs.19 According to Williamson,
transaction costs consist of (1) search costs,
(2) bargaining costs, and (3) enforcement
costs.!) Search costs are costs to find pre-
ferred goods or partners who are willing to
exchange goods in the market. Bargaining
costs are all the required costs to complete
an agreement between the parties. Enforcement
costs are the costs to regulate parties to com-
ply with the terms of the agreements such as

monitoring or dispute costs.

Contract theory starts with an assumption
of the concept of a perfect and complete
contract. What if transaction costs are zero
and both parties enjoy perfect and complete

information of the world? All future in-

cidents would be completely anticipated, and
associated risks would be efficiently allocated
between the parties. Fach resource is allo-
cated to the party that values it the most,
and each risk is allocated to the party that
bears the risk at the lowest cost.!2) Zero bar-
gaining costs would make it easier for both
contracting parties to agree on any special

circumstances.

In reality, however, there is no such thing
as a complete contract because parties always
face incomplete information and cannot pre-
dict the future.!3) A contract always requires
parties to find the right partners, a certain
period of negotiation and extent of monitor-
ing, and others. Simply put, a contract will
always be incomplete in the sense that the
parties will fail to include all the variables

that are potentially relevant to it.14)

9) R. H. Coase, The Problems of Social Costs, 3 J. Law & Econ. 1, 15 (1960). (“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 under-
take the inspection needed to make sure that the terms of the contract are being observed, and so on”).

10) Oliver E. Williamson, The Economic Institutions of Capitalism, 15-32 (1985).

11) Carl Dahlman suggests that transaction costs include: 1) search and information costs; 2) bargaining and deci-

sions costs; and 3) policing and enforcement costs. Dahlman points out that what these three elements have
in common is that they represent resource loss due to lack of information (The Problem of Externality, 22

J. Legal Studies 141, 148 (1979).

12) Se Il Park, Law and Economics (2%), 84 (2019).

13) Cooter & Ulen, Law and Economics 369 (Hansungu Interpreted, 2013).

14) Robert E. Scott and Paul Stephan, The Limits of Leviathan: Contract Theory and the Enforcement of
International Law, 76 (2006). For incomplete contract theory in legal studies, see Richard Craswell, The
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Due to incomplete information and the dif-
ficulties of predicting the future, parties face
risks such as natural disasters. For instance,
the parties may agree to defer the delivery of
goods in case of an earthquake but may
leave undetermined who bears the risk. This

is called a ‘gap’ in the contract.

The amount of effort and costs of antici-
pating possible contingencies determines the
level of gap.!5) For instance, parties would
not be willing to specify the low probability
event and leave a gap because the expected
loss from the gap would be minimal whereas
the bargaining cost of including the terms
would be significant. It will not be worth-
while to include a provision for alternative
delivery options in case of an earthquake on

the delivery date.

II. Applying Contract Theory
to International Business
Transaction and Private

Law

What is a perfect and complete interna-

tional business contract in the world of com-
plete information with no transaction costs?
All contracting parties would be able to ac-
quire complete information and calculate the
benefits and costs of each provisions, and the
agreed contracts will maximize the benefits
of the contracting parties given various asso-
ciated transaction costs. There would be no
disagreement or dissatisfaction between the
parties throughout the contract period be-
cause they could completely predict negative
future contingencies and reflect those in the

contract in advance.

The agreed contract would not require any
provisions associated with breach of contract
such as revocation, rejection, remedy, or
damage clause because of complete in-
formation acquired by the parties. If parties
draft a contract on July 1, 2021, and know
in advance that an earthquake would occur
on December 13, 2021, they would either
modify a delivery date or transportation to
avoid any possible disaster that may trigger
the provisions relating to breach of contract.

Perhaps most provisions in the CISG would

“Incomplete Contract” Literature and Efficient Precautions, 56 Case W. Res. L. Rev. 151, 151 (2005); See
also, Robert E. Scott and George G. Triantis, Incomplete Contract and the Theory of Contract Design, 56

Case W. Res. L. Rev. 187, 193 (2005).

15) Steven Shavell, Foundation of Economic Analysis, 299 (2004).
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never be used in the world of complete in-
formation with no transaction costs. Arts. 45
to 52 in the CISG stipulates remedies for
breach of contract by the seller, Arts. 61 to
65 regulates remedies for breach of contract
by the buyer, and Arts. 74 to 77 states dam-
age provisions.1®) All these provisions will
not be necessary at all in the world of com-
plete information because they presume a
breach of contract, which the parties can
easily avoid in advance. The parties know
what impedes contract performances and can
easily detour or carve out such incident in

the contracts.

A complete contract, however, only exists
in theory, and all existing international busi-
ness transaction contracts are incomplete in
nature. The parties cannot foresee every pos-
sible scenario that will arise between the par-
ties, and therefore, an incomplete contract
does not necessarily indicate failure, in-

efficiency, or error.

An incomplete contract would have nu-
merous incomplete provisions and gaps due
to incomplete information. Parties may leave

gaps such as ambiguous or vague carve-out

provisions if transaction costs are high. For
instance, parties would not negotiate over al-
ternative delivery options in case of a possi-
ble earthquake on December 13, 2021. It is
simply not cost-effective to do so. Rather,
the parties may leave a broad exception or
force majeure clause without specifying such

alternative delivery options.

Perhaps parties might have to bring back
all the CISG provisions to the contracts be-
cause they need to protect themselves by in-
serting various clauses relating to remedies to
breaches of contract such as revocation, re-
jection, remedy, damage clause, and others.
The level of gaps or incompleteness will be
determined depending on the transaction
costs associated with specifying these
articles. Dispute-related articles such as a
choice of law or jurisdiction clause might al-
so require a tremendous amount of transaction
costs such as bargaining costs. Theoretically,
the parties should thoroughly examine differ-
ent candidates of the choice of law and com-
pare benefits and costs of these that leave
both parties better off. For instance, if the
contract is about exchanging goods and the

parties consider choice of law between U.S.

16) See the text of CISG at https:/funcitral.un.org/sites/uncitral.un.org/files/media-documents/uncitral/en/19-09951 _

e_ebook.pdf (last visited Sep 23, 2021).
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law or Korean law, they might have to look
up both and calculate their pros and cons.
One may prefer Korean law, and the other
may prefer U.S. law, and such a conflict will
require high transaction costs given the low
probability of dispute, and then the parties
may not want to further calculate and specify
the provisions but rather stick to the choice
of law in the previously concluded contracts

or CISG.17

To what extent would international busi-
ness contracts entail incompleteness? What is
the optimum level of an incomplete contract
in theory? Marginal analysis is applicable to
achieve the optimum level of incomplete
contract. Microeconomic theory explains that
a constrained maximum can be described as
a level where marginal costs equal marginal
benefits. The marginal benefit is the amount
by which an additional unit of an activity in-
creases its total benefit, while the marginal
cost is the amount by which an additional

unit of activity increases its total cost.18)

The marginal analysis concludes that if the
marginal benefit of an additional unit of an
activity exceeds the marginal cost, the quan-
tity of the activity should be increased.
Meanwhile, if the marginal benefit is less
than the marginal cost, the quantity should
be reduced. Net benefit is maximized at the
point at which the marginal benefit is equal
to the marginal cost.19 Simply put, if the
additional benefit of one more unit exceeds
the extra cost, do it; if not, do not. This sim-
ple logic is at the core of the economic way

of thinking the analysis of choice.

In this regard, we find that the optimum
level can be achieved when the parties nego-
tiate until the expected marginal benefit of
adding the provisions equals the marginal
transaction cost of agreeing on them.20The
benefit of adding a provision is marginal,
and its cost is marginal as well. The parties
will continue to add provisions so long as
the marginal benefit of the additional provi-
sion is greater than the marginal cost of the

addition. The parties will continue to make

17) For further theories in the choice of law, see Seok Kwang Hyun, International Private Law, 29 (2013).

18) Cooter & Ulen supra note 12 at 32.
19) Id.

20) Id.; Tae Jung Park, Incomplete International Investment Agreements: Causes, Problems and Solutions

(forthcoming in 2022, Edward Elgar)(This book applies marginal analysis to international investment law.

Rest of the analysis in this article that explains the marginal analysis is included in the book).
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these small adjustments as long as the mar-
ginal benefit exceeds the marginal cost and
will stop adding a new term when the mar-
ginal cost of the last change made equals the
marginal benefit. This level maximizes the
parties’ economic gain from the contracts
and reflects the optimum level of incomplete-

ness in the international business contracts.2D)

It is important to note that the optimum
level of incompleteness in the contracts is a
purely theoretical concept that is practically
impossible to quantify. It is difficult to de-
termine the extent to which the nparties
should insert a damage clause or a revoca-
tion clause to reach the optimum level. In
fact, the optimum level revolves around em-
pirical matters, which vary significantly in
different parties, markets and types of trans-
actions, and others. Each business transaction
has unique circumstances with varying levels
of costs. The economic benefits and costs of

different articles in contracts will also vary

21) 1d.

within and across markets and countries,
which make it more difficult to quantify the

optimum level.

IV. Conclusion

This article concludes by noting that argu-

ments can be extended to behavioral
contexts. The arguments made in this article
only hold under the assumption that the con-
tracting parties are rational and self-
interested. Behavioral economics, however,
criticizes this assumption by offering a more
realistic psychological foundation.22) Behavioral
economics considers the psychological factors
of a human being to explain their deci-
sion-making. The theories do not seek to re-
place the standard economic model but rather
extend rational choice and the equilibrium
model.23) For instance, behavioral economics

categorizes human bias according to three

types—bounded rationality,24 bounded will

22) C.F. Camerer & G. Loewenstein, Behavioral Economic: Past, Present, and Future 3 (Princeton University

Press, 2004).

23) Teck H. Ho & Noah Lim, Modeling the Psychology of Consumer and Firm Behaviour with Behavioural

Economics, 43 J Mktg. Res. 307, 308 (2006).

24) Jolls et al., A behavioral approach to law and economics, 50 Standford L.R. 1471. 1477 (1998) (explains the
bounded rationality “Bounded rationality, an idea first introduced by Herbert Simon, refers to the obvious fact

that human cognitive abilities are not infinite.)
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power,25 and bounded self-interest20)—to il-
lustrate that human beings are not always ra-
tional agents and self-interested when making

economic decisions.

Under bounded rationality, for instance,
the “status quo bias” explains that individuals
tend not to deviate from their original
position. Depending on how the default is
set, people make different choices because
they simply tend not to shift their decisions.2”)
Moreover, “over-optimism”28) shows how
people are, on average, overconfident about
their future and about their predictions for
such a future. This relates not only to their
own situation and their capacities but also to
their evaluations of their control over a given

situation.

All these behavioral economics theories
may have significant implications for the in-
ternational business transaction and private
law context. While parties determine the lev-
el of comprehensiveness and incompleteness
by comparing their benefits and costs under
traditional contract theory, behavioral eco-
nomics implies that the parties could take

biased action without cost-benefit analysis.

For instance, status quo bias may encour-
age parties to adhere to the previously con-
cluded choice-of-law provisions. If they have
previously concluded a contract with Korean
law as a choice of law even though U.S. law
was in fact better for both parties, they could
again follow Korean law hoping that they

would not face any disputes as before.

25) Id. at 1479 (explains bounded will power “This term refers to the fact that human beings often take actions

that they know to be in conflict with their own long-term interests. Most smokers say they would prefer not

to smoke, and many pay money to join a program or obtain a drug that will help them quit.)

26

=

Id.at 1479 (explains bounded self interest “They care, or act as if they care, about others, even strangers, in

some circumstances. (Thus, we are not questioning here the idea of utility maximization, but rather the com-

mon assumptions about what that entails.) Our notion is distinct from simple altruism, which conventional

economics has emphasized in areas such as bequest decisions. Self-interest is bounded in a much broader

range of settings than conventional economics assumes, and the bound operates in ways different from what

the conventional understanding suggests.)

27) Richard H. Thaler & Cass R. Sunstein, Nudge: Improving Decisions About Health, Wealth, and Happiness 3

(2008).

28) See generally Neil D. Weinstein, Unrealistic Optimism about Future Life Events, 39 J. PERS. SOC.
PSYCHOL. 806 (1980). For more detail on studies of excess optimism, see Marie Helweg-Larsen & James
A. Shepperd, Do Moderators of the Optimistic Bias Affect Personal or Target Risk Estimates? A Review of
the Literature, 5 PERS. SOC. PSYCHOL. REV. 74 (2001).
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Over-optimism may discourage parties to
pay meticulous attention to articles such as
revocation, rejection, damages, and others.
They are simply confident about their future
and contract performances and may not take

extensive care in drafting dispute articles.

I wrote this article because academic liter-

ature has paid little or no attention to the ap-

plication of economics in international busi-
ness transaction or private law. It was in-
tended to be a useful and immediate con-
tribution to academic and policy discussion,
and I hope it will open new avenues in the
discussion on the application of economics in
international business transaction and private

law.
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[Abstract]

Applying Economics Theory to International Business
Transaction Law and International Private Law

Tae Jung Park

This article applies contract theory to the international business transaction and private law
context. This article first shows that a complete contract only exists in theory, and all existing
international business contracts are incomplete in nature due to high transaction costs associated
with contracting. Then, the article employs marginal analysis to show the optimum level of in-

completeness in international business contracts.

Key words

Law and economics, contract theory, marginal analysis, international business transaction law,

International private law
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